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LETTER  OF  TRANSMITTAL 


Securities  and  Exchange  Commission, 

Wdshington^  D.  C,  August  7, 1939. 

Sir:  I  have  the  honor  to  transmit  herewith  the  first  two  chapters 
of  Part  Three  of  the  Commission's  report  on  the  study  of  investment 
trusts  and  investment  companies  made  pursuant  to  Section  30  of  the 
Public  Utility  Holding  Company  Act  of  1935. 

Part  One  of  this  report,  dealing  with  the  origins  of  these  organiza- 
tions, was  submitted  by  the  Commission  to  the  Congress  under  date 
of  June  10,  1938,  and  has  been  printed  as  House  Document  No.  707, 
75th  Congress.  Part  Two,  which  is  a  statistical  survey  of  investment 
trusts  and  investment  companies,  was  submitted  to  the  Congress  on 
March  10,  1939,  and  has  been  printed  as  House  Document  No.  70, 
76th  Congress.  A  report  on  investment  trusts  in  Great  Britain,  the 
first  of  a  number  of  supplemental  reports,  was  submitted  to  the  Con- 
gress on  June  26,  1939,  and  has  been  printed  as  House  Document  No. 
380,  76th  Congress.  | 

Part  Three  deals  with  the  abuses  and  deficiencies  in  the  organiza- 
tion and  operation  of  investment  trusts  and  investment  companies. 
Chapter  I  of  Part  Three  discusses  the  background  of  investment 
trusts  and  investment  companies  in  relation  to  their  abuses  and  defi- 
ciencies. Chapter  II  sets  forth  in  detail  the  histories  of  various  in- 
vestment companies  illustrative  of  the  effect  of  the  practices  and 
weaknesses  of  investment  companies  upon  investors  and  covers  the 
histories  of  the  following  investment  trusts  and  investment  com- 
panies: Bond  and  Share  Trading  Corporation;  Burco,  Inc.;  Central- 
Illinois  Securities  Corjooration ;  Chatham  Phenix  Allied  CoriDoration, 
later  known  as  Securities  Allied  Corporation;  Continental  Securities 
Corporation;  Eastern  Utilities  Investing  Corporation;  First  Income 
Trading  Corporation;  General  Investment  Corporation,  formerly  The 
Public  Utility  Holding  Corporation  of  America;  Insuranshares  Cor- 
poration of  Delaware;  Iroquois  Share  Corporation;  Oils  &  Industries, 
Inc. ;  Petroleum  Corporation  of  America ;  Reynolds  Investing  Com- 
pany, Inc. ;  the  group  of  companies  of  which  control  was  acquired 
by  Wallace  Groves,  including  Chain  &  General  Equities,  Inc., 
Granger  Trading  Corporation,  Interstate  Equities  Corporation,  and 
Yosemite  Holding  Corporation ;  the  investment  trusts  and  companies 
controlled  by  Donald  P.  Kenyon ;  and  investment  trusts  and  invest- 
ment companies  sponsored  by  C.  D.  Parker  &  Co.,  Inc.,  of  Boston, 
including  Railroad  Shares  Corporation,  Seaboard  Utilities  Shares 
Corporation,  and  Utilities  Hydro  &  Rails  Shares  Corporation. 

The  study  and  report  were  under  the  general  supervision  of  Com- 
missioner Robert  E.  Healy,  with  Paul  P.  Gourrich,  former  technical 
adviser  to  the  Commission,  as  director  of  the  study,  the  late  William 
R.  Spratt,  Jr.,  as  chief  of  the  study,  David  Schenker  as  counsel,  and 
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L.  M,  C.  Smith  as  associate  counsel.  Mr.  Justice  Douglas,  former 
Chairman  of  the  Commission,  whose  resignation  from  the  Commis- 
sion was  submitted  on  April  14,  1939,  Paul  P.  Gourrich,  former  direc- 
tor of  the  study,  whose  resignation  from  the  Commission  was  sub- 
mitted on  March  31,  1939,  and  William  E..  Spratt,  Jr.,  former  chief  of 
the  study,  whose  death  occurred  on  June  20,  1938,  did  not  participate 
in  the  preparation  or  consideration  of  Part  Three. 

Collaborating  on  the  preparation  of  Part  Three,  which  was  under 
the  immediate  supervision  of  David  Schenker  and  L.  M.  C.  Smith, 
were :  E.  G.  Blumner,  Emanuel  Bublick,  H.  S.  Carver,  Harry  Heller, 
C.  E.  Shreve,  Rella  Resnick  Shwartz,  and  Alfred  Bennan,  J.  P. 
Devine,  L.  M.  Greene,  and  Ambrose  Selig  of  the  legal  section ;  D.  B. 
Cooper,  B.  K.  DuBois,  Ruth  M.  Fielding,  R.  C.  Gilles,  and  William 
Parker  of  the  economic  and  analysis  section;  A.  J.  Breslin,  Benjamin 
Levy,  and  F.  J.  Mamio  of  the  accounting  section;  and  Morris  Bailkin. 
together  with  A.  L.  Traister,  D.  Virginia  Arner,  Samuel  Blitman, 
Milton  Drexler,  Nathan  Rubinstein,  and  Helen  K.  Steiner  of  the 
statistical  and  editing  section.  In  addition  to  those  public  examina- 
tions conducted  by  members  of  the  staff  of  the  investment  trust  study, 
certain  public  examinations  in  connection  with  Part  Three  were  con- 
ducted by  the  following  members  of  the  Legal  Division  of  the  Com- 
mission :  J.  J.  Poland,  Carlile  Bolton-Smith,  D.  J.  Dempsey,  M.  R. 
Kroopf,  and  C.  S.  Stern,  Collaborating  on  particular  portions  or 
aspects  of  Part  Three  were  the  following  members  of  other  divisions 
of  the  Commission  or  former  members  of  the  staff  of  the  Commis- 
sion :  Frances  A.  Doolittle,  E.  J.  Fruclitman,  J.  P.  Goode,  and  W.  H. 
Mack,  attorneys ;  P.  R.  Friend  and  Philip  Young,  analysts ;  and  Karl 
Aal,  C.  M.  Kollin,  W.  D.  Moran,  and  M.  P.  Touhey,  accountants. 

By  direction  of  the  Commission : 

Robert  E.  Healy,  Acting  Chairman. 

The  President  or  the  Senate. 

The  Speaker  of  the  HousEi  of  Representath'es, 

Washington,  D.C. 
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Part  Three 

Chapter  I 

BACKGROUND  OF  INVESTMENT  COMPANY 
INDUSTRY  IN  RELATION  TO  ABUSES 

I.  INTRODUCTION 

This  part  of  the  over-all  report  of  the  Commission  deals  primarily 
with  the  abuses  and  deficiencies  in  the  organization  and  operation  of 
the  various  types  of  management  investment  companies/  the  most 
important  category  of  investment  trusts  and  investment  companies.^ 
The  abuses  and  deficiencies  which  are  peculiar  to  other  types  of  invest- 
ment companies — fixed  and  semifixed  trusts,  installment  investment 
plans  and  companies  issuing  face  amount  instalhnent  certificates — 
will  be  presented  in  detail  in  the  respective  supplemental  reports 
covering  these  types.  This  part  of  the  report  is  not  primarily  con- 
cerned with  the  economic  and  social  purposes  which  the  properly 
organized  and  honestly  and  competently  managed  investment  trust  or 
investment  company  may  serve.  Thus  it  does  not  treat  with  the 
useful  functions  which  such  organizations  may  be  able  to  perform  for 
various  economic  strata  of  our  population,  for  the  capital  markets,  for 
industry,  for  representation  of  minority  stockholders  in  portfolio 
corporations  or  for  other  sectors  of  the  national  economy.  These 
subjects  will  be  dealt  with  elsewhere  in  the  report. 

Before  discussing  in  detail  the  various  abuses,  deficiencies,  and 
problems  in  connection  with  the  organization  and  activities  of  man- 
agement investment  companies,  certain  aspects  of  the  background  of 
investment  companies  which  are  relevant  to  the  existence  of  these 
malpractices  and  weaknesses  will  be  described.  To  that  end  this 
chapter  will  first  sketch  chronologically  certain  of  the  more  important 
features  of  the  general  development  of  investment  trusts  and  invest- 

J  This  category  includes  management  investment  companies  proper  (diversified  invest- 
ment companies  wliich  are  popularly  regarded  as  investment  trusts)  and  management 
investment-holding  companies  (companies  which  more  or  less  concentrated  their  invest- 
ments in  particular  corporations,  often  for  the  purpose  of  participating  in  their  control). 
These  companies  may  be  further  classified  as  leverage  companies  (companies  with  more 
than  one  class  of  security  outstanding)  and  nonleverage  companies  (companies  with  only 
one  class  of  security  outstanding).  Management  investment  companies  proper  may  also 
he  either  open-end  (companies  whose  shareholders  have  the  right  to  require  the  redemption 
or  repurchase  of  their  shares  by  the  company  or  its  representative)  or  closed-end  (com- 
panies whose  shareholders  do  not  possess  the  right  to  compel  such  repurchases).  For  a 
more  detailed  discussion  of  the  characteristics  of  the  various  types  of  investment  com- 
panies, see  Pt.  One,  Ch.  II,  pp.  21-33  (Hou.se  Doc.  No.  707,  75th  Congress). 

2  See  Pt.  Two,  Ch.  II,  Table  17,  p.  112  (House  Doc.  No.  70,  76th  Cong.)  wherein  it  is 
indicated  that  management  investment  companies  possessed  approximately  97%  of  the  assets 
of  the  industry  at  the  close  of  1929  and  92%  at  the  close  of  1936,  and  constituted  about  88% 
of  the  total  number  of  investment  companies  at  the  end  of  1929  and  63%  at  the  end  of  1936. 
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ment  companies,  will  then  indicate  some  of  the  more  important  statis- 
tical aspects  of  the  industry,  and  finally  will  briefly  review  the  extent 
and  nature  of  the  public  recognition  of  the  existence  of  vital  problems 
in  connection  with  the  industry. 

The  examples  of  individual  investment  companies  presented  in  this 
chapter  were  selected  merely  because  of  their  size,  importance,  and 
pertinence  to  the  development  of  the  entire  industry  and  are  not  here 
employed  as  illustrations  of  practices  involving  abuse. 

II.  GROWTH  OF  THE  INVESTMENT  COMPANY  INDUSTRY 

A.  Period,  1927-1929 

Many  of  the  problems  which  have  confronted  the  investment  com- 
pany industry  had  their  origin  in  the  years  1920-1929,  for  it  was  dur- 
ing that  period  that  the  majority  of  investment  companies  in  operation 
today  were  organized,^  their  structures  largely  determined,  and  many 
of  their  managers  placed  in  power.  During  that  period  there  were 
engendered  the  various  deficiencies,  inequitable  structures,  and  pat- 
terns of  improper  practices  which  have  prevailed  and  still  persist  in 
many  investment  companies  today  and  which  constitute  a  continuing 
threat  to  the  safety  and  preservation  of  a  large  part  of  the  public  funds 
invested  in  these  organizations. 

The  years  ending  with  1926  have  already  been  discussed  and  treated, 
for  the  purposes  of  this  report,  as  the  formative  period  of  the  invest- 
ment trust  and  investment  company  development  in  this  country.* 
This  period  was  followed  by  three  years  in  which  these  organizations 
achieved  substantial  importance  in  our  national  economy  through  an 
unprecedented  growth  in  number  and  size.  The  first  of  these  three 
years  constitutes  the  beginning  of  the  period  of  the  Commission's  more 
detailed  study. 

1.  NATURE  OF  GROWTH 

The  same  general  economic  conditions  which  fostered  the  creation 
of  practically  all  of  the  present  types  of  investment  companies  by  the 
end  of  1926  were  not  only  still  present  in  the  three  subsequent  years 
but  many  existed  in  a  more  pronounced  form.  Corporate  profits  were, 
roughly ,^  $7,500,000,000  for  the  year  1926,  declined  to  $6,500,000,000  in 
1927,  and  rose  to  over  $8,700,000,000  for  the  year  1929.  While  the 
index  of  industrial  production  rose  only  10%^  and  national  income 
somewhat  less  from  1926  through  1929,  both  the  index  of  common 
stock  prices  and  the  volume  of  trading  in  such  stocks  on  the  New  York 
Stock  Exchange  more  than  doubled.^  The  accelerated  growth  of 
investment  companies  in  these  three  years  thus  occurred  against  the 
background  of  a  stock  market  boom  which  ran  ahead  of  many  of  the 
other  aspects  of  industrial  and  financial  development.  It  was  under 
such  extraordinary  conditions  that  the  investment  company  movement 
reached  its  peak  of  expansion. 

sPt.  Two,  Ch.  II,  Table  16,  p.  Ill  (House  Doc.  No.  70,  76th  Cong.). 

*For  discussion  of  period  prior  to  1927  see  Pt.  One,  Ch.  Ill  (House  Doc.  No.  70",  7oth 
Cong.). 

BFor  selected  statistical  data  indicating  the  trend  of  industrial  and  financial  develop- 
ment in  the  United  States  from  1900  to  1929  see  Pt.  One,  Ch.  Ill,  Table  1,  p.  57  (House 
Doc.  No.  707,  75th  Congress). 
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As  might  be  expected,  this  stock  market  boom  was  exploited  in  the 
formation  of  investment  companies  and  in  the  distribution  of  their 
securities  by  numerous  sponsors  who  were  attracted  by  the  substantial 
profits  obtainable  in  connection  with  the  launching  and  operation  of 
such  companies.  The  direct  and  indirect  sources  of  profit  and  patron- 
age to  the  sponsor  of  an  investment  company  were  numerous,  continu- 
ous, and  of  great  variety.  With  the  absence  of  a  substantial  profes- 
sional class  of  persons  engaged  primarily  in  the  business  of  investment 
management,  individuals  with  a  wide  variety  of  backgrounds  entered 
the  field  of  investment  company  sponsorship.  Brokers,  investment 
bankers,  security  dealers,  investment  counselors,  salesmen  of  securities 
and  other  merchandise,  market  traders,  commercial  bankers,  utility 
financiers,  financial  promoters,  industrialists,  professors,  economists, 
lawyers,  accountants,  and  persons  engaged  primarily  in  numerous 
other  industries  or  professions  sponsored  investment  companies  and 
actively  promoted  public  interest  in  these  organizations  by  the  use 
of  general  publicity,  elaborate  advertising,  and  a  variety  of  other 
means.  The  promotion  of  investment  companies  was  materially  accel- 
erated by  the  fact  that  no  substantial  personal  investment  on  the  part 
of  the  sponsors  was  requisite  for  the  creation  of  investment  companies, 
and  by  the  fact  that  specific  statutory  restraints  and  government  regu- 
lation and  supervision  of  these  organizations  were  virtually  absent. 

Economic  and  psychological  conditions  had  already  predisposed  the 
investing  public  to  participation  in  the  relatively  new  investment 
enterprises  in  the  period  before  1927,  but  apparently  their  greatest 
effect  came  in  the  succeeding  three  years.  The  popularization  of  the 
investment  company  as  a  medium  of  investment  in  a  diversified  port- 
folio of  securities,  particularly  common  stocks,  manifested  itself  in  a 
substantial  increase  in  the  number  of  individual  security  holders. 
Thus,  in  the  two  years  1928  and  1929,  the  total  number  of  known 
common  and  preferred  stockholders  in  management  investment  com- 
panies increased  practically  ninefold  from  approximately  55,000  to 
almost  525,000.^ 

By  1929  investment  companies  were  literally  being  formed  at  the 
rate  of  almost  one  each  business  day,  with  265  new  companies  being 
created  in  this  one  year  alone.^  Out  of  a  total  of  approximately  1,200 
investment  companies  in  this  country  whose  dates  of  organization  are 
known  to  the  Commission,  almost  600,  or  approximately  one-half, 
were  organized  in  the  three  years  1927  through  1929,  and  each  of 
these  years  exceeded  the  preceding  year  in  the  number  of  new  com- 
panies organized.^  Furthermore,  the  bulk  of  the  sales  of  their  own 
security  issues  by  investment  companies  over  the  entire  period  of  the 
study  took  place  in  these  three  years,  with  a  concentration  in  1929  of 
almost  half  of  the  total  sales  for  the  period  1927  to  1936.^  Thus, 
yearly  sales  of  these  issues  increased  sharply  from  almost  $400,000,000 

apt.  Two,  Ch.  V,  Table  114,  p.  377  (House  Doc.  No.  70,  76th  Cong.).  During  these  same 
two  years  the  total  number  of  shareholders  in  fixed  and  semifixed  investment  trusts  and 
companies  issuing  face  amount  certificates  increased  from  115,000  in  1927  to  270,000  in  1929. 
(Id.,  Table  113,  p.  374.) 

'  Pt.  Two,  Ch.  II,  Table  16,  p.  Ill  (House  Doc.  No.  70,  76th  Cong.). 

'  Ibid.  The  same  trend  is  indicated  by  the  tabulation  of  the  number  of  companies  in  ex- 
istence at  year-ends.  While  there  were  only  161  investment  companies  in  existence  at  the 
end  of  1926,  yet  there  were  677  in  existence  at  the  end  of  1929,  and  the  largest  number 
in  existence  at  any  year-end  was  only  about  50  more,  at  the  end  of  1930.     (Ibid.) 

oPt.  Two,  Ch.  Ill,  Table  59,  p.  186  (House  Doc.  No.  70,  76th  Cong.). 
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in  1927  to  over  $3,000,000,000  in  1929,  when  it  is  estimated  they  repre- 
sented more  than  a  third  of  all  reported  nonrefmiding  corporate 
capital  issues.^"  From  total  assets  not  exceeding  $700,000,000  at  the 
end  of  1926,  the  industry  expanded  to  the  extent  that  its  total  assets 
had  a  market  value  of  about  $7,000,000,000  at  the  end  of  1929,  and 
reached  a  peak  of  probably  OA^er  $8,000,000,000  before  the  break  in  the 
market  in  that  year.^^  These  figures  for  total  assets  of  the  industry  in 
1929  compare  with  total  assets  of  below  $2,000,000,000  by  the  middle  of 
1932,  and  not  more  than  $2,800,000,000  at  the  end  of  1937.^^ 

The  development  in  the  investment  company  movement  prior  to  the 
end  of  1929  was  heavily  concentrated  in  certain  types  of  companies. 
New  capital  in  the  investment  company  field  from  1927  through  1929 
was  raised  largely  by  the  sale  of  securities  of  closed-end  companies, 
that  is,  by  closed-end  management  investment  companies  proper  and 
management  investment-holding  companies.^^  By  far  the  largest 
number  of  closed-end  management  investment  companies  in  exist- 
ence at  any  time  were  organized  prior  to  the  end  of  1929,  and  prac- 
tically all  of  them  were  formed  prior  to  the  end  of  1930.^*  While 
the  three  largest  open-end  investment  companies  in  existence  today 
were  organized  prior  to  the  end  of  1929,^^  the  sale  of  the  securities  of 
all  open-end  management  companies  up  to  that  time  was  relatively 
insignificant  as  compared  with  sales  by  closed-end  companies.^®  The 
sale  of  the  securities  of  closed-end  management  investment  companies 
proper  and  management  investment-holding  companies  declined 
sharply  in  1930  and  practically  ceased  thereafter,^'^  although  at  the 
end  of  1936  these  groups  still  possessed  nearly  75%  of  the  assets  of  the 
industry.^^ 

In  the  extensive  marketing  of  investment  company  securities  prior 
to  the  end  of  1929,  sponsors  were  not  only  engaged  in  securing  addi- 
tional financing  of  existing  investment  companies  but  often  formed 
new  investment  companies  of  a  size  and  with  a  rapidity  which  have, 
to  the  present,  not  been  equaled.  In  particular,  houses  of  issue, 
brokers,  and  security  dealers  sponsored  and  undertook  the  distribu- 
tion of  the  securities  of  investment  company  after  investment  com- 
pany, these  types  of  sponsorship  accounting,  on  the  basis  of  assets, 
for  over  60%  of  management  investment  companies  proper  in  1929.^^ 
Accompanying  this  expansion  there  was  a  gTOwing  trend  toward  con- 
centration in  the  industry,  with  over  50%  of  the  assets  of  closed-end 
management  investment  companies  proper  being  owned  by  10%  of 
the  companies  in  that  category.-° 

"  Ibid. 

"Ft.  One.  Ch.  Ill,  pp.  35  and  S6  (House  Doc.  No.  707,  75th  Cong.),  and  Ft.  Two,  Ch.  II, 
pp.  30-2  (House  Doc.  No.  70,  76tli  Cong.). 

12  Ft.  Two,  Ch.  II,  p.  32  (House  Doc.  No.  70,  76th  Cong.).  On  the  other  hand,  at  the  end 
of  1936  these  total  assets  of  the  industry  exceeded  $4,300,000.      (Ibid.) 

"Ft.  Two,  Ch.  Ill,  Table  60,  p.  190   (House  Doc.  No.  70,  76th  Cong.). 

"Ft.  One,  Appendix  A  (House  Doc.  No.  707,  75th  Cong.). 

1=  These  companies  are  Massachusetts  Investors  Trust,  Incorporated  Investors  and  State 
Street  Investment  Corporation.  (Ft.  Two,  Ch.  II,  Table  6.  p.  56  (House  Doc.  No.  70,  76th 
Cong.),  and  Ft.  One,  Appendix  A  [House  Doc.  No.  707,  75th  Cong.].) 

"Ft.  Two,  Ch.  Ill,  Table  60,  p.  190  (House  Doc.  No.  70,  76th  Cong.). 

"  Ibid. 

18  Ft.  Two,  Ch.  II,  Table  17.  p.  112  (House  Doc.  No.  70,  76th  Cong,). 

ii'Ft.  Two,  Ch.  II,  Table  25,  p.  124  (House  Doc.  No.  70,  76th  Cong.). 

2°  Id.,  Table  23,  p.  122. 
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The  increase  of  capital  in  existing  investment  companies,  as  well  as 
the  rapid  formation  of  new  subsidiary  or  affiliated  companies,  is  illus- 
trated by  the  activities  of  Central  States  Electric  Corporation.  This 
corporation,  which  was  controlled  since  1922  by  Harrison  Williams 
through  his  common  stock  holdings,-^  had  expanded,  through  appre- 
ciation of  its  holdings  and  the  raising  of  new  capital,  from  a  $6,000,000 
company  at  its  organization  in  1912  ^^  to  a  company  with  ap- 
proximately $50,000,000  of  gross  assets  at  the  end  of  1927.-^  Yet  in 
the  succeeding  year  and  three-quarters,  from  January  1,  1928,  through 
September  1929,  this  company  individually,  jointly  with,  and  through 
others  brought  about  the  sale  of  approximately  half  a  billion  dollars 
of  security  issues  of  its  own  and  of  affiliated  companies.  Of  these 
securities,  approximately  half  was  sold  directly  to  the  public  and  the 
other  half  was  sold  to  companies  affiliated  with  the  various  spon- 
sors.-* These  affiliated  companies  themselves  had  substantial  amounts 
of  securities  outstanding  in  the  hands  of  the  public.  This  distribu- 
tion involved,  among  other  things,  the  successive  formation  of  four 
new  investment  companies,  with  only  a  few  months  intervening  be- 
tween each  new  organization,  and  each  new  company  was  larger  than 
the  preceding  one.  American  Cities  Power  and  Light  Corporation, 
the  first  new  company,  was  created  in  October  1928  with  approxi- 
mately $40,000,000  of  assets  shortly  after  organization ;  -^  Electric 
Shareholdings  Corporation  was  formed  in  March  1929  with  nearly 
$49,000,000  of  assets  at  organization ;  ~^  and  Shenandoah  Corporation, 
upon  its  organization  in  July  1929,  raised  $102,500,000  ^^  by  an  issue 
which  was  reported  to  have  been  oversubscribed  seven  times.-*  Addi- 
tional amounts  of  capital  stock  w^ere  issued  by  Shenandoah  Corpora- 
tion in  early  September  1929,-^  in  connection  vritli  its  sponsorship 
and  acquisition  of  control  of  Blue  Ridge  Corporation,  which  was 
formed  in  August  1929  with  approximately  $142,000,000  of  capital. ^° 
Since  Central  States  Electric  Corporation  and  its  affiliated  companies 
held  26%  of  the  common  stock  of  the  North  American  Company  as 
of  September  30,  1929,  Mr.  Williams  was  able,  as  controlling  stock- 
holder of  Central  States  Electric  Corporation,  to  exercise  a  substan- 
tial influence  in  a  public  utility  holding  company  system  whose  se- 
curities at  market  were  then  worth  almost  a  billion  dollars."^  The 
latter  two  companies  of  the  system,  Shenandoah  Corporation  and 
Blue  Ridge  Corporation,  were  formed  not  only  under  the  direct  or 
indirect  sponsorship  of  Harrison  Williams  through  Central  States 

"Public  Examination,  Central  States  Electric  Corporation,  at  12393-6  and  Commission's 
Exhibit  No.  1205. 

22  Central  States  Electric  Corporation's  initial  and  sole  asset  upon  organization  in  1912  was 
a  block  of  44,036  shares  of  Cleveland  Electric  Illuminating  Company,  purchased  at  a  cost  of 
$5,724,000.  (Id.,  at  12260-6.)  The  stock  of  Cleveland  Electric  Illuminating  Company  was 
its  principal  asset  until  1922.      (Id.,  at  12289-90,  13310-11.) 

2^  Op.  cit.  supra,  note  21,  Commission's  Exhibit  No.  1206. 

'"Id.,  Commission's  Exhibit  No.   1233. 

26  Id.,  at  12404-5  and  Commission's  Exhibit  No.  1233. 

2"  Ibid. 

'^W.,  at  12405. 

=«Id.,  at  13443. 

20  Id.,  at  12806-7  and  Commission's  Exhibit  No.   1233. 

so  Ibid. 

'1  Id.,  Respondent's  Exhibit  A. 
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Electric  Corporation,  but  also  of  Goldman,  Sachs  &  Co.,^-  a  brokerage 
and  investment  banking  firm  of  New  York  City,  through  a  newly- 
formed  investment  company,  The  Goldman  Sachs  Trading  Corpora- 
tion.^^ 

The  Goldman  Sachs  Trading  Corporation,  which  marked  the  en- 
trance of  Goldman,  Sachs  &  Co.  into  the  investment  company  field, 
had  an  equally  extraordinary  expansion  in  scarcely  more  than  a  year 
from  its  incorporation  on  December  4,  1928,  during  all  of  which  time 
it  was  under  the  complete  control  of  its  sponsor.^*  Goldman,  Sachs 
&  Co.,  the  sponsor,  purchased  the  entire  initial  issue  of  1,000,000 
shares  of  the  capital  stock  of  The  Goldman  Sachs  Trading  Corpora- 
tion at  $100  per  share  for  $100,000,000,^^  redistributing  90%  of  these 
shares  through  a  selling  group  to  the  public  at  $104  per  share  for  a 
total  of  $93,600,000,  and  retaining  10%  of  these  shares  as  an  invest- 
ment of  the  firm.^^  During  the  following  two  months  the  investment 
company  sold  125,000  additional  shares  of  its  own  stock  (121^%  of 
the  then  outstanding  stock)  on  the  New  York  Curb  Exchange  for 
aggregate  proceeds  of  approximately  $15,800,000.^^  By  February  21, 
1929,  The  Goldman  Sachs  Trading  Corporation  had  consummated  a 
merger  with  Financial  and  Industrial  Securities  Corporation,  an- 
other investment  company,^^  the  net  assets  of  the  new  company  being 
valued  for  the  purposes  of  the  merger  at  $235,000,000.^^  By  July  of 
the  same  year  The  Goldman  Sachs  Trading  Corporation  had  joined 
in  the  sponsorship  of  Shenandoah  Corporation,  referred  to  above, 
and  had  made  in  connection  therewith  an  exchange  of  its  own 
capital  stock  for  the  stock  of  Shenandoah  Corporation,  thereby  add- 
ing $25,000,000  to  its  outstanding  capitalization.***  In  addition  to 
acting  as  a  joint  sponsor  of  and  being  a  substantial  stockholder  in 
Shenandoah  Corporation,  which  in  turn  in  August  1929  had  spon- 
sored Blue  Ridge  Corporation,*^  The  Goldman  Sachs  Trading  Cor- 
poration had  increased  its  own  assets  during  the  summer  of  1929  by 
the  issuance  of  some  $71,400,000  of  additional  capital  stock.  This 
additional  capital  stock  was  exchanged  for  81%  of  the  outstanding 
capital  stock  of  the  American  Company,*-  a  holding  company  owning 
over  99%  of  the  common  stock  of  the  American  Trust  Company  of 

^FoT  formation  of  Shenandoah  Corporation,  see  id.,  at  13189-91  and  13413-15;  for 
formation  of  Blue  Ridge  Corporation,  see  id.,  at  13590-3. 

=3  Op.  cit.  supra,  note  21,  at  13410-12. 

3*  On  the  day  of  incorporation.  The  Goldman  Sachs  Trading  Corporation  entered  into  a 
management  contract  with  its  sponsor,  Goldman,  Sachs  &  Co.,  whereby  complete  supervision 
of  its  affairs  was  vested  in  the  latter.  (Public  Examination.  The  Goldman  Sachs  Trading 
Corporation,  at  15863^,  and  Commission's  Exhibit  No.  1654.)  On  April  17,  1933.  control 
of  The  Goldman  Sachs  Trading  Corporation  passed  to  Atlas  Corporation.  (Public  Examina- 
tion, Atlas  Corporation,  Commission's  Exhibit  No.  2001  at  pp.  321-2.) 

^=  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit 
No.  1655. 

3«  Id.,  at  15866  and  Commission's  Exhibit  No.  1659. 

3' Id.,  at  15917. 

^*  Financial  and  Industrial  Securities  Corporation  was  formed  in  December  1925  by 
individuals  closely  identified  with  the  Manufacturers  Trust  Company  of  New  York  and  the 
law  firm  of  Jonas  and  Neuberger.  (Public  Examination,  Financial  and  Industrial  Securities 
Corporation,  at  1889.5-6  and  Commission's  Exhibits  Nos.  2098  and  3003.) 

®  Op.  cit.  supra,  note  35,  Commission's  Exhibit  No.  1681. 

^Id.,  at  15869. 

■*!  See  discussion  supra. 

^2  Opi  cit.  supra,  note  35,  at  15869  and  Commission's  Exhibit  No.  1736.  For  total 
American  Company  stock  outstanding,  see  id.,  Commission's  Exhibit  No.  1766. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  7 

San  Francisco,  California.*^  The  total  gross  capital  thus  raised  or 
obtained  by  The  Goldman  Sachs  Trading  Corporation  from  the  time 
of  its  organization  in  December  1928  through  the  summer  of  1929 
aggregated  approximately  $330,000,000.*^  Of  this  amount,  about 
$115,800,000  was  raised  by  the  issuance  of  its  securities  for  cash  and 
the  balance  was  secured  through  exchanges  of  securities  and  mergers.*^ 
Through  the  sponsorship  of  The  Goldman  Sachs  Trading  Corpora- 
tion and  the  subsequent  participation  of  that  company  in  the  spon- 
sorship of  other  investment  companies,  the  brokerage  and  investment 
banking  firm  of  Goldman,  Sachs  &  Co.  ultimately  obtained  sole  or 
joint  control  of  capital  funds  of  investment  companies  aggregating 
nearly  one-half  billion  dollars.*^  This  sponsor  firm  achieved  a  posi- 
tion of  influence  in  the  subsidiary  companies  of  The  Goldman  Sacha 
Trading  Corporation  and  in  companies  in  which  that  investment 
company  constituted  one  of  the  largest  stockholders,  with  total 
resources,  including  those  of  the  foregoing  investment  companies  of 
approximately  $1,700,000,000  at  the  end  of  1929.*^ 

An  even  greater  expansion  in  a  relatively  short  period  of  time  was 
experienced  by  the  group  of  investment  trusts  and  investment  com- 
panies which  was  commonly  known  as  the  United  Founders  Corpora- 
tion group.  At  the  end  of  November  1927  this  gi'oup  consisted  of 
three  investment  companies,  headed  by  American  Founders  Trust, 
with  aggregate  paid-in  resources  of  about  $77,869,000,  including 
intercompany  holdings  of  $6,817,000.*^  Yet  by  the  end  of  1929  the 
immediate  group  ^^  had  grown  to  13  companies,  headed  by  United 
Founders  Corporation,  with  paid-in  resources  of  $686,165,000,  includ- 
ing intercompany  holdings  of  $182,338,000.^°  Substantially  all  of 
this  capital  was  raised  in  the  two  years  1928  and  1929.^^  By  the  end 
of  1929  the  United  Founders  Corporation  group  represented  one  of 
the  largest  aggregations  of  investment  company  capital  falling  within 
the  scope  of  the  Commission's  study.  The  market  value  of  the  out- 
standing securities  of  the  principal  corporations  in  the  immediate 
group,  exclusive  of  manv  affiliated  companies,  at  that  time  exceeded 
$1,000,000,000,  of  which  about  $717,000,000  was  held  by  the  public  and 
about  $320,000,000  by  the  companies  in  the  group. ^- 

In  early  January  1929  J.  P.  Morgan  and  Co.,  with  Bonbright  & 
Co.,  Inc.  and  Drexel  &  Co.,  sponsored  The  United   Corporation,^^ 

<3  Op.  cit.  supra,  note  35,  at  16059. 

"Id.,  at  15870. 

*"  See  discussion  supra. 

*«0p.  cit.  supra,  note  35,  at  15876. 

"Id.,  Commission's  Exlaibit  No.  1671. 

^  Public  Examination,  American  General  Corporation  et  al..  Commission's  Exhibit  No. 
3424-A-l. 

40  The  Founders  group  also  had  a  number  of  affiliated  companies.  (Id.,  Commission's 
Exhibit  No.  3400  at  p.  4.) 

^  Op.  cit.  supra,  note  48,  Commission's  Exhibit  No.  3424-C-l.  Tlie  intercompany  hold- 
ings are  valued  at  average  issue  price  for  each  class  of  securities.  (Ibid.)  The  gross  public 
contribution  vpas  somewhat  more  than  the  figures  might  indicate  by  reason  of  profits 
realized  upon  distribution  to  the  public  of  issues  originally  allotted  to  companies  within 
the  group.  However,  the  effect  of  these  profits  on  the  net  capital  raised  was  diminished 
by  reason  of  the  return  of  capital  to  the  public  through  reacquisitions  of  securities  in- 
cluded in  the  intercompany  holdings  at  a  cost  in  excess  of  average  issue  prices. 

51  Op.  cit.  supra,  note  48,  Commission's  Exhibits  Nos.  3424-A-l  and  3424-C-l. 

^2Pt.  One,  Ch.  Ill,  pp.  97-101  (House  Doc.  No.  707.  75th  Cong.). 

■*'  Report  of  the  Federal  Trade  Commission  upon  Utility  Corporations,  pursuant  to  S.  Res. 
83,  70th  Congress,  1st  Session,  Doc.  92,  Pt.  52,  p.  492. 


8  SECURITIES   AND   EXCHAISTGE    COMMISSION 

which  eventually  became  a  vast  public  utility  investment-holding  com- 
pany. By  the  close  of  that  year  The  United  Corporation  had  on  its 
books  almost  $325,000,000  of  assets,  consisting  principally  of  securi- 
ties,^^ These  assets  had  been  acquired  by  the  investment  company 
either  through  a  series  of  exchanges  of  its  own  security  issues  with  its 
sponsors,  other  companies,  and  members  of  the  public  for  securities 
which  became  the  portfolio  of  The  United  Corporation,  or  had  been 
purchased  for  cash  raised  by  The  United  Corporation  from  the  sale  of 
its  security  issues  to  its  sponsors  and  from  the  exercise  of  option 
warrants  and  stock  subscriptions  by  the  public.  °^ 

A  number  of  the  larger  investment  banking  and  brokerage  firms  in 
New  York,  as  well  as  many  of  the  smaller  firms  in  that  city,  where 
the  industry  was  substantially  localized,^^  were  connected  either  with 
the  financing  or  the  sponsorship  and  management  of  investment  com- 
panies. Not  infrequently  an  investment  banking  firm  which  had 
already  sponsored  one  investment  company  took  advantage  of  the 
conditions  favorable  to  the  creation  of  these  organizations  and  spon- 
sored and  sold  the  securities  of  a  new  investment  company.  Thus,  in 
October  1928,  United  States  &  International  Securities  Corporation 
was  formed  under  the  sponsorship  of  Dillon,  Read  &  Co.  with  a  capital 
of  approximately  $60,000,000  as  a  subsidiary  of  United  States  & 
Foreign  Securities  Corporation,^'  an  investment  company  which  had 
been  formed  ^^  by  the  same  sponsor  in  1924  with  approximately 
$30,000,000  of  capital  upon  its  organization.^^  So,  too,  the  investment 
iDanking  and  brokerage  firm  of  J.  &  W.  Seligman  &  Co.,  which,  in 
January  1929  had  organized  the  $50,000,000  Tri-Continental  Cor- 
poration, sold  its  securities,^^  and  thereafter  managed  that  company, 
in  August  of  the  same  year  sponsored  and  distributed  the  securities 
of  Tri-Continental  Allied  Company,  Inc.,  another  $50,000,000  invest- 
ment company.*^^ 

Another  large  New  York  banking  house  to  organize  and  sponsor  an 
investment  company  under  its  own  management  was  Lehman  Broth- 

"  Based  upon  cost  or  declared  value,  the  market  value  at  the  time  heing  slightly- 
greater,  as  disclosed  by  The  United  Corporation's  balance  sheet  as  of  December  31,  1929. 
(Id.,  at  518.) 

65  For  these  transactions  in  detail  see  Report  of  the  House  Committee  on  Interstate  and 
Foreign  Commerce  on  Relation  of  Holding  Companies  to  Operating  Companies  in  Power 
and  Gas  Affecting  Control,  73rd  Congress,  House  Report  No.  827,  Ft.  5,  Exhibit  K  (facing 
p.  794). 

=8Pt.  Two,  Ch.  II,  Table  27,  p.  127  (House  Doc.  No.  70,  76th  Congress).  The  localization 
of  the  industry  is  emphasized  by  the  fact  that  three-quarters  of  the  total  assets  of  man- 
agement investment  companies  proper  at  the  year-ends  1928  and  1929  were  held  in  greater 
New  York.  The  extent  of  the  concentration  is  also  reflected  by  the  fact  that  over  one-half 
of  the  total  number  of  management  investment  companies  proper  in  the  years  1928  and 
1929  were  located  in  greater  New  York.     (Ibid.) 

6^  Public  Examination,  United  States  &  Foreign  Securities  Corporation  et  al.,  at  11734, 
11736-8,  and  reply  to  the  Commission's  questionnaire  for  United  States  &  International 
Securities  Corporation,  Pt.  I  (Items  1  and  5,  and  Exhibits  B-1  to  B-6). 

55  Reply  to  the  Commission's  questionnaire  for  United  States  &  Foreign  Securities 
Corporation,  Pt.  I   (Item  5). 

5"  Id.  (Items  1  and  5  and  Exhibits  B-1  to  B-5)  and  Public  Examination,  United  States 
&  Foreign  Securities  Corporation  et  al.,  at  11716,  11720-1. 

80  Public  Examination,  Tri-Continental  Corporation  et  al.,  at  18.518 ;  and  summary 
statement  supplied  the  Commission  for  Tri-Continental  Corporation  and  Tri-Continental 
Allied  Company,  Inc.   (Item  I). 

61  Summary  statement  supplied  the  Commission  for  Tri-Continental  Corporation  and 
Tri-Continental  Allied  Company,  Inc.  (Item  II),  and  Public  Examination,  Tri-Continental 
Corporation  et  al.,  at  18528-30. 
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ers,  which  distributed  the  securities  of  The  Lehman  Corporation  with 
$100,000,000  of  paid-in  capital  upon  organization  in  September  1929  *^^ 
after  the  firm  had  ah'eady  been  associated  with  several  other  invest- 
ment company  undertakings."^  These  other  investment  company  con- 
nections included  a  participation  with  Lazard  Freres,  investment 
bankers,  in  organizing  General  American  Investors  Company,  Inc., 
and  Second  General  American  Investors  Company,  Inc.,"*  and  in 
offering  the  security  issues  of  these  investment  companies,  aggregating 
over  $30,000,000,  from  January  1927  to  September  1929 ;  "^  a  partici- 
pation in  the  $70,000,000  offering  of  the  securities  of  Selected  Indus- 
tries, Inc.,  in  December  1928  and  January  1929;  '^^  a  participation  in 
the  offering  of  a  $6,000,000  debenture  issue  of  New  York  &  Foreign 
Investing  Corporation  in  December  1928;  "^  and  a  participation  in  tlie 
$25,000,000  security  offering  of  American  International  Corporation 
in  January  1929."^  Somewhat  similarly,  Hayden,  Stone  &  Co.,  an 
investment  banking  and  brokerage  house,  joined  with  Hallgarten  &  Co. 
in  the  organization  ^^  and  offering  of  $23,000,000  of  securities  of  Hay- 
gart  Corporation,  an  investment  company,  in  November  1928  and 
March  and  April  1929 ;  '  °  acted  in  May  1929  as  syndicate  manager  in 
underwriting  an  offering  of  almost  $10,000,000  of  the  securities  of 
The  Adams  Express  Company  to  its  stockholders  '^  with  the  manage- 
ment of  which  it  was  closely  affiliated ;  ^^  and  participated  substan- 
tially in  the  sale  of  the  $16,000,000  security  offering  of  Sterling  Securi- 
ties Corporation  in  September  1929."^ 

The  rapid  organization  and  expansion  of  investment  companies, 
although  concentrated  in  New  York  City,  were  simultaneously  taking 
place  in  various  other  parts  of  the  country.  In  Chicago,  for  example. 
Field,  Glore  &  Company  and  its  predecessors,  investment  bankers, 
activelj^  sponsored  and  distributed  the  securities  of  seven  investment 
companies  within  a  period  of  less  than  a  year  and  three-quarters.  In 
January- 1928  this  firm  participated  with  Bonbright  &  Co.  as  the  Amer- 

"-  Public  Examination,  The  Lehman  Corporation,  at  5314-15. 

M  Id.,  at  5.335-8. 

*»  Ibid.,  and  Public  Examination,  General  American  Investors  Company,  Inc.,  at  5714-15. 

«*  Public  Examination,  General  American  Inve.stors  Company,  Inc.,  at  5717,  5737,  5738, 
5742,  5747,  and  5771.  See  also  op.  cit.  supra,  note  62,  at  5335-6  and  reply  to  the 
Commission's  questionnaire  for  General  American  Investors  Company,  Inc.,  Pt.  I  (Exhibits 
III  and  XV)   and  Pt.  V  (Item  41  and  Exhibit  I). 

^'^  Reply  to  the  Commission's  questionnaire  for  Selected  Industries.  Inc.,  Pt.  I  (Exhibits 
I-6-A  and  I-6-B)  and  Pt.  V  (Items  35  and  41).  Selected  Industries,  Inc.  was  incor- 
porated in  December  1928  with  Lehman  Brothers  as  one  of  its  sponsors.  (Id.,  Pt.  I  [Items 
1  and  5].) 

"^  Reply  to  the  Commission's  questionnaire  for  New  York  &  Foreign  Investing  Corpora- 
tion, Pt.  I  (Item  6-M)  and  Pt.  V  (Item  41).  New  York  &  Foreign  Investing  Corporation 
was  incorporated  in  June  1928  with  Lehman  Brothers  as  one  of  its  sponsors.  (Id.,  Pt.  I 
[Items  1  and  5].) 

«« Rf'ply  to  the  Commission's  questionnaire  for  American  International  Corporation, 
Pt.  I  (Exhibit  15)  and  Pt.  V  (Item  41  and  Exhibit  22). 

"^  Public  Examination,  The  Adams  Express  Company,  at  6891-3. 

'"  Id..  Commission's  Exhibits  Nos.  637,  639,  640,  and  641  and  reply  to  the  Commission's 
questionnaire  for  Haygart  Corporation,  Pt.  I  (Exhibits  2,  3,  4,  and  6)  and  Pt.  V  (Items 
35,  40,  41,  and  45). 

"  Op.  cit.  supra,  note  69,  at  6863  and  reply  to  the  Commission's  questionnaire  for  The 
Adams  Express  Company,  Pt.  I  (Exhibits  3  and  18). 

"Id.,  at  6854. 

'^  Public  Examination,  Sterling  Securities  Corporation,  Commission's  Exhibit  No.  1513. 
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ican  organizers  of  Italian  Superpower  Corporation  '^*  in  an  original 
public  offering  of  a  $20,250,000  debenture  issue  and  a  subsequent  offer- 
ing of  $4,000,000  of  debentures  in  July  1929J^  At  the  end  of  Novem- 
ber 1928  this  sponsor,  then  known  as  Glore  &  Co.,^^  participated  with 
others  ^^  in  the  creation  of  Aviation  Securities  Corporation,'^^  by  dis- 
tributing over  $3,000,000  of  its  common  stockJ^  Within  two  months 
thereafter,  in  January  1929,^°  this  sponsor  firm  also  participated  with 
others  ®^  in  organizing  Tobacco  and  Allied  Stocks,  Inc.,  and  in  raising 
the  $3,000,000  paid-in  capital  ®-  with  which  that  investment  company 
commenced  operations.  In  the  following  month,  February  1929,  this 
same  sponsor  firm  organized  and  sold  the  securities  of  The  Chicago 
Corporation  ^^  with  some  $59,000,000  of  capital  at  its  inception.^*  At 
the  beginning  of  August  1929  another  investment  company,  F.  G. 
Trading  Corporation,  was  organized,^^  and  its  paid-in  capital  of  over 
$4,500,000  ^"^  was  raised  by  Field,  Glore  &  Company,  which  was  its 
sole  sponsor.  In  the  same  month,  under  a  plan  of  recapitalization  of 
Chicago  Investors'  Corporation,®^  Field,  Glore  &  Company  made  a 
public  offering  ®^  of  that  company's  preference  and  common  stocks 
which  netted  the  investment  company  $9,975,000.®^  Finally,  in  the 
next  month,  September  1929,^^  Field,  Glore  &  Company  participated 
with  the  Continental  Illinois  Company ,^^  the  security  affiliate  of  Con- 
tinental Illinois  National  Bank  and  Trust  Company,  in  the  organi- 
zation and  sale  of  the  securities  of  Continental  Chicago  Corporation 
with  a  capital  of  ahnost  $64,000,000.^^ 

'^  Reply  to  the  Commission's  questionnaire  for  Italian  Superpower  Corporation,  Pt.  I 
(Items  1  and  5).  Field,  Glore  «&  Company  was  successor  to  Marshall  Field,  Glore,  Ward 
&  Co.,  Inc.,  the  original  sponsor.     (Id.,  Pt.  I  [Item  5].) 

■">  Reply  to  the  Commission's  questionnaire  for  Italian  Superpower  Corporation,  Pt.  I 
(Exhibits  F-1  and  F-2)  and  Pt.  V  (Item  41). 

"5  Reply  to  the  Commission's  questionnaire  for  Aviation  Securities  Corporation,  Ft.  I 
(Item  5). 

"  This  group  Included  Mander  Investment  Co.  and  James  C.  Willson  &  Co.,  security 
dealers,  both  of  Chicago.  (Reply  to  the  Commission's  questionnaire  for  Aviation  Securities 
Corporation,  Pt.   I.) 

's  Organized  November  26,  1928.  (Reply  to  the  Commission's  questionnaire  for  Aviation 
Securities  Corporation,  Pt.  I  [Item  1].) 

™  Reply  to  the  Commission's  questionnaire  for  Aviation  Securities  Corporation,  Pt.  I 
(Exhibit  6)   and  Pt.  II. 

^0  Reply  to  the  Commission's  questionnaire  for  Tobacco  and  Allied  Stocks,  Inc.,  Pt.  I 
(Item  1). 

81  Also  included  as  sponsors  were  International  Acceptance  Bank,  Inc.  (a  commercial 
hank),  Colvin  &  Company,  Edward  B.  Smith  &  Company  (investment  bankers),  and  Joseph  F. 
and  Howard  S.  Cullman   (tobacco  merchants).      (Id.,  Pt.  I   [Item  5].) 

82  Op.  cit.  supra,  note  80,  Pt.  I  (Exhibits  G,  I,  and  O). 

*3  Reply  to  the  Commission's  questionnaire  for  The  Chicago  Corporation,  Pt.  I  (Item  2-b 
and  Exhibit   1-f). 

"Id.,  Pt.  I  (Exhibit  1-f)  and  Pt.  V  (Item  41,  b,  iii). 

'"Reply  to  the  Commission's  questionnaire  for  P.  G.  Trading  Corporation,  Pt.  I  (Items 
1  and  5). 

««Id.,  Pt.  V   (Item  42). 

sTQp.  cit.  supra,  note  83,  Pt.  I   (Exhibit  1-e)  and  Pt.  V  (Item  40-d). 

88  Public  Examination,  The  Chicago  Corporation,  at  9661. 

89  Op.  cit.  supra,  note  83,  Pt.  V  (Item  40).  Previously,  in  November  1928,  Chicago 
Investors'  Corporation  had  been  recapitalized  under  a  plan  by  which  it  acquired  all  the 
assets,  aggregating  approximately  .$3,000,000,  of  Northern  Investment  Company,  successors 
to  Glore  Investment  Company.      (Ibid,  and  op.  cit.  supra,  note  88,  at  9664.) 

wOp.  cit.  supra,  note  83,  Pt.  I  (Item  1-d). 

«Id.,  Pt.  I   (Item  5). 

»Id..  Pt.  I  and  Pt.  V  (Item  41,  b,  iii). 


INVESTMENT    TRUSTS    AND   INVESTMENT    COMPANIES  H 

In  Detroit,  the  investment  banking  firm  of  E.  E.  MacCrone  &  Co. 
provided  the  genesis  of  two  distinct  investment  company  movements. 
Jonathan  B.  Lovelace,  a  member  of  that  firm,  participated  with  others 
in  sponsoring  four  investment  companies  by  the  process  of  bringing 
together  a  group  of  well-known  business  men  in  the  different  localities 
where  each  investment  company  was  organized.  Thus,  The  Invest- 
ment Company  of  America  ®^  was  incorporated  in  Detroit,  Michigan, 
in  October  1926,  with  capital  raised  at  organization  and  shortly  there- 
after of  more  than  $13,000,000;  ^"*  two  more  companies,  Pacific  Invest- 
ing Corporation  ^^  in  April  1927  and  American  Capital  Corporation  ^^ 
in  May  1928  were  started  in  Los  Angeles,  California,  with  capital 
raised  at  the  end  of  1928  of  ^'  over  $13,400,000  and  $15,000,000,^^  respec- 
tively ;  and  finally.  Southern  Bond  &  Share  Corporation  ^^  was  formed 
in  Birmingham,  Alabama,  in  July  1928  with  capital  ^'^^  of  more  than 
$3,000,000.  In  addition,  Fred  Y.  Presley,  originally  associated  with 
E.  E.  MacCrone  &  Co.,  severed  his  connection  with  that  firm  in  order 
to  carry  out  his  investment  company  plans  ^^'^  and  enlisted  the  support 
of  the  Guardian  Detroit  Company  of  Detroit,  Michigan,^°-  and 
affiliated  commercial  banks.^°^  From  the  middle  of  1927  to  August 
1929,  in  conjunction  with  these  banking  interests,  he  sponsored  four 
investment  companies  successively,^"*  known  as  the  National  Investors 
group,  with  net  capital  "^  of  some  $48,000,000.  A  projected  fifth  com- 
pany was  abandoned  late  in  1929  by  reason  of  the  unfavorable  market 
developments."^ 

2.  STIMULATING  FACTORS 

The  extensive  distribution  of  investment  company  securities  in  this 
period  of  higlily  inflated  and  often  artificial  market  prices  is  a  sig- 
nificant chapter  in  the  history  of  the  investment  company  movement. 
The  growing  public  interest  in  common  stock  investments  was  seized 
upon  by  an  increasing  number  of  agencies  for  the  distribution  of 
investment  company  securities.  This  trend  facilitated  the  growth  of 
the  investment  company  movement  and  hence  the  opportunities  for 

^3  Reply  to  the  Commission's  questionnaire  for  The  Investment  Company  of  America, 
Pt.  I   (Items  I-d  and  5). 

"Md.,  Pt.  II  and  Pt.  V  (Item  41). 

"'  Reply  to  the  Commission's  questionnaire  for  Pacific  Southern  Investors,  Inc.,  Pt.  I 
(Items  1  and  5). 

»"  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pt.  I 
(Items  1  and  5). 

'"Op.  cit.  supra,  note  95,  Pt.  II  and  Pt.  V   (Supplemental  Items  41  and  42). 

68  Op.  cit.  supra,  note  96,  Pt.  II  and  Pt.  V  (Items  41  and  42). 

**  Op.  cit.  .supra,  note  95,  Pt.  I   (Items  1  and  5). 

"°Id.,  Pt.  II  and  Pt.  V  (Supplemental  Item  41). 

»i  Public  Examination,  National  Investors  Corporation,  at  4240-6. 

102  Id.,  at  4246-7. 

«5  Id.,  at  4252-4. 

>»*  Replies  to  the  Commission's  questionnaire  for  National  Investors  Corporation,  Second 
National  Investors  Corporation,  Third  National  Investors  Corporation,  and  Fourth  National 
Investors  Corporation,  Pt.  I  (Item  5).  See  also  Pt.  One,  Ch.  III.  pp.  112-113  (House 
Doc.  No.  707,  75th  Cong.). 

1"^  Replies  to  Commission's  questionnaire  for  Second  National  Investors  Corporation, 
Third  National  Investors  Corporation  and  Fourth  National  Investors  Corporation,  Pt.  V 
(Items  41  and  43-b)  and  for  National  Investors  Corporation,  Pt.  Ill  and  Pt.  V  (Items  41 
and  43-b).     This  figure  excludes  the  cross  holdings  in  the  group.     (Ibid.) 

i°«  Op.  cit.  supra,  note  101,  at  4325-8. 
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sponsors  to  profit  from  the  organization  and  operation  of  such  com- 
panies. These  sponsors  in  turn  aroused  additional  public  interest  by 
promotional  literature  and  other  means,  thus  creating  a  self -energiz- 
ing circle.  As  the  investment  company  movement  gathered  increasing 
momentum  in  the  three  years  preceding  the  stock  market  collapse  in 
the  fall  of  1929,  several  additional  factors  stimulated  this  trend  and 
were  significant  in  helping  to  create  unprecedented  profits,  both 
realized  and  unrealized,  in  a  relatively  short  time. 

a.  Leverage 

The  investment  company  was  easily  adaptable  to  the  issuance  of 
almost  any  type  or  class  of  security  which  might  appeal  to  the  pre- 
vailing public  whim.  This  was  particularly  true  of  the  junior  securi- 
ties of  investment  companies  with  more  than  one  class  of  security 
outstanding,  because  of  the  favorable  action  of  leverage  in  times  of 
rising  securities  prices.^""  In  such  times  the  increase  in  the  asset 
value  applicable  to  the  outstanding  junior  security  issues  is  propor- 
tionately greater  than  the  increase  in  the  total  value  of  all  the  assets 
of  the  investment  company,  reflecting  what  is  often  called  the  "lever- 
age" of  the  junior  securities.  Conversely,  in  times  of  declining  se- 
curity prices  the  decrease  in  asset  value  of  the  junior  securities  in  a 
company  with  more  than  one  class  of  security  outstanding  is  propor- 
tionately greater  than  the  decrease  in  its  total  assets.  Leverage  re- 
sults because  the  junior  securities  receive  the  benefit  of  all  of  any 
increase  in  income  and  assets  once  the  claims  of  the  senior  securities, 
which  are  limited  and  fixed  in  amount,  are  satisfied.  The  junior 
securities  likewise  sustain  all  of  any  decrease  in  income  and  assets 
before  the  senior  securities. 

Leverage  in  an  investment  company  was  often  secured  in  a  number 
of  other  ways :  By  having  leverage  in  portfolio  securities  of  the  invest- 
ment company;  by  superimposing  upon  the  leverage  of  the  portfolio 
securities  the  leverage  obtainable  hj  the  issuance  by  the  investment 
company  of  securities  and  obligations  senior  to  common  stock  within 
the  capital  structure  of  the  investment  company  itself  ;^°®  and  by  the 
process  of  superimposing  or  pyramiding  one  leverage  investment 
company  upon  another  leverage  investment  company.  Thus,  with 
the  maximum  use  of  various  kinds  of  leverage,  a  small  rise  in  the 
market  price  of  a  common  stock  held  in  the  portfolio  of  an  invest- 
ment company  at  the  base  of  a  pyramided  leverage  system  might  be 
reflected  many  times  in  the  asset  value,  and  hence  in  the  market  price, 
of  the  common  stock  of  the  top  company  in  the  investment-company 
system.^°^ 

An  illustration  of  the  operation  of  leverage  is  found  in  the  increase 
in  the  asset  value  of  the  common  stock  of  United  States  &  Foreign 
Securities  Corporation.    This  investment  company  ^^°  was  organized 

107  por  a  brief  explanation  of  leverage  and  its  operation  see  Pt.  One,  Ch.  II,  p.  28  (House 
Doc.  No.  707,  75th  Cong.).  For  the  comparative  market  movements  of  leverage  and 
nonleverage  is.sues  see  Pt.  Two,  Ch.  IV,  pp.  312-14   (House  Doc.  No.  70,  76th  Cong.). 

^"^  It  is  this  type  of  leverage  which  is  usually  referred  to  in  characterizing  investment 
companies  as  "leverage  investment  companies."  (See  Pt.  One,  Ch.  II,  p.  28  (House  Doc. 
No.  707,  7.5th  Cong.) 

^"^  E.  g..  Central  States  Electric  Corporation ;  see  op.  cit.  supra,  note  21,  at  12517-18  and 
Commission's  Exhibit  No.  1208. 

u'Op.  cit.  supra,  note  58,  Pt.  I  (Item  1). 
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in  October  1924  with  a  public  subscription  of  $25,000,000,  representing 
250,000  shares  of  first  preferred  stock  (entitled  in  liquidation  to  $100 
per  share)  and  250,000  shares  of  common  stock.^^^  By  the  payment 
of  $5,100,000  the  sponsors  secured  50,000  shares  of  second  preferred 
stock  (entitled  on  liquidation  to  $100  per  share)  and  750,000  shares  of 
common  stock.^^^  As  a  result  of  the  deduction  of  underwriting  and 
selling  commissions  and  organization  expenses,^^^  the  assets  of  the 
investment  company  at  its  inception  were  not  quite  sufficient  to  meet 
the  prior  claims  of  $30,000,000  applicable  to  the  first  and  second  pre- 
ferred stocks  upon  liquidation.  Thus,  at  the  time,  the  common  stock 
had  no  asset  value  ^^'^  and  possessed  marked  leverage  possibilities  of  its 
own.  in  addition  to  the  leverage  provided  by  leverage  common 
stocks  in  the  portfolio.^^^  About  four  years  later,  on  September  30, 
1928.  there  had  accrued  to  the  common  stock  about  $23,000,000  of  net 
asset  value,^^®  being  practically  all  of  the  appreciation  in  the  total 
assets  of  the  investment  company,  while  the  market  value  of  the  com- 
mon stock  was  even  greater  by  some  25%.^^'^  Thus  the  asset  value 
of  this  common  stock  held  predominantly  by  the  directors  of  the  in- 
vestment company  and  members  of  the  sponsor  firm  ^^^  by  this  time 
showed  an  appreciation  equal  to  approximately  three-quarters  of  the 
original  capital  investment  in  the  company."^  On  the  basis  of  market 
value,  the  sponsors,  still  retaining  75%  of  the  company's  voting  power, 
had  jirofits  of  some  450%  over  their  original  total  investment,  while 
the  public  profited  only  some  28%  over  its  total  contribution. 

b.  Trading  Activities 

Another  important  stimulant  to  the  investment  company  movement 
in  the  three  years  1927-1929  was  the  extensive  trading  activity  in 

1"  This  stock  was  sold  upon  a  part-paid  l).'isis  in  units  of  one  share  of  preferred  and  one 
share  of  common  stoclj  at  $100  for  each  unit.  (Public  Examination,  United  States  &  For- 
eign Securities  Corporation  et  al.,  at  11720-1.) 

312  Public  Examination,  United  States  &  Foreign  Securities  Corporation  et  al..  at  11720-1  ; 
pee  also  op.  cit.  supra,  note  58,  Ft.  I,  and  Hearings  before  the  Senate  Committee  on  Banlj- 
ing  and  Currency,  pursuant  to  S.  Res.  84,  72d  Cong.,  and  S.  Res.  56  and  S.  Res.  97,  73rd 
Cong..  Ft.  4.  pp.  1641-2. 

'■'  The  underwriting  commissions  amounted  to  $1,000,000.  (Op.  cit.  supra,  note  58,  Ft.  I 
[Exhibit  B~l].) 

"<  Public  Examination,  United  States  &  Foreign  Securities  Corporation  et  al.,  at  11721-4. 

^i"  Op.  cit.  supra,  note  58.  Ft.  II. 

"«Id..  Ft.  IV  (Item  28,  Table  7A). 

"'  Ibid. 

1^*  See  discussion  supra  and  op.  cit.  supra,  note  114.  at  11721  and  117.39. 

1"  Additional  leverage  for  the  common  stock  of  this  investment  company  was  obtain(;d 
in  ihe  following  month.  October  1928,  by  the  organization  of  a  subsidiary  investment 
company.  United  States  &  International  Securities  Corporation.  (Reply  to  the  Commis- 
sion's questionnaire  for  United  States  &  International,  Securities  Corporation,  Ft.  I  [Items 
1  and  5].  and  op.  cit.  supra,  note  114.  at  11734-6.)  Substantially  the  same  leverage  pat- 
tern was  followed  as  was  originally  possessed  by  the  first  investment  company.  The  public 
subscribed  $.">0,000,000  for  the  first  preferred  stock  and  one-fifth  of  the  common  stock  with 
certain  additional  rights,  in  part-paid  units,  while  the  parent  investment  company — instead 
of  the  sponsor  firm  as  before — acquired  four-fifths  of  the  common  stock  (which  was  In 
eflfect  a  bonus)  with  its  subscription  to  a  $10,000,000  second  preferred  issue.  (Op.  cit. 
supra,  note  114,  at  11737.)  A  $2,000,000  underwriting  commission,  together  with  organi- 
zation expenses,  again  served  to  prevent  the  common  stock  from  having  any  asset  value. 
(Id..  a.T  11742  and  reply  to  the  Commission's  questionnaire  for  United  States  &  Interna- 
tional Securities  Corporation,  Ft.  I  [Exhibit  B-3].)  The  leverage  possibilities  of  the  com- 
mon stock  of  the  new  company  at  organization  thus  served  to  rejuvenate  the  leverage  ratio 
in  the  (ommon  stock  of  the  parent  company,  which  ratio  had  steadily  diminished  wth  the 
lise  in  the  company's  assets  since  1924. 
153373— 40— pt.  3 3 
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investment  company  securities  on  the  stock  exchanges  and  over  the 
counter.^-"  Whether  these  trading  activities  were  bona  fide  stabiliza- 
tion efforts  in  connection  with  the  public  distribution  of  investment 
company  security  issues  or  merely  constituted  operations  designed  to 
drive  up  the  market  price  need  not  be  discussed  at  this  point.  How^ 
ever,  the  volume  of  such  trading  in  investment  company  securities  was 
substantial  and  the  effect  was  often  marked. 

An  example  of  extensive  trading  activities  in  investment  company 
securities  is  provided  by  the  purchase  and  sale  transactions  with  deal- 
ers and  with  the  public  in  1929  by  Founders  General  Corporation,  the 
distributing  affiliate  for  the  United  Founders  Corporation  group  of 
investment  companies.^^^  In  that  one  vear  Founders  General  Cor- 
poration purchased  over  $220,000,000  and  sold  almost  $400,000,000  of 
securities  of  affiliated  companies  over  the  counter  and  on  stock  ex- 
changes primarily  in  connection  with  the  distribution  of  new  issues  of 
this  system.^^^ 

The  common  stock  of  The  Goldman  Sachs  Trading  Corporation  was 
also  extensively  traded  in  during  most  of  the  year  1929  by  that  cor- 
poration itself  and  by  its  sponsors  and  their  associates.  On  February 
3,  1929,  the  management  of  The  Goldman  Sachs  Trading  Corpo- 
ration and  Financial  and  Industrial  Securities  Cor])oration  had 
concluded  negotiations  for  a  sale  of  all  the  assets  of  Financial  and 
Industrial  Securities  Corporation  to  The  Goldman  Sachs  Trading 
Corporation,  which  was  to  be  submitted  to  a  vote  of  the  stockholders 
of  the  respective  companies  on  February  21,  1929.""  On  February  4, 
1929.  The  Goldman  Sachs  Trading  Corporation  commenced  to  pur- 
chase its  own  stock  on  the  New  York  Curb  Exchange,'-*  and  be- 
tween the  4th  and  Tth,  inclusive,  of  February  1929,  this  company 
had  purchased  174.400  shares  at  progressively  higher  prices  at  a 
total  cost  of  approximately  $33,350,000  and  sold  only  4,500  shares 
for    total    proceeds    of    a])proximately    $975,000.'-^       Its    purchases 

12"  For  a  (iisoussion  of  trntlinp  in  iiivpstment  company  securities  on  exchanges,  see  Pt. 
Two.  Ch.  IV,  299  et  seq.  (House  Doc.  No.  70.  76th  Cong.). 

i-'i  Op:  cit.  supra,  note  48.  Commission's  Exhibit  No.  3737  (p.  173).  This  distributing 
agency  for  the  entire  Founders  system  was  whivlly  owned  by  .\merican  Founders  Cor- 
poration.     (Id..  Commission's  Exhibits  Nos.  340.")    [p.  110].  3404-E-l   and  3404-E-2.) 

122  These  figures  are  for  the  fiscal  year  ending  November  30.  1929.  (Op.  cit.  supra,  note 
48,  Commission's  Exhibit  No.  3.j80.  While  this  exhibit  includes  substantially  all  of  such 
purchases  and  sales,  the  amounts  do  not  represent  the  total  of  such  purchases  and  sales.) 

1"  The  agreement  provided  that  Tie  (5oIdman  Sachs  Trading  Corporation  would  increase 
its  existing  shares,  by  a  declaration  of  a  ^0^^' ',  stock  dividend,  to  2.250.000  shares  and  would 
issue  a  like  amount  of  shares  to  the  Financial  and  Industrial  Securities  Corporation  stock- 
holders. (Op.  cit.  supra,  note  35.  at  16126  et  set],  and  Commission's  Exhibits  Nos.  1679, 
1680.)  The  purposes  of  The  (Joldman  Sachs  Trading  Corporation's  market  activities  in  its 
own  stock  and  its  relationship  to  this  merger  will  be  described  in  a  later  chapter  of  this 
part  of  the  report  dealing  with  mergers  and  consolidations  of  investment  companies. 

12'  T^ntil  Feltrnary  7.  1929.  trading  was  confined  to  the  existing  stock  of  the  trading  cor- 
poration and  the  figures  used  in  the  text  are  those  for  the  old  stock.  Thereafter,  the  figures 
used  in  the  text  refer  to  the  stock  of  The  Ooldman  Sachs  Trading  Corporation  outstanding 
after  declaration  of  the  100%  stock  dividend  on  shares  on  February  7,  1929,  and  the 
issuance,  on  February  21;  1929.  of  2.2.")0,<i00  shares  to  the  stockholders  of  the  Financial  and 
Industrial  Securities  Corporatien. 

12^' Op.  cit.  supra,  note  35,  at  16140-4  and  Commission's  Exhibit  No,  1665,  On  February  4, 
5,  6.  and  7,  The  Goldman  Sachs  Tiading  Corporation  stock  closed  at  new  high  prices  which 
were  ma<ie  by  this  investment  company's  own  puichases  at  the  close  of  the  market  on  each 
of  these  days.  The  closing  prices  for  the  stock  on  these  days  were  178,  179%,  187%,  and 
221,  respectively,      (Id.,  at  ]6148-,^2  and  Commission's  P:xhihit  No,  1665,) 
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constituted  over  60%  of  the  total  tradino-  on  the  New  York  Curb 
Excliange  in  that  stock  in  those  four  da^'S.^-"  and  undoubtedly  con- 
tributed to  the  sharp  rise  in  its  market  price. ^■-"  This  stock  rose  from 
$136.50  per  share  on  February  2,  1929,^-''  a  price  30%  in  excess  of  its 
asset  value,' -^  to  $222.50  per  share  on  February  7,  1929.  a  j)rice  equiva- 
lent to  twice  its  asset  value.'-"^  By  March  14,  1929,  Avhen  The  Goldman 
Sachs  Trading  Corporation's  market  activities  in  its  own  stock  had 
terminated,  it  had  accunndated  560.724  shares  of  its  own  stock."^  or 
12.5%  of  its  then  outstanding  shares,'--  at  a  cost  of  $57,021,986,1^2  a 
sum  roughly  equivalent  to^ twice  the  actual  underlying  asset  value  of 
these  shares.i"^  A  portion  of  this  stock  ^^°  was  sold  to  W.  C.  Du- 
rant,^-'"'  who  also  conducted  trading  operations  in  the  corporation's 
stock  1"  until  July  1929  with  the  knowledge  of  The  Goldman  Sachs 
Trading  Corporation,  which  later  shared  in  certain  of  Mr,  Durant's 
profits  and  losses  in  this  connection. '^^^  On  September  14,  1929, 
Goldman,  Sachs  &  Co.,  the  sponsor  of  the  investment  company,, 
organized  a  group  of  individuals  and  corporations  to  trade 
in  the  common  stock  of  The  Goldman  Sachs  Trading  Cor- 
poration.i^^  During  the  month  of  September  1929  purchases  in 
this  trading  account  which  was  operated  by  Goldman.  Sachs  &  Co. 
accounted  for  64%  of  the  volume  of  trading  in  that  stock  on  the  Xew 
York  Curb  Exchange. i**^  This  account  was  terminated  in  December 
1929.  and  immediately  thereafter  another  account  was  formed,  which 
in  turn  terminated  its  activities  in  March  of  the  following  year.^" 
Although  The  Goldman  Sachs  Trading  Corporation  did  not  itself 
participate  in  these  latter  accounts,  several  of  its  subsidiaries  and 
affiliated  companies  participated  therein  and  sustained  large  losses."^ 

"«0p.  cit.  supra,  noto  35,  at  16141-3. 

"■  Id.,  at  16128-34. 

^Id.,  at  16137  and  Commissions  E.xhibit  No.   1665. 

12"  Id.,  at  16157. 

13"  Id.,  at  16141-4  and  Commission's  Exhibit  No.   1665. 

^=°Id.,  at  16221-3.  Of  this  block.  !I8.0(IO  shares  were  included  in  the  assets  of  the  Finan- 
cial and  Industrial  Securities  Corporation  which  were  acijuired  by  The  Goldman  Sachs 
Trading  Corporation  on  February  21,  1929.  (Id.,  at  16217  and  Commissions  Exhibit  No. 
1683.) 

'•'^Id..  at  16221. 

""Id.,  at  16221-3. 

■"•'  Id.,  at   16249-53. 

IK  The  remainder  of  the  stock  was  exchanjred  for  the  securities  of  various  banking  firms, 
banks,  and  bank  liolilin.u  companies  of  the  I'acitic  Coast  on  which  The  Goldman  Sachs  Trad- 
ing Corporati(»n  exeiitually  suffered  substantial  losses.  (Id.,  at  16726-31  :  and  < 'oinmission's 
E.xhihit   No.   1736.) 

""Id.,  at   16299   et   seq. 

^^16..  at   16334-42.   16325. 

"Md..   at   16324-5. 

i-^Id.,  at  16344  et  seij..  and  I'oniini.xsidns  Exhibits  Nos.  1(592.  1693. 

""Id.,  at  16370-1. 

"'  Id.,  at  163(j0  et  seq.  and  Commission's  Exhibits  Nos.  1692.   1693. 

"^  Id.,  at  16364—5.  These  subsidiaries  and  affiliates  were  Tucker.  Hunter.  Dulin  &  Co.,  Inc., 
a  wholly-owned  subsidiary  of  The  (Joldman  Sai'hs  Tradin.t;  t 'oi-jjoration  ;  Manufacturers 
Trust  Company.  32 'a  contiolled  by  The  Goldman  Sachs  Trading  Corporation;  and  Shenan- 
«loah  Corporation.  40'/  controlled  by  Tiie  Goldman  Sachs  Trading  Corporation.  Each  suf- 
fered kissi  s  in  (xfess  of  .$1.000. 000  on  their  participations  in  these  accounts.  (Id., 
Commission's  Exhibit   N".   1667.) 
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c.  Market  Premiums 

A  third  significant  factor  in  the  investment  company  mwement 
prior  to  the  end  of  1929  was  the  fact  that  most  investment  company 
securities  were  selling  in  the  market  at  premiums  above  their  asset 
values.  Influenced  by  leverage,  extensive  trading  in  these  securities, 
and  other  factors,  the  junior  securities  of  a  great  majority  of  closed- 
end  management  investment  companies,  in  particular,  experienced 
rises  in  market  prices  exceeding  the  rise  in  their  asset  values.  Whether 
these  premiums  resulted  from  rising  market  prices,  public  speculative 
-fever,  leverage,  trading  accounts  and  pools,  misleading  accounting  or 
excessive  valuations,  pyramided  systems  or  other  causes,  the  net  result 
was  to  provide  a  further  incentive  to  the  formation  of  investment 
companies  and  the  sale  of  their  securities.  Furthermore,  these  condi- 
tions encouraged  the  creation  of  investment  company  systems  with  one 
investment  company  pyramided  upon  another  or  with  cross  holdings 
of  different  investment  companies.  As  a  consequence,  asset  values 
.were  further  inflated  through  intercompany  holdings  and  intersystera 
transactions  on  the  basis  of  securities  already  selling  at  substantial 
premiums. 

The  security  issues  of  newly  organized  and  untried  investment 
companies  also  sold  at  large  premiums,  sometimes  on  a  "when -issued" 
basis  before  the  actual  issuance  of  the  securities.  These  large  pre- 
miums prevailed  with  respect  to  the  security  issues  of  nonleverage 
investment  companies  and  to  securities  of  companies  of  which  as  much 
as  10%  of  the  offering  price  of  the  security  was  deducted  as  under- 
writing and  distribution  costs.  For  example,  substantial  premiums 
in  the  opening  market  price,  varying  from  50%  to  150%  and  more, 
over  asset  value,  existed  in  the  stock  of  each  new  company  or- 
ganized in  the  United  Founders  Corporation  group,  possessing  both 
leverage  and  nonleverage  structures,  during  the  two  years  1928  and 
.1929."=*  The  initial  2,000,000  shares  of  The  Public  Utility  Holding 
Corporation  of  America  common  stock,  Avhich  was  eventuallj^  to  have  a 
paid-in  value  of  $25,000,000  at  the  time  of  its  issuance,"*  commanded 
a  market  premium  of  $35,000,000  over  this  anticipated  paid-in  value 
on  a  "when-issued"  basis  on  September  6,  1929."^  This  premium  pre- 
vailed one  day  after  the  corporation  was  created,""  and  ten  days  before 
the  directors  authorized  the  issue  of  any  stock.^*^  A  further  illustra- 
tion is  found  in  the  aggregate  premiums  commanded  by  the  securities 
of  five  investment  companies  in  the  United  Founders  Corporation 
group  formed  during  1928  and  1929.     The  aggregate  market  pi-emiuni, 

"^  Op.  cit.  supra,  note  48,  Commission's  Exliibit  No.  3739. 

i"Id.,  Commission's  Exhibit  No.  3424  (p.  12).  In  addition,  the  initial  capitalization 
included  500,000  shares  Class  A  common  stock  issued  for  $6,250,000.      (Ibid.) 

"=  Op.  cit.  supra,  note  48,  Commission's  Exhibit  No.  3739.  The  concepts  of  not  a.sset 
value  and  market  price  and  the  limitations  upon  their  use  are  discussed  in  Part  Two, 
Ch.  IV.  Appendix  H  (House  Doc.  No.  70,  76th  Congress). 

1*"  Op.  cit.  supni,  note  48,  Commission's  Exhibit  No.  3423-1.     The  prevalence  of  mnrket 

premiums  during  that  period  is  indicated  by  the  following  testimony  of  Fred  S.  Burroughs, 
president  of  Public  Utility  Holding  Corporation  of  America  (id.  at  25429)  :  "As  a  matter 
of  fact,  it  was  the  going  rule  of  thumb  at  that  time  that  any  investment  trust  would  sell 
at  anywhere  from  two  to  four  times  the  portfolio  value  of  its  assets.  It  was  a  fact  that 
all  investment  trusts  were  selling  on  that  basis.  It  seems  kind  of  foolish  now,  but  thnt 
was  the  situation." 

"'Op.  cit.  supra,  note  48,  Commission's  Exhibit  No.  3423  (3-b). 
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within  a  few  days  in  each  case  after  the  time  of  the  allotment  of  shares, 
was  $91,743,900  in  excess  of  the  $76,800,000  of  assets  paid  in  by  the 
original  subscribers,^"*^  who  consisted  of  a  selected  group  of  corporate 
and  individual  sponsors  and  their  associates. 

Reflecting  the  influence  of  market  premiums,  as  well  as  the  other 
factors  of  leverage  and  trading  activities,  was  the  market  behavior  of 
the  common  stock  of  Central  States  Electric  Corporation.  One  hun- 
dred dollars  invested  in  1923  in  the  common  stock  of  North  American 
Company,  which  was  the  stock  in  which  substantially  all  of  the  assets 
of  Central  States  Electric  Corporation  and  its  affiliated  companies  were 
invested,"^  would  have  been  represented  by  a  market  value  of  about 
$1,650  on  August  30, 1929.^^°  Yet  one  hundred  dollars  invested  in  1923 
in  the  common  stock  of  Central  States  Electric  Corporation,  itself  a 
leverage  company  and  the  top  investment-holding  company  of  four 
other  leverage  investment  companies,^^^  would  have  had  a  market  value 
of  $53,991  on  August  30,  1929,^''^  or  over  thirty  times  as  much  as  the 
hundred  dollar  investment  in  the  North  American  Company  common 
stock.  In  twenty  months,  from  December  31,  1927,  to  August  30,  1929, 
the  aggregate  value  at  market  prices  of  all  the  common  stock  of  Central 
States  Electric  Corporation  rose  from  $26,200,000^53  ^^  $680,000,000, 
practically  all  of  which  increase  in  market  value  was  reflected  in  the 
holdings  of  Harrison  Williams,  who  owned  between  85%  and  96%  of 
the  outstanding  common  stock  during  this  time.^-'*  On  the  latter  date, 
August  30,  1929,  the  market  price  of  the  common  stock  of  Central 
States  Electric  Corporation  was  over  300%  of  its  net  underlying 
asset  value."^ 

B.  Period,  1930  to  Date 

The  stock  market  collapse  in  the  latter  part  of  the  year  1929  marked 
the  beginning  of  a  substantial  change  in  the  development  of  the  invest- 
ment company  industry.  The  assets  of  the  industry  declined  from  a 
peak  of  approximately  $8,000,000,000  at  the  time  of  the  market  break 
in  1929  to  a  low  of  $2^000,000,000  in  the  middle  of  1932,  reflecting  pri- 
marily substantial  realized  losses  and  unrealized  depreciation  on 
portfolio  securities.^'^*^  The  loss  to  the  stockholders  of  investment 
companies,  particularly  shareholders  in  leverage  companies,  was  often 
more  serious  than  the  decline  in  the  assets  of  those  companies  since 
these  stockholders  may  have  purchased  the  securities  of  these  com- 
panies in  the  market  at  the  substantial  premiums  over  asset  value  at 

.     i^sid.,  Commission's  Exhibit  No.  3739. 

""Op.  cit.  supra,  note  21,  Commission's  Exhibit  No.  1207. 

^0  Id.,  at  12514-7. 

1=51  Id.,  Commission's  Exhibit  No.  1207. 

«^  Id.,  at  12514-7. 

''^'■'  Tho  uiidci-ljing  asset  value  of  the  common  stocl<  as  of  December  31,  1927,  was  greater 
than  its  market  value,  being  $33,500,000.      (Id.,  Commission's  Exhibit  No.   1206.) 

^■^Op.  cit.  supra,  note  21,  at  12315-7  and  Commission's  Exhibit  No.  1205.  By  December 
31,  1934,  the  outstanding  common  stock  of  Central  States  Electric  Corporation,  of  which 
Mr.  Williams  still  held  approximately  50%,  had  a  total  market  value  of  only  $5,100,000 
and  pcsscssed  no  asset  value.     (Id.,  Commission's  Exhibits  Nos.  1205  and  1206.) 

156  xhe  net  underlying  asset  value  of  the  common  stock  of  Central  States  Electric  Cor- 
poration is  based  on  the  asset  values  of  the  securities  of  aflSliated  companies  in  its  port- 
folio and  on  the  market  value  of  other  securities.  (Op.  cit.  supra,  note  21,  Commission'a 
Exhibit  No.  1206.) 

100  i>t  Two,  Ch.  II,  p.  32  (House  Doe.  No.  70,  76th  Congress).  This  decline  in  assets 
was  also  due  to  the  return  of  capital   through  repurchases,  dissolutions,  etc. 
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which  they  sold  in  the  preceding  period,  and  may  then  have  sold  their 
holding's  at  the  snbstantial  discounts  below  asset  value  which  later 
existed.'^'  Thus,  the  average  dollar  invested  in  July  1929  in  a  gi^oup 
of  stocks  comprising  an  index  of  common  stocks  of  leverage  investment 
companies,  would  have  declined  to  about  2(;^  in  market  price  in  June 
1932,  and  a  dollar  invested  in  a  comparable  group  of  common  stocks 
of  nonleverage  investment  companies  at  the  same  time  would  have 
depreciated  to  about  21(t  in  market  price.^^^ 

A  striking  example  of  the  market  experience  of  a  leverage  stock  dur- 
ing this  period  is  provided  by  the  conmion  shai'es  of  American  Found- 
ers Trust  and  its  successor  corporation.  This  is  illustrated  ^^^  by 
Chart  1.  which  compares  the  market  experience  of  a  share  of  conunoii 

Chart  I  ^ 

MONTHLY  CLOSING  PRICES  OF  AMERICA}!  FOUNDERS  CORPORATION  COMMON  STOCK^ COMPARED 
WITH  MONTHLY  CLOSING  PRICES  OF  DOtf-JONES  INDUSTRIAL  AVERAGES 
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±/  Derived  frcr*  Public  Sxanination,  A%erican  Otneral  Corporation  ai.  al., 

Connission's   Sxhibit    So.    3332. 
2J  ^his  series    begins  with  the   price   of  on  original  share   of  the    predecessor 

trust  arid    includes  adjustuenta  for  subsequent   spiit-ups . 

stock  of  American  Founders  Trust  and  its  successor,  American  Found- 
ers Corporation,  from  its  inception  in  1922  until  the  time  of  its  consoli- 
dation into  American  General  Corporation  late  in  1935  (giving  effect 
to  split-ups)  with  the  Dow-Jones  average  of  industrial  stock  prices  for 
the  same  period.^*'" 

"'Sec  Pt.  Two.  <"h.  IV.  pp.  .321-24  (House  Dor.  No.  70.  76th  Cong.K  This  rapid 
shift  from  substantial  pivmiiims  to  suhstaiitial  discounts  from  asset  values  oecurred  in  both 
leverage  and  noiileverase  eoiniianifs.  witli  the  greater  change  taking  place  in  the  former. 
(Ibid,  and  Appendix  H.  p.  811  et  seq. ) 

1=8  Id.,   p.  314. 

i°»Op.  cit.  supra,  note  48.  Commis.xions  Exhibit  No.  .3832. 

leo  There  was  no  appreciable  public  participation  in  the  common  stock  of  American  Found- 
ers Trust  prior  to  November  30,  192.">,  when  only  .$.529,000  in  common  stock  capital  had  been 
raised.  At  the  beginning  of  1928  only  it;7, 281.000  of  common  stock  was  outstanding.  (Id., 
Commissions  Exhibit  No.  3424- A-1.)  These  figures  compare  with  the  total  of  $99,955,000 
raised  by  the  sale  of  common  stock  by  this  investment  company  during  the  1922-1929  period 
(id.,  Commission'.s  Exhibit  No.  3424-C-l)  and  indicate  the  relatively  great  public  participa- 
tion beginning  with  1928  when  market  prices  began  to  rise  sharply. 
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The  movement  in  the  market  price  of  the  connnon  stock  of  Public 
Utility  Holding  Corporation  of  America  from  its  inception  in  Sep- 
tember 1929  until  December  31,  1935,  as  shown  by  Chart  2,  is  an  illus- 
tration of  an  investment  in  a  company  which  was  formed  so  late  in 
1929  that  the  investor  had  little  opportunity  to  realize  profits  from  a 
rising  market.  This  company  had  substantial  leverage,  primarily 
through  subsidiary  companies,^'"^  wliich  accelerated  the  decline  in  the. 
asset  and  market  values  of  its  shares. 

Approximately  half  of  the  total  number  of  investment  companies 
organized  at  any  time  during  the  1927-1936  period  went  out  of 
existence  after  1929,  ^'''-  primarily  as  a  result  of  the  security  market 
decline  and  the  resulting  poor  performance  of  investment  companies. 

Thart  2  ^ 

MONTHLY  CLOSING  PRICES  OF  PUBLIC  UTILITY  HOLDING  CORPORATION  OF  AMERICA,  COMMON  STOCK 
I  NAME  CHANGED  TO  GENERAI,  INVESTMENT  CORPORATION  -  JULY  21.  1933) 


PRICE 
DOLLARS 


\ 

30 
25 
20 
15 
10 

S 

0  . 

V— 

n 

\ 

\ 

^ 

TTT-rTrr  1  1  1  1 

PRICE 
DOLLARS 


35 


30 


2S 


20 


19 


10 


19  2 


19  3  0 


19  3  1 


19  3  2 


19  3 


19  3  5 


J/  Derived  from  Public  SxaniTiation,   imerican  General  Corporation  et   al . , 
Co**ission's  SxHbit   Ho.  3B31. 

The  high  rate  of  mortality,  especially  among  the  management  invest- 
ment companies,  was  largely  the  result  of  bankiuptcies,  receiverships, 
and  dissolutions,  and  to  a  certain  extent  the  result  of  mergers  and 
consolidations.^""  While  the  number  of  new  investment  companies 
formed  in  any  one  year  reached  a  i^eak  of  265  in  1929.  the  number  of 
new  companies  formed  thereafter  declined  and,  in  1936,  only  26  new 
companies  were  organ izecl.^''^  Although  the  closed-end  management 
investment  company  dominated  the  period  prior  to  the  end  of  1929 
and  continued  to  constitute  the  major  section  of  the  industry  after 
that  time,  the  distribution  of  new  capital  issues  by  these  companies 

I'"  Id.,  Commis.sion's  Exhibit  No.  :!832  and  No.  3423  (5A  and  5B). 
102  Pt.  Two,  Ch.  II,  Table  16,  p.  Ill   (House  Doc.  No.  70,  76th  Cong.). 
"•■'  Ibid. 

•**  Ibid.     The  number  of  new  investment  companies  formed  increased  from  25  in  1934  to 
44  in   1935. 
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and  the  formation  of  new  companies  of  this  type  practically  ceased 
after  1930.i«f 

Three  major  developments  characterized  the  period  following  1929 : 
the  first  concerned  the  management  of  the  assets  of  investment  com- 
panies; the  second  related  to  buying,  selling,  and  transferring  the 
control  of  investment  companies ;  and  the  third  related  to  the  growth 
of  other  types  of  investment  companies  which  purported  to  overcome 
some  of  the  defects  of  closed-end  management  investment  companies 
but  which  introduced  new  problems  of  their  own. 

1.  MANAGEMENT  PKACTICES 

Management  investment  companies,  which  held  approximately  97% 
of  the  total  assets  of  the  industry  at  the  end  of  1929,^^®  were  vulner- 
able to  the  effects  of  the  stock  market  collapse  because  of  the  very 
factors  which  had  aided  their  previous  expansion.  Thus,  the  market 
prices  of  their  own  securities  suffered  because  of  the  leverage,  market 
trading,  and  market  premiums  which  had  accentuated  their  previous 
rise.  The  assets  of  these  companies  also  felt  the  full  impact  of  the 
depression,  because  of  their  heavy  common  stock  investment. 

The  effect  of  the  declining  markets  upon  investment  companies 
was  also  reflected  in  a  variety  of  management  practices.  One  activity 
of  investment  companies  which  was  common  during  the  period  of  the 
market  decline  was  the  repurchase  of  their  own  outstanding  securi- 
ties in  the  market  at  the  discounts  below  their  asset  values  then  pre- 
vailing. During  the  years  1927  through  1936  investment  trusts  and 
investment  companies  repurchased  or  redeemed  their  own  securi- 
ties i«J  at  a  total  cost  of  approximately  $1,200,000,000.  Of  these  sub- 
stantial repurchases,  closed-end  management  investment  companies 
proper  and  investment-holding  companies  "^  for  which  detailed  sta- 
tistics were  available  expended  approximately  $500,000,000,  after  de- 
ducting resales,  or  an  amount  equivalent  to  about  17%  of  the  money 
raised  by  the  sale  of  their  own  securities.^''^  By  far  the  greater  part 
of  this  repurchasing  activity,  about  80%  of  the  total  repurchases  for 
the  1927-1935  period,  occurred  after  1929.^'° 

While  retiring  shareholders  may  have  benefited  from  the  market 
support  which  such  repurchases  afforded,  yet,  by  selling  their  shares, 
they  may  have  realized  substantial  losses  due  not  only  to  the  depre- 
ciation in  the  market  values  of  portfolio  securities  but  also  to  the 
prevailing  market  discounts  from  asset  values  at  which  the  invest - 

"^Pt.  Two,  Ch.  Ill,  Table  60,  p.  190  (House  Doc.  No.  70,  76th  Cong.),  and  see  discussion 
infra. 

"« Id.,  Ch.  II,  Table  17,  p.  112. 

"^Id.,  Ch.  Ill,  pp.  183-7.  This  estimated  aggregate  amount  does  not  include  (1)  pro- 
ceeds to  investors  from  net  assets  of  companies  upon  liquidation  and  (2)  distribution  of 
dividends  representing  a  return  of  capital.     See  also  id.,  Ch.  VII,  Table  155,  p.  504. 

108  Open-end  management  investment  companies  and  fixed  and  semifixed  investment  trusts 
also  in  effect  repurchased  their  own  securities.  However,  these  repurchases  were  made  at 
the  election  of  shareholders  usually  pursuant  to  the  provisions  of  charters  or  trust  agree- 
ments and  were  at  substantially  the  asset  or  liquidating  values  of  the  shares  repurchased. 
Consequently  they  did  not  represent  the  free  exercise  of  management  discretion  and  did  not 
yield  any  appreciable  profits. 

"!>  Op.  cit.  supra,  note  165,  Ch.  Ill,  at  183  et  seq.,  and  note  10.  This  figure  includes 
intercompany  transactions.      (Id.,  pp.  232-6.) 

"0  Id.,  Table  64,  p.  283. 
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ment  company  issues  were  selling  and  which  discounts  were  not  ordi- 
narily eliminated  by  these  repurchases.  On  the  other  hand,  the  dif- 
ference between  the  asset  values  and  the  market  prices  at  which  these 
securities  were  repurchased  accrued  to  the  benefit  of  the  remaining 
shareholders  of  such  companies  during  a  period  of  generally  un- 
favorable operating  conditions. ^^^  For  example,  at  the  end  of  1929 
The  Lehman  Corporation,  which  had  been  formed  in  September  1929 
Avith  $100,000,000  of  paid-in  capital  raised  through  the  sale  of 
1,000.000  shares  of  common  stock,^^-  began  repurchasing  its  stock. 
These  repurchase  activities  extended  through  September  1934,  but. 
were  heavily  concentrated  in  the  three  years  1930-1932.  In  the 
course  of  this  activity  the  investment  company  acquired  337,300 
shares,  or  approximately  34%,  of  its  outstanding  common  stock  at 
a  cost  of  $17,130,000.^^^  These  reacquired  shares,  whicli  represented 
an  original  cost  to  investors  of  approximately  $35,000,000,  were  rc- 
purcliased  by  the  company  at  an  average  discount  of  more  than  25% 
below  prevailing  net  asset  values  and  resulted  in  an  estimated  book 
profit  to  the  remaining  shareholders  of  over  $6,000,000.^'* 

In  addition  to  repurchasing  outstanding  common  stocks  at  market 
prices  below  asset  values,  investment  companies  also  reacquired  their 
outstanding  senior  securities  at  market  prices  below  the  amounts  to 
which  these  securities  would  be  entitled  upon  liquidation  of  the  in- 
vestment companies.  These  repurchases  of  senior  securities  were 
particularl}^  popular  during  this  period,  as  illustrated  by  the  repur- 
chase program  from  1928  to  1934  of  United  States  &  International 
Securities  Corporation,  organized  in  October  1928  with  publicly  sub- 
scribed capital  of  $50,000,000.^'^  During  those  years  the  investment 
company  reacquired  for  $11,473,000  about  half  of  its  outstanding  first 
preferred  stock,  representing  an  original  aggregate  cost  to  the  public 
of  $24,634,300.''^  These  repurchases  were  effected  at  an  average  dis- 
count of  over  50%  of  the  claims  of  these  preferred  stocks  ui:)on  liquida- 
tion of  the  company  and  at  prices  substantially  below  the  then  cm'rent 
asset  values  of  these  securities,  and  benefited  the  junior  stocks, 
which  were  held  mainly  by  the  parent  investment  company,  United 
States  &  Foreign  Securities  Corporation.'^^  Another  illustration  is 
provided  by  the  three  investment  companies,  Chicago  Investors'  Cor- 
poration, The  Chicago  Corporation,  and  Continental  Chicago  Cor- 
poration, all  sponsored  by  Field,  Glore  &  Company  during  the  1927- 
1929  period  and  subsequently  merged  to  form  a  new  The  Chicago 
Corporation.'^^  These  investment  companies  repurchased  and  retired, 
at  a  cost  of  $39,410,000,  approximately  63%  of  their  aggregate  out- 
standing preference  stocks,  representing  an  original  public  invest- 
ment'"^  of  some  $55,000,000.     Approximately  56%   of  these  repur- 

"1 A  discussion  of  various  reasons  for,  and  the  volume  of,  repurchases  is  contained  in 
Pt.  Two,  Ch.  Ill,  232  et  seq.  (House  Doc.  No.  70,  76th  Cong.). 

"2  Reply  to  the  Commission's  questionnaire  for  The  Lehman  Corporation,  Pt.  V. 

i'3  Ibid. 

"*  Ibid,  and  computed  from  figures  supplied  in  Pt.  IV. 

"^  See  discussion,  supra. 

i'«  Reply  to  the  Commis.sion's  questionnaire  for  United  States  &  International  Securities 
Corporation,  Pt.  II   (Balance  Sheet,  Exhibit  A,  Schedule  18)   and  Pt.  V  (Table  16,  sec.  I). 

i"Id.,  Pts.  II  (Schedule  20-B),  IV,  and  V  (Table  15-A). 

"8  Op.  cit.  supra,  note  83,  Pt.  I. 

"» Id.,  Pts.  II  and  V.  The  combined  preference  stocks  of  the  three  companies  amounted 
to  ?87.821,000. 


22  SECURITIES   AiS^D    EXCHANGE    COMMISSION 


cliases^*^  were  made  during  1930  at  discounts  from  the  claims  of 
these  shares  upon  liquidation.^**^ 

Wliile  the  losses  in  a  number  of  investment  companies  were  attrib- 
utable principally  to  the  security  market  decline  and  general  business 
decline,  in  many  cases  the  substantial  losses  sustained  by  investment 
companies  were  the  result  of  the  numerous  transactions  which  the 
sponsors,  managers,  officers,  directors,  and  other  controlling  interests 
effected  for  their  own  account  with  tlie  investment  companies  which 
they  dominated.  During  the  period  after  the  stock  market  collapse 
in  October  1929,  many  of  these  dominant  persons,  who  were  in  financial 
straits,  immediately  turned  to  the  large  liquid  resources  of  their  in- 
vestment companies  to  obtain  assistance.  These  insiders  often  sold 
unmarketable  securities  or  other  properties,  many  of  which  were  of 
doubtful  value,  to  their  investment  companies  or  caused  these  com- 
panies to  take  over  dubious  and  illiquid  investments  in  which  they 
were  interested;  compelled  these  organizations  to  assume  large  and 
onerous  commitments  on  which  these  insiders  were  obligated,  such  as 
participations  in  underwritings,  trading  accounts,  loans,  and  other 
commitments;  required  these  companies  to  relieve  them  of  existing  lia- 
bilities and  obligations  to  their  investment  companies;  caused  these 
organizations  to  finance  clients  of  these  insiders  and  companies  in 
which  they  were  interested;  and  induced  the  making  of  direct  loans  to 
insiders,  often  without  any  collateral  or  upon  inadequate  security. 
These  various  transactions  were  permeated  with  conflicting  interests, 
and  many  were  cliaractei'ized  by  the  absence  of  arm's-length  dealing 
and  by  opportunities  for  overreaching. 

The  extent  simply  of  the  direct  dealing  by  affiliated  interests  with 
the  investment  conn)anies  with  which  they  were  identified  is  partially 
indicated  in  the  case  of  a  group  of  151  management  investment  com- 
panies proper  which  answered  the  Conunission's  questionnaire  (com- 
panies which  at  one  time  had  at  least  $500,(XX)  in  assets  and  were  still 
active  as  at  the  end  of  1935),  which  directly  purchased  during  the 
1927-1935  period  from  such  related  interests  i)ortfolio  securities  at  an 
aggregate  cost  of  approximately  $162,000,000.'"-  Of  these  purchases, 
$76,000,000  were  effected  in  1929,  with  the  most  substantial  portion 
after  October  of  that  year,  and  ai^proximately  $58,000,000  were  made  in 
the  years  1930  through  1933.  Similarly,  out  of  a  total  number  of  ap- 
proximately 1,250  different  direct  security  sales  b}^  related  interests  to 
these  management  investment  companies  proper,  330  were  consum- 
mated in  1929  and  625  from  1930  through  1933.  In  addition  to  direct 
purchases  of  portfolio  securities,  these  management  investment  com- 
panies proper  repurchased  in  the  year  1930  alone  their  own  outstand- 
ing securities  from  such  related  interests  in  110  separate  transactions, 
involving  a  cost  to  these  investment  companies  of  approximately 
$16,000,000. 

These  figures  do  not  include  the  many  millions  of  dollars  of  port- 
folio securities  or  investment  company  security  issues  sold  bj^  indirectly 

is»  Op.  cit.  supra,  note  83,  Pts.  II  and  V. 

^'1  Id..  Pts.  IV  and  V.  A  substantial  part  of  these  repurchases  were  also  a  part  of  the 
plan  of  effecting  the  merger  of  the  three  companies. 

^*"  Replies  to  the  Commission's  questionnaire  by  151  management  investment  companies 
proper,  Ft.  VII  (Item  70).  This  item  of  tlie  questionnaire  requested  data  from  these 
companies  on  their  purchases  of  securities  from  officers,  directors,  or  principal  stock- 
holders, or  controlled  organizations,  and  not  from  all  types  of  affiliated  interests. 
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affiliated  interest)  to  tlie  "proper"  companies;  or  sold  directly  by 
related  interests  to  management  investment -holding  companies,  to  all 
types  of  management  investment  companies  which  went  into  bank- 
ruptcy or  receivership  or  were  dissolved ;  to  the  companies  which  were 
absorbed  through  mergers  and  consolidation;  and  to  the  companies 
which  subsequently  became  part  of  the  Atlas  Corporation  group, 
including  The  Goldman  Sachs  Trading  Corporation,  and  of  The 
Equity  Corporation  gi^oup,  including  the  United  Founders  Corpora- 
tion companies.  Nor  do  these  figures  include  other  property  or  inter- 
ests such  as  real  estate,  mortgages,  commodities,  loans,  sul)participa- 
tions  in  under  writings,  and  various  business  enterprises  which  these 
controlling  persons  sold  directly  to  their  investment  companies  or 
securities  which  were  indirectly  sold  by  these  affiliated  interests  to 
their  investment  companies  through  the  expedient  of  effecting  the 
transaction  in  the  open  market.  In  addition,  these  figures  do  not 
include  the  substantial  loans  made  directly  by  investment  companies 
to  such  related  interests.  Some  indication  of  the  amount  of  these 
loans  may  be  obtained  from  the  fact  that  approximately  80'/r  of  the 
$44,000,000  of  loans  reported  by  63  investment  companies  proper  as 
outstanding  as  at  the  end  of  1930  were  made  to  officeis,  directors, 
employees,  and  other  affiliated  interests.^*^ 

2.  ACQUISITIONS  AND  MERGERS 

A  second  characteristic  of  the  period  following  1929  was  the  practice 
of  engaging  in  programs  of  acquisitions  of  control  of  investment  com- 
panies, instituted  by  persons  who  were  taking  advantage  of  the  de- 
pressed economic  conditions  and  the  general  disfavor  into  which 
management  investment  companies  had  fallen.  Investors  of  the  pre- 
ceding decade  in  investment  conq)anies  had  their  enthusiasm  dampened 
by  the  large  losses  sustained  by  these  organizations  and  by  the  dis- 
counts from  asset  values  at  which  their  securities  were  selling,  while 
many  sponsors  during  this  period  came  to  regard  investment  corii- 
panies  as  liabilities  rather  than  as  sources  of  profit.  Furthermore, 
the  relatively  liquid  nature  of  the  assets  of  investment  conqjanies 
tended  to  give  the  control  of  such  companies  a  definite  value  and  a 
ready  marketability,  and  many  individuals  and  comijanies,  alert  to  the 
possibilities  of  profit  from  the  control  of  such  funds,^**  were  willing 
to  pay  sums  substantially  in  excess  of  asset  and  market  values  to 
existing  controlling  interests  for  their  holdings  in  companies  to  be 
acquired. '*•''     Dealing  in  the  control  of  investment  conq^anies  was  often 

''"■■'  Kiisc'd  upon  an  analysis  of  replio.^  to  ihe  Commission's  questionnaire  by  a  group  of 
nianasement  investment  companies  proper,  Pt.  II.  The  extent  of  the  loans  by  these 
tonip.Tiiies  is  by  no  means  fully  reflected  in  these  fiiiures.  i-ince  loans  reported  to  this 
Commission  are  only  yeai'-end  balances  and  do  not  include  Intermediate  transactions,  often 
more   substantial    in    amount,    or   reflect    reductions    due    to    wrile-olfs. 

"■•The  same  inducements  which  motivated  the  formation  of  investment  companies  in 
the  preceding  period  still  existed.  (Pt.  One,  Ch.  III.  pp.  62-6.'?  [Hou.se  Doc.  No.  707.  7.'ith 
Cong.  I . ) 

•"•'■■  Offers  to  purchase  control  were  even  advertised  in  newspapers.  For  example,  one 
recent  advertisement  stated   (Thp  New  York  Times.  Febrtiary  28.  19.S6)  : 

"WANTED  .  .  .  THE  CONTROL  OF  AN  INVESTMENT  TRI'ST  or  a  COMMERtMAL 
FINANCING  COMPANY.  One  of  our  clients,  a  large  investment  banking  firm,  is  interested 
in  acquiring  the  controlling  interest  in  an  established  licensed  investment  trust  of  manage- 
ment type — or  a  commercial  financing  company,  etc," 
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facilitated  by  the  public  dissatisfaction  with  the  old  managements  rind 
the  availability  of  most  investment  comj^any  securities  at  substantial 
discounts  from  their  underlying  asset  values. 

Acquisitions  and  mergers  of  investment  companies  therefore  became 
an  important  aspect  of  the  history  of  the  industry  after  the  end  of 
1929.  Up  to  December  31,  1936,  a  period  of  seven  years,  163  invest- 
ment companies  were  merged  or  consolidated  with  or  acquired  by 
other  investment  companies.^^^  These  consolidations  and  acquisitions 
do  not  include  the  numerous  changes  in  control  Avithin  individual 
investment  companies.  Approximately  $873,000,000  of  the  securities 
of  closed-end  management  investment  companies  proper  and  manage- 
ment investment-holding  companies  were  issued  during  the  1927-1985 
period  in  exchange  for  securities  of  other  investment  companies  in 
connection  with  such  plans  of  merger  or  consolidation.^**^ 

This  type  of  activity  was  carried  on  by  relatively  few  individuals 
or  companies.  In  May  1930,  the  Atlas  Corporation,  sponsored  by 
Floyd  Odium  and  his  associates,  commenced  its  program  of  expan- 
sion ^^^  through  the  acquisition  of  other  investment  comj^anies  and  by 
October  1936  had  taken  over  18  investment  companies  vrith  aggregate 
assets  of  approximately  $129,000,000.^®^  Of  these  companies,  the 
assets  of  15  were  absorbed  and  the  companies  were  dissolved,  while 
the  remaining  three  were  consolidated  with  Atlas  Corporation.^®" 
Similarly,  The  Equity  Corporation  was  organized  in  December  1932 
by  Wallace  Groves  and  his  associates,  with  initial  assets  of  approxi- 
mately $300,000,^®^  for  the  professed  ]:)urpose,  in  addition  to  operating 
as  an  investment  company,  of  expanding  by  acquiring  and  consolidat- 
nig  other  investment  companies.  Most  important  among  its  acquisi- 
tions was  the  United  Founders  Corporation  group  of  companies. 
This  program  of  acquisition  was  conducted,  subsequent  to  May  1933, 
by  the  David  M.  Milton  and  Ellery  C.  Huntington,  Jr.,  interests 
which  had  then  acquired  control  of  The  Equity  Corporation.  Through 
these  acquisitions,  mergers,  and  consolidations  the  assets  of  The  Equity 
Corporation  and  its  investment  company  subsidiaries  increased  to 
approximately  $25,000,000  at  December  31,  1936.  A  total  of  21  invest- 
ment companies,  the  outstanding  stocks  of  which  were  held  by  the 
public,  was  absorbed  by  The  Equity  Cor]:)oration  or  its  subsidiaries. 
During  this  period  of  acquisition,  The  Equity  Corporation,  either 
directly  or  through  its  investment  company  subsidiaries,  acquired 
working  control  of  portfolio  corporations  with  aggregate  resources 
of  approximately  $205,000,000. 

Tri-Continental  Corporation,  with  assets  of  approximately  $76,500,- 
000  at  January  1,  1930,  and  sponsored  by  J.  &  W.  Seligman  &  Co., 

""Op.  cit.  supra,  note  162. 

is7pt_  Two,  Ch.  Ill,  p.  196  (House  Doc.  No.  70,  76th  Cong.).  Companies  in  the  Atlas 
Corporation  and  The  Equity  Corporation  groups  accounted  for  over  GO^/c  of  this  amount. 

«8  Public  Examination,  Atlas  Corporation,  at  17708-11,   17718-22. 

"» Id.,  Commission's  Exhibit  No.  2033. 

^"o  Id.,  Commission's  Exhibit  No.  1958. 

191  The  full  details  and  documentation  for  the  acquisition  program  of  The  Equity  Corpora- 
tion are  contained  in  the  Report  of  this  Commission  on  the  Study  and  Investigation  of  the 
Work,  Activities,  Personnel,  and  Functions  of  Trotective  and  Reorganization  Committees, 
Pt.  VII,  See.  IV,  A.  . 
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iiiveHtine.nt  bankers/^-  absorbed  three  other  investment  companies  ^^^ 
during  the  period  1931-1935.  In  addition,  Tri-Continental  Corpora- 
tion acquired  stock  interests  in  or  management  contracts  with  four 
other  investment  companies  and  a  fire  insurance  company.^^*  By 
December  31,  1936,  Tri-Continental  Corporation  and  the  other  com- 
panies in  the  group  had  gross  assets  of  approximately  $170,000,000.^®^ 

In  November  1935,  Ernest  B.  Warriner,  who  had  previously  been 
associated  with  Wallace  Groves  in  the  latter's  acquisition  of  control  of 
Interstate  Equities  Corporation,  Chain  &  General  Equities,  Inc., 
Yosemite  Holding  Corporation,  Granger  Trading  Corporation  and 
Joint  Investors,  Inc.,^®''  commenced  to  acquire  control  of  a  group  of 
investment  companies.  Within  a  period  of  one  year,  Mr.  Warriner 
succeeded  in  acquiring,  with  an  investment  of  $139,000  which  he  bor- 
rowed from  the  Groves  interests,  control  of  International  Equities 
Corporation,  which  acquired  control  of  General  Investment  Corpora- 
tion, which  in  turn  acquired  control  of  Standard  Investing  Corpora- 
tion, and  approximately  one-fourth  of  the  voting  power  in  Utility 
Equities  Corporation."'  The  aggregate  assets  of  these  four  invest- 
ment companies  approximated  $32,000,000. 

In  July  1934,  Henderson  Brothers,  of  Boston,  Massachusetts,  w^ho 
had  been  engaged  in  the  business  of  selling  radios,  had  an  interest 
in  a  small  investment  company,  the  World  Investment  Trust.  With 
this  investment  company  as  a  nucleus.  Henderson  Brothers  and  an 
associate,  Robert  L.  Moore,  commenced  a  progTam  of  the  acquisition 
of  other  investment  companies.  With  a  personal  investment  of  not 
more  than  $80,000,  they  built  up,  within  a  period  of  three  years,  a 
J^yramided  investment  company  system  giving  them  control  of  seven 
investment  companies  whose  aggregate  assets  approximated 
$25,000,000.^°*  These  investment  companies  were  Beacon  Participa- 
tions, Inc.,  Atlantic  Securities  Co.  of  Boston,  Allied  International  In- 
vesting Corporation,  and  a  group  of  four  investment  companies, 
namely.  Standard  Investing  Corporation.  International  Equities  Cor- 
poration, General  Investment  Corporation,  and  Utility  Equities  Cor- 
poration, which  group  was  acquired  from  Ernest  B.  Warriner  in  March 

•»-  Summaiy  statempnt  supplied  tbe  Commission  for  Tri-Continental  Corporation  (prede- 
cessor company)  and  Tri-Continental  Allied  Company,  Inc.  (Exhibit  III-D.,  and  itema 
I-b,  Il-b,  and  III.) 

'"3  These  throe  investment  companies  were  Wedgwood  Investing  Corporation,  Investors 
Equity  Company,  Inc.  and  Graymur  Corporation.  (Derived  from  supplementary  informa- 
tion supplied  the  Commission  for  Tri-Continental  Corporation,  and  Public  Examination, 
Tri  Continental  Corporation,  at  18552-9,  18577-8.3,  18585-6.) 

194  These  companies  were  Selected  Industries,  Inc.,  The  Broad  Street  Investing  Co., 
Inc.,  Capital  Administration  Co..  Ltd.,  Blue  Ridge  Corporation,  and  Globe  and  Rutgers 
Fire  Insurance  Company.  (Derived  from  supplementary  information  supplied  the  Com- 
mission for  Tri-Continental  Corporation,  and  Public  Examination,  Tri-Continental  Cor- 
poration, at  18490-2.  18512-14,   18559-77,  18583-85.   18586-96.) 

»"''  Public  Examination.  Tri-Continental  Corporation,  at  18538^0.  This  figure  represents 
gross  assets  without  eliminating  intercompany  holdings.  (Id.,  at  18538.)  It  includes 
only  one-half,  or  iii25.S35.0()0  of  the  total  assets  of  Blue  Kidge  Corporation.      (Id.,  at  18539.) 

lufl  por  a  detailed  discussion  of  the  manner  in  which  Wallace  Groves  acquired  control 
(if  these  companies,  see  Ch.  II,  infrn.  Iiireatnient  Companies  Acquired  and  Controlled  hy 
^\'ulluce  Grorc'',  1^.  181-227. 

*"' For  a  detailed  discussion  of  these  acquisitions  see  Ch.  II,  infra,  Oeneral  Investment 
Corijoration,   pp.   497  621. 

'»»  Public  Examination,  General  Investment  Corporation,  at  15311-23.  This  figure 
includes  intercompany  holdings. 
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1937  for  a  total  of  approximately  $2,800,000.^^''  Of  this  amount, 
$800,000  was.  supplied  by  Beacon  Participations,  Inc.,  Atlantic  Secu- 
rities Co.  of  Boston,  and  Allied  International  Investing  Corporation  to 
acquire  control  of  Standard  Investing  Corporation.  The  balance  of 
$2,000,000  was  thereafter  supplied  by  Standard  Investing  Corporation 
to  purchase  from  Mr,  Warriner  control  of  International  Equities 
Corporation,  which  controlled  General  Investment  Corporation, 
which,  in  turn,  held  the  one-quarter  interest  in  Utility  Equities  Cor- 
poration. 

As  recently  as  August  1937,  another  group,  including  Philip  A. 
Frear,  Vincent  E.  Ferretti,  and  George  H.  Clayton,  Jr.,  who  appar- 
ently had  never  been  connected  with  the  sppnsorship  of  any  investment 
company,  secured,  within  a  period  of  five  months,  control  of  four 
investment  companies  whose  total  assets  approximated  $12,500,000, 
without  the  expenditure  of  any  personal  funds,  but  used  the  assets 
of  the  various  investment  companies  acquired  to  pay  for  such  control. 
The  investment  companies  so  acquired  consisted  of  First  Income 
Trading  Corporation,  Continental  Securities  Corporation,  Corporate 
Administration,  Inc.  (which  managed  and  supervised  the  open -end 
investment  company  known  as  Administered  Fund  Second,  Inc.),  Mud 
Keynolds  Investing  Co.,  Inc.-°° 

Contemporaneously  with  the  acquisition  of  these  investment  com- 
panies, another  group,  consisting  of  Leo  S.  Solomont,  Ealph  H.  Robb, 
and  Thomas  W.  Morris,  avIio  had  been  associated  with  the  Frear,  Fer- 
retti, and  Clayton  group  in  their  acquisition  of  investment  companies, 
commenced  with  other  associates  their  independent  acquisition  of  other 
investment  companies.  Within  a  period  of  approximately  three 
montlis,  from  the  middle  of  December  1937  to  the  first  of  March  1938, 
they  succeeded  in  acquiring  control  of  three  investment  companies, 
Insuranshai'es  Corpoi-ation  of  Delaware,  Bond  &  Share  Ti-ading  Cor- 
poration, and  Burco,  Inc.-°^  Control  of  these  companies,  whose  ai-gre- 
gate  assets  approximated  $2,300,0(K),  was  acquired  with  no  ])erso)ial 
investment  and  substantially  by  the  same  technique  used  by  tlie 
Frear,  Ferretti,  and  Claj'ton  group  in  their  acquisition  of  investment 
companies. 

3.  DEVELOPMENT  OF  SPECIAL  TYPES  OF  INVESTMENT 

COMPANIES  ' 

A  third  significant  phase  of  the  depression  period,  in  its  relation  to 
abuses  in  the  organization  and  management  of  investment  companies, 
was  the  revival  by  sponsors  of  the  distribution  of  investment  tnist  and 
investment  company  securities  by  actively  promoting  types  of  trusts 
and  companies  with  special  features  of  structure  and  operation  which 
might  overcome  popvdar  prejudices  against  these  organizations. '-"- 

After  the  stock  market  break  in  the  fall  of  1929  management  invest- 
ment companies  sustained  large  losses  and  their  securities  sold  at  sub- 

^™  Op.  cit.  supra,  note  197. 

2""  For  a  detailerl  discussion  of  tlipso  acquisitions  see  <'h.  II.  infra.  Arfiritiex  nf  Fiscnl 
Management  Group  in  Acquimtion  of  Fir/)t  Income  Trailing  Corporation,  Continental  Srcuri- 
tiex  Corp..  Oorpornte  Administration,  Inc..  and  Reynolds  Investing  Co..  Inc..   pp.  350-487. 

201  For  a  detailed  discussion  of  these  acqinsitions  see  Ch.  II,  infra.  Activities  of  Xorthern 
Fiscal  Group  in  Acquisition  of  Inyuranshares  Corp.  of  Delairare,  Bond  <G  l^hare  Tradivg 
Coip.,   and  Burco,  Inc..   pp.   437-494. 

2«Pt.  Two,  Ch.  Ill,  pp.  187-92  (House  Doc.  No.  70,  76th  Cong.i. 
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staiitial  discounts.  Investment  company  management  fell  into  popular 
disfavor  and  sales  resistance  developed  on  the  part  of  the  public  to 
securities  of  these  organizations.  Sponsors,  finding  that  it  was  vir- 
tually impossible  to  raise  capital  from  the  public  for  management 
investment  companies  and  finding  that  their  distribution  profits  were 
curtailed,  sought  some  vehicle  which  could  overcome  this  public  reac- 
tion. It  was  at  this  tijne  that  the  substantial  growth  of  fixed  and  semi- 
fixed ti'usts  connnenced.-""  Sponsors  emphasized  that  in  the  fixed  and 
semifixed  trust  type  of  investment  company  management  was  elim- 
inated or  drastically  limited  and.  in  addition,  emphasized  that  these 
shares  did  not  sell  at  a  discount  since  the  shareholder  could  redeem  his 
certificates  at  about  asset  value. 

Since  the  profit  to  the  sponsors  in  fixed  and  semifixed  trusts  lay  in 
the  pricing  of  the  shares  and  their  distribution,  the  various  abuses 
which  arose  were  mainly  in  connection  with  the  computation  of  the 
price  at  which  the  shares  were  sold  to  the  public,  the  sales  load  charged, 
the  representations  made  in  the  literature,  and  the  type  of  salesman- 
ship })ursued.  all  of  which  eventually  created  resistance  to  the  sale  of 
these  securities.  For  example,  not  oidy  was  the  published  load  often 
excessive  but,  in  addition,  various  hidden  charges  were  imposed  upon 
investors.-"* 

Furthermore,  the  provisions  of  the  trust  indentures  often  created 
difficidties  which  were  used  as  a  reason  for  the  fornuition  of  new 
trusts  with  alleged  improvements.  Thus  the  provisions  to  remoA^e 
management  discretion,  eliminating  underlying  securities  from  the 
portfolios  of  fixed  trusts  under  automatic  fonnulae.  proved  unwork- 
able and  in  many  cases  resulted  in  eliminating  securities  at  low  points 
in  the  market.  Purporting  to  overcome  this  defect,  sponsors  brought 
out  neAv  ti'usts  with  more  flexible  provisions  for  eliminating  under- 
lying securities.  By  bringing  out  these  new  trusts,  sponsors  were 
al»]e  to  solicit  the  shareholders  of  an  earlier  trust,  when  its  sales  were 
diminishing,  to  exchange  their  shares  for  those  of  the  new  one,  offer- 
ing some  discount  on  the  sales  price  of  the  new  shares  as  an  induce- 
ment for  the  exchange.  The  investor  who  exchanged  his  trust  shares 
))aid  a  new  load  and  often  received  a  securitv  little  different  from 
tlie  one  surrendered.  After  repeating  this  switching  ju'ocess  several 
times,  many  sponsors  eventually  turned  to  the  open-end  management 
type  trust  or  company,  into  which  the  holders  of  these  fixed  and 
semifixed  trust  shares  often  were  finally  exchanged. 

As  tlie  business  tide  began  to  turn  in  early  1933,  the  disfavor  into 
which  management  investment  companies  had  fallen  began  to  dimin- 
ish although  their  securities  were  still  selling  in  the  market  at  dis- 
counts below  asset  values.     To  popularize  the  sale  of  management 

^'»  Ibid,  and  TahU"  fiO.  p.  190. 

^"*  An  investor  under  the  impression  that  he  was  paying  7'/'  "f  the  selling  price  of  the 
trust  shares  as  a  sales  load  was  frequently  paying  upward  of  11%.  the  excess  in  most  cases 
representing  additional  profits  to  tlie  sponsoi'.  Among  >uch  hidden  sources  'if  profit  were 
loading  cliargcs  computed  on  l)rokerage  fees,  on  odd-lot  preniiunis.  on  taxes  paid  l>y  investors, 
and  on  other  similar  items:  uiiw.ird  aii.iustment  of  the  price  of  shares  to  the  next  higher 
fraction  of  a  dollar,  thus  adding  in  some  cases  as  nuich  as  ii'A  to  the  offering  price  of  the 
shares;  charging  the  "asked"'  prices  of  undei lying  securities  in  determining  the  oflfering  or 
sales  price  of  the  fixed  trust  certificates  and  allowing  only  "hid"  prices  on  the  underlying 
Hecuritics  in  computing  the  redemption  i)rlce  ;  and  in  some  ca-ses  paj'nients  of  interest  on  the 
trust  funds  to  the  sponsor  instead  of  to  the  certificate  holder.  (See  the  supplemental 
report  on  fixed  and  semifixed  investment  trusts.) 


28  SECURITIES   AND   EXCHANGE    COMMISSION 

investment  company  securities  sponsors  then  directed  their  activities 
to  the  promotion  of  the  open-end  type  of  management  investment 
company  which  gave  the  stockholder  the  right  to  obtain  approxi- 
mately the  current  underlying  asset  value  of  his  shares  at  any  time.^°^ 
This  right  of  redemption  of  open-end  investment  company  shares  at 
about  asset  value  of  course  eliminated  discounts  on  these  securities 
since  the  market  price  would  have  to  be  at  least  the  approximate 
asset  value  at  which  the  securities  could  be  redeemed  with  the  issuing 
company.  Limited  restrictions  upon  the  percentage  of  assets  of  the 
open-end  company  that  could  be  invested  in  securities  in  one  com- 
pany or  field  and  other  restrictions  upon  management  were  some- 
times provided,  so  that  emphasis  could  be  placed,  when  these  issues 
were  being  distributed,  upon  the  fact  that  there  were  limitations  on 
the  discretion  of  management.  However,  the  salient  characteristic  of 
the  open-end  investment  company,  as  in  the  fixed  and  semifixed  in- 
vestment trust,  was  that  the  investor  was  given  a  right  of  redemption 
so  that  he  could  liquidate  his  investment  at  or  about  asset  value  at 
any  time  that  he  was  dissatisfied  with  the  management  or  for  any  other 
reason.-*'''  After  1933  the  sale  of  open-end  investment  company  secu- 
rities increased  in  volume  and  in  recent  years  they  have  constituted 
the  majority  of  all  investment  company  securities  registered  with  this 
Commission  -°'^  and  issued.-"^ 

Contemporaneous  with  and  related  to  the  growth  of  open-end  in- 
vestment companies,  particularly  after  1933,  was  the  development  of 
the  installment  investment  plan  companies  and  the  companies  issuing 
face  amount  certificates.-"*'  The  installment  investment  plans  were 
essentially  methods  of  merchandising  investment  trust  or  investment 
company  securities  on  a  periodic  or  installment  payment  basis.  The 
underlying  securities  of  these  plans  consisted  of  issues  of  all  types  of 
investment  companies,  usually  fixed  trust  shares.-"  Face  amount 
installment  certificates,  being  in  the  nature  of  contracts  to  pay  to  the 
purchasers  the  face  amounts  of  the  certificates  at  specified  maturities, 
or  their  attained  surrender  values  at  earlier  dates  have  also  ordinarily 
been  sold  on  an  installment  basis.^" 

Statistics  of  the  sales  activities  in  the  various  types  of  securities 
offered  by  the  sponsors  of  investment  trusts  and  investment  companies 
during  the  period  following  1929  in  general  support  this  pattern  of 
development.-^-  Wliile  the  closed-end  management  investment  com- 
panies were  still  popular  in  1930,  accounting  for  over  one-half  of  the 
total  sales  of  investment  company  securities,  fixed  and  semifixed  in- 
vestment trust  sales  rose  from  a  relatively  negligible  amount  to  attain 
their  greatest  dollar  volume  in  their  entire  history  in  that  vear.    Thus 

2»=Pt.  Two.  Ch.  III.  p.  212  (House  Drc.  No.  70.  76th  Cong.). 

2M  Id.,  p.  213. 

20'  Ifl.,  Appendix  C,  Table  234.  p.  763.  and  Table  23G,  p.  766. 

2«sid..  Table  60.  p.  190. 

^"^  Id.,  pp.  222-6.  See  the  Commission's  supplemental  reports  on  installment  investment 
plan  companies  and  companirs  issuing  face  amount  certificates. 

"»Pt.  One,  Ch.  II.  p.  31  (Houi^e  Doc.  No.  707,  75th  Cong.),  and  Pt.  Two,  Ch.  III.  p.  222 
(House  Doc.  No.  70,  76th  Cong.). 

,     211  Pt.  One.  Ch.  II,  p.  32   (House  Doc.  No.  707,  75th  Cong.),  and  Pt.  Two,  Ch.  Ill,  p.  226 
(House  Doc.  No.  70,  76th  Cong.). 

212  Pt.  Two,  Ch.  III.  Table  60,  p.  190  (House  Doc.  No.  70,  76th  Cong.).  The  figure.'^  in 
this  table  exclude  investment  companies  (other  than  fixed  and  semifixed  investment  trusts) 
with  assets  of  le.ss  than  .$500,000  at  the  end  of  1935. 
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fixed  and  semifixed  trusts  attracted  $336,000,000  of  new  capital  in 
1930,  representing  more  than  40%  of  all  investment  company  securi- 
ties sold  in  that  year.  Ahhough  in  the  following  year,  1931,  fixed 
and  semifixed  trust  sales  dropped  to  $266,000,000,  their  importance 
relative  to  the  other  types  of  investment  trusts  and  companies  in- 
creased, for  these  sales  constituted  almost  80%  of  the  neAV  capital 
raised  by  the  entire  industry.  The  popularity  of  the  shares  of  fixed 
and  semifixed  investment  trusts  waned  rapidly  through  1932  and  1933, 
when  the  annual  volumes  of  sales  of  this  type  of  security  were 
$74,000,000  and  $12,000,000,  respectively. 

On  the  other  hand,  sales  of  the  shares  of  open-end  investment  com- 
panies aggregated  only  $22,000,000  in  1931;  increased  slightly  to 
$26,000,000  in  1932;  and  rose  to  $82,000,000  in  1933.  From  1932  to 
1933  the  sales  of  the  securities  of  this  type  of  investment  company 
increased  from  21%  to  66%  of  the  volume  of  sales  of  securities  of 
all  types  of  investment  trusts  and  investment  companies.  From  1933 
to  the  end  of  1936,  during  which  period  open-end  investment  company 
sales  were  $360,000,000,  the  shares  of  these  companies  accounted  for 
most  of  the  sales  of  investment  company  securities.-^^  In  the  year 
1936  total  sales  -"  of  securities  of  open-end  investment  companies 
amounted  to  61%  of  all  investment  company  securities  distributed.-^^ 
Estimated  total  sales  for  fixed  trusts  in  the  same  year  amounted  to 
only  $15,000,000,-^''  and  those  sales  were  mostly  to  installment  invest- 
ment plans  which  used  the  shares  of  fixed  trusts  as  their  underlying 
securities.-^^  On  the  other  hand,  from  1932  through  1936  the  sales 
of  installment  investment  plan  certificates  increased  over  sixfold, 
from  approximately  $2,000,000  to  $15,000,000,  while  the  sales  of  face 
amount  installment  certificates  more  than  doubled,  increasing  from 
$16,000,000  to  $33,000,000.2i« 

This  sequence  of  development  was  also  reflected  in  the  promotional 
activities  of  individual  sponsors  who  exploited  each  type  of  invest- 
ment company  as  it  gained  public  favor.  Thus,  the  distribution  of 
fixed  trust  shares  was  concentrated  in  six  sponsors  who  accounted  for 
almost  90%  of  the  total  assets  of  that  group  throughout  the  1927- 

1935  period  ^^^  and  all  of  them  followed  substantially  the  same  pattern 
in  their  sales  methods.  During  the  years  1930  and  1931,  these  same 
sponsors   promoted   fixed  and   semifixed    trust   shares   vigorously,--^ 

2i»  Ibid. 

214  This  increase  in  sales  was  possibly  influenced  by  the  provisions  of  the  Revenue  Act  of 

1936  which  accorded  a  preferential  tax  treatment  to  so-called  "mutual  investment  com- 
redeem  at  asset  value.  (Revenue  Act  of  193(i,  sees.  13a  and  48e  [49  Stat.  1655.  1669].) 
panies,"  one  of  the  characteristics  of  which  wa.s  defined  as  the  right  of  the  shareholder  to 
Quarterly  Income  Sbare.s,  Inc.,  which  had  amended  its  charter  so  as  to  eliminate  the 
shareholders'  rights  to  redeem  at  asset  value,  restored  this  privilege  upon  the  passage  of  the 
Revenue  Act  of  1936  so  as  to  qualify  as  a  mutual  company.  The  Revenue  Act  of  1938 
contains  substantially  the  same  provision.  (52  Stat.  552,  553,  [26  U.  S.  C,  1938  Supp., 
sees.  3291  and  329j].)  See  also  Pt.  Two,  Ch.  Ill,  p.  212,  and  note  47.  (House  Doc.  No.  70, 
76th   Cong.) 

-i-'Pt.  Two.   Ch.  III.  Table  60.  p.   190.      (Hou,<e  Doc.  No.   70,   76th  Cong.) 

2i«  Ibid. 

2^'  Id.,  p.  212. 

"^  Op.  cit.  supra,  note  215. 

'^^■>  These  six  sponsors  were  Calvin  Bullock.  Massachusetts  Distributors,  Inc.,  Maryland 
Spon.-ois,  Inc..  Distributors  Group,  Inc.,  Bank  and  Insurance  Shares,  Inc.,  and  Lord  Abbett  & 
Co.,  Inc.   (Pt.  Two,  Ch.  II.  Table  15,  p.  101.) 

220  Pt.  Two,  Ch.  Ill,  p.  212  and  Table  60,  p,  190.      (House  Doc.  No.  70,  76th  Cong.) 

153373— 40— pt.  3 4 
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sometimes  offering  new  fixed  trust  shares  in  exchange  for  shares  of 
other  investment  trusts  they  had  originally  offered.--^  However,  when 
the  popular  interest  in  fixed  and  semifixed  trusts  waned  in  1932,  they 
sponsored  open-end  investment  companies  into  which  they  attempted 
to  swntch  holders  of  their  fixed  trust  shares.---  For  example,  one  of 
these  sponsors.  Calvin  Bullock,  who  had  organized  two  fixed  trusts 
prior  to  the  end  of  1927  --^  and  had  then  sponsored  two  closed-end 
management  investment  companies  in  1928  and  1929,  --^  brought  out 
two  new  fixed  trusts  in  1930.--^  However,  in  1932.  when  the  fixed 
trust  movement  had  begun  to  spend  itself,--"  Calvin  Bullock  organized 
six  open-end  investment  companies  whose  shares  were  thereafter 
actively  offered  by  his  sales  organization  --'  not  only  to  new  investors, 
but  to  the  holders  of  the  shares  of  fixed  trusts  which  he  had  previously 
sponsored.  Ross  Beason  &  Co..  Inc.  followed  the  same  trends. 
Having  co-sponsored  a  series  of  fixed  trusts  prior  to  1929,--**  it  set  up 
Corporate  Trust  Shares,  a  fixed  trust,  in  1929,--^  and  was  able  to  take 
full  advantage  of  the  fixed  trust  boom  after  the  market  collapse.  It 
also  organized  four  additional  fixed  trusts  dui'ing  1931  and  1932, 
making  exchange  offers  to  the  holders  of  various  of  the  existing  series 
upon  the  organization  of  a  new  series.'-'^"  In  January  1933,  this 
sponsor  launched  an  open-end  investment  company.  Quarterly  Income 
Shares,  Inc.,-"  into  whose  securities  it  offered  to  trade  the  holders  of 
shares  f)f  fixed  trusts  previously  organized  and  as  a  result  consum- 
mated exchanges  of  the  total  value  of  $15,138,000.-  '- 

Massachusetts  Investors  Trust.  Incorporated  Investors  and  State 
Street  Investment  Corporation,  the  three  Boston  open-end  investment 
companies,  also  experienced  substantial  expansion  by  1933,  when  oj)en- 
end  investment  companies  succeeded  fixed  trusts  as  the  largest  selling 
vehicle,  to  become  the  largest  investment  companies  of  their  type. 

In  general,  the  placing  of  complete  or  limited  restrictions  upon 
investment  policies  was  represented  as  a  cure  for  the  management 
evils  of  the  past,  while  the  right  accorded  stockholders  to  require  the 
redemption  of  their  securities  at  the  approximate  current  underlying 
asset  values  was  designed  to  eliminate  the  market  discounts  from 
such  asset  values  which  prevailed  on  various  investment  company 
securities.-'"  This  riglit  of  redemption  was  usually  accompanied  by 
continuous  sales  campaigns  of  new  shares  to  prevent  diminution  of 
the   investment    company's   funds,   and   the   merchandising   of   such 

221  Id.,  p.  221. 

^^  Ibid. 

2"  Public  Examination.  Calvin  Bullock  Trn.sts,  at  .S709.  8712,  and  3716. 

*2*Id.,  at  .3710.  3717-18.  and  372.:.. 

^"  Id.,  at  3700-10  and  3718-19. 

22"  Id.,  at  3722. 

22'  Id.,  at  3710  and  .3720-7. 

228  Public  Examination,  Ross  Bf-ason  &  Co.  Group,  at  10968  9. 

22"  Id.,  at  10969. 

23"  Id.,   at  10969-72. 

231  Id.,  at  10973-4. 

232  Id.,  at  11291-2  and  Commission's  Exhibit  No.   1096. 

233  While  these  characteristics  do  not  apply  to  companies  issuing  fnceamount  cer- 
tificates, the  abuses  in  connection  with  distribution  methods  and  loading  charses  are 
generally  applicable  thereto.  (See  the  supplemental  report  on  companies  issuing  face 
amount   installment   certificates.) 
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securities  has  been  likened  to  the  merchandising  of  soap.-''*  The 
problems  presented  by  these  various  types  of  investment  trusts  and 
companies  active  in  the  distribution  of  their  shares  after  1929  were 
therefore  usually  concerned  with  the  methods  of  pricino-  and  distribut- 
ing these  shares. 

III.  SIGNIFICANT   STATISTICAL  ASPECTS   OF   THE 

INDUSTRY 

A  review  of  certain  over-all  aspects  of  investment  trusts  and  invest- 
ment companies  may  be  helpful  in  a  consideration  of  the  significance 
and  possible  consequence  of  abuses  in  the  industry.  While  detailed 
statistics  of  various  aspects  of  the  industry  have  been  presented  in 
Part  Two  of  this  report,  s(mie  of  the  general  phases  of  those  studies 
will  be  briefly  recapitulated.-"' 

A.  Size  and  Nature  of  Ownership 

Investment  trusts  and  investment  companies  by  1929  had  grown  to 
be  and,  despite  a  considerable  shrinkage  of  their  assets  since  that  time, 
still  are  an  important  factor  in  our  national  economy.  A  total  of  558 
investment  companies  of  all  types  with  aggregate  assets  of  $4,502,000,000 
were  known  to  have  been  in  existence  at  the  end  of  1936.-^^  The  large 
amount  of  capital  invested  in  these  organizations  and  the  wide  diffu- 
sion of  the  public  ownership  of  their  securities  have  created  a  situation 
in  which  a  sul)stantial  i)<)rtion  of  the  investing  public  throughout  the 
country  has  a  direct  and  innnediate  interest  in  investment  trusts  and 
companies.  It  has  been  estimated  that  at  December  31,  1935,  ap- 
proximately 1.500,000  diiferent  individuals,  after  eliminating  dupli- 
cations.-"'' were  security  holders  of  investment  trusts  and  companies.-"^ 
The  growth  of  the  i)ublic  interest  in  this  medium  of  investment  is  indi- 
cated by  the  fact  that  at  the  end  of  1927  such  security  holders  slightly 
exceeded  an  estimated  300.000  in  number.-''^  Management  investment 
companies  accounted  for  more  than  three-fifths  of  the  total  of  all 
holders  of  record  of  the  securities  of  all  types  of  investment  trusts  and 
com}3anies  at  the  ends  of  both  1927  and  1935,-*°  and  in  all  probability 
maintained  the  same  i)roi)ortidn  throughout  the  intervening  period. 
The  remaiiuler  has  consisted  of  holders"  of  certificates  of  fix"ed  and 
semifixed  investment  ti'usls.  installment  investment  plans,  and  face 
amount    installment    certificate   companies.-*^      Probably   one   out    of 

=^  Sep  stalemeiit  of  \A'illi;iin  I'aikcr,  I'liblif  Examination.  Incorporated  Investors,  at 
'ZbV2. 

^^  Reference  iinist  he  imide  to  t)^e  detailed  studies  in  Pt.  Two  for  a  complete  understand- 
ing of  the  sinnifieance  of  tlie  statistical  data  snniniarized  liere. 

2MPt.  Two,  Ch.  11.  Table  2.  p.  27  (House  Doc.  No.  70.  7«th  ron.i;.).  At  the  end  of  iy::7 
the  assets  of  the  incinstry  had  d<>clined  to  an  estimated  .$2.ho«>,00<),000,  but  by  the  end  of 
193S  much  "f  this  decline  had  l)een  recovered.     (Id.,  pp.  2!) -32.) 

="  These  duplications  are  flie  resilt  of  tlie  holdint:  by  one  person  of  the  securities  of  more 
than  one  investment  company. 

Msp(    rp^^o    f-h.  V.  pp.  :J6'.>   71    (House  Doc.  No.  70.  76th  t'on.s.K 

=>■'  Id.,  pp.  37:{-r,. 

■^"  Il)id.  and  Tahh-  111.  p.  :!70  and  Tal-le  ll."..  p.  374. 

="  II I  id. 
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every  ten  investors  in  the  country  at  present  is  a  participant  in  an 
investment  tnist  or  company.-*- 

Stockholders  of  management  investment  companies  are  located  in 
every  state,^*^  while  the  companies  themselves  are  chiefly  located  in 
the  main  financial  centers,^"**  indicating  the  interstate  nature  of  the 
distribution  process  of  investment  company  securities.  A  concentra- 
tion of  stockholders,  due  in  part  to  holdings  by  brokers  and  nominees, 
appears  in  those  states  in  which  important  financial  centers  are  lo- 
cated, particularly  New  York,  Massachusetts,  Illinois,  and  Cali- 
fornia.^^^  Furthermore,  between  50%  and  60%  of  the  larger  manage- 
ment investment  companies  proper  are  located  in  New  York  City  and 
represent  from  two-thirds  to  three-quarters  of  the  total  assets  of  that 
group. ^*^ 

The  great  majority  of  the  stockholders  of  investment  trusts  and 
companies  are  apparently  investors  of  small  amounts.  An  analysis 
of  the  distribution  of  ownership  of  common  and  preferred  stocks  of 
a  group  of  large  investment  companies  proper  shows  that  the  great 
majority  of  stockholders  held  relatively  small  blocks  of  stock.  In 
terms  of  market  value,  somewhat  over  50%  of  all  the  common  stock- 
holders of  these  companies,^*^  individuallj^  held  shares  aggregating 
$500  or  less  at  the  end  of  1936,  and  nearly  70%  held  shares  worth 
$1,000  or  less.  Of  all  the  preferred  stockholders  well  over  one-third 
individually  held  shares  with  a  market  value  of  $500  or  less  and  over 
one-half  held  shares  worth  $1,000  or  less.  The  percentage  of  holders 
of  small  amounts  was  still  greater  among  investment-holding  com- 
panies,-^® and  was  even  more  pronounced  among  investors  in  fixed 
and  semifixed  trusts,  installment  investment  plans,  and  face  amount 
installment  certificate  companies.^*^  Thus  it  appears  that  a  consider- 
able portion  of  the  capital  raised  by  investment  trusts  and  companies 
represents  the  participation  of  widely  scattered  small  security  holders, 
who  were  virtually  powerless  to  exercise  any  concerted  effort  to  pre- 
vent or  eliminate  various  malpractices  and  deficiencies,  or  to  remove 
incompetent  or  dishonest  management. 

On  the  other  hand,  a  comparatively  small  number  of  stockholders 
has  held  a  substantial  portion  of  the  outstanding  voting  shares  of  in- 
vestment trusts  and  investment  companies.  This  concentration  of 
ownership,  together  with  the  wide  diffusion  of  the  balance  of  the  stock, 
has  perpetuated  the  control  of  dominant  personalities  and  has  con- 
stituted a  factor  contributing  to  the  development  and  continuance  of 
abuses.^""  Significant  stock  control  or  influence  by  sponsors,  directors, 
oiRcers,  and  other  affiliated  interests  was  gieatest  and  most  common  in 

2*2  Op.  eit.  supra,  note  238. 

2«Pt.  Two,  Ch.  V,  pp.  396-7  (House  Doc.  No.  70.  76th  Cong.). 

2«Id.,  Ch.  II,  pp.  60-1. 

2^=  Id.,  Ch.  V,  pp.  396-7.  The  extent  of  the  geographical  distribution  of  stockholders  is 
indicated  by  a  few  specific  examples  of  varying  but  recent  dates  within  the  period.  The 
shareholders  of  National  Investors  Corporation  resided  in  41  States  ;  of  Incorporated  In- 
vestors, in  every  State;  of  Consolidated  Investment  Trust,  in  40  State.s.     (Ibid.) 

2*8  Id.,  Ch.  II,  Chart  14,  p.  61.  and  Table  27,  p.  127. 

2*' For  detailed  analyse.-^,  see  id.,  Ch.  V,  pp.  38.5-7. 

2^8  Id.,  Table  125,  p.  434  (Cf.  Table  116,  p.  386).     See  also  p.  433. 

2«  Id.,  pp.  362-6.     See  also  pp.  441-.5. 

250  One-fifth  of  1%  of  the  number  of  common  stockholders  of  a  group  of  14  management 
investment  companies  studied  held  20%  of  the  outstanding  common  shares  at  the  end  of 
1936.     (Pt.  Two,  Ch.  V,  Table  117,  p.  389  [House  Doc.  No.  70,  76th  Cong.].) 


INVESTMENT    TRUSTS   AND    IN\T5STMENT    COMPANIES  33 

the  leverage  companies.-'^  Of  122  management  investment  companies 
proper  studied,  affiliated  interests,  in  1935,  held  more  than  10%  of  the 
voting  power  in  over  three-fourths  of  the  closed-end  leverage  com- 
panies, in  over  one-half  of  the  closed-end  nonleverage  companies,  and 
in  about  one-fifth  of  the  open-end  companies.-^-  While  there  was  a 
greater  lumiber  of  small  stockholdei-s  in  investment  companies,  the 
holdings  of  the  large  investors  were  sufficient  to  constitute  blocks  of 
substantial  importance  and  influence,  and  frequently  to  provide  work- 
ing control.  A  specific  indication  of  the  concentration  of  aggregate 
common  stock  holdings  in  a  fcAv  hands  is  the  fact  that  in  1936  only  2% 
of  the  number  of  all  the  stockholders  in  14  large  management  invest- 
ment companies  proper  held  45%  of  the  total  shares  outstanding.'^^ 

Detailed  study  of  individual  investment  companies  has  shown  that 
control  generally  rests  with  a  small  group.^^*  Control  of  investment 
companies  as  a  practical  matter  is  exercised  by  the  management  groups 
and  the  interests  affiliated  with  these  groups.  This  control  is  acquired 
or  retained  in  the  investment  company  field  either  through  strategic 
stock  ownership  or  other  control  devices  such  as  management  con- 
tracts, voting  trusts,  special  classes  of  voting  stocks  or  trusteeships 
imder,  common  law,  or  business  trusts.  Furthermore,  small  stock- 
holders are  unable  effectively  to  exercise  their  combined  voting  power 
because  of  the  inadequacies  of  voting  machinery,  the  costliness  of 
conducting  a  campaign  against  the  existing  management,  and  the 
smallness  of  their  individual  stakes.  As  a  consequence,  management, 
groups  haAe  been  able  to  maintain  control  even  when  they  have  had 
only  minority  or  negligible  stock  holdings.^^^ 

B.  Concentration  of  Assets 

A  suVjstantial  proportion  of  the  assets  of  the  in^■estment  trust  and 
investment  company  industry  has  been  concentrated  in  a  relatively 
few  large  companies  throughout  the  period.  The  degree  of  this  con- 
centration is  indicated  by  the  large  proportion  of  total  assets  of  the 
industry  oAvned  by  investment  companies  which  constituted  only  5% 
of  the  number  of  companies  at  the  year-ends  1929  and  1936.  As  of 
December  31,  1929,  out  of  675  investment  companies  ^^^  with  aggre- 
gate assets  of  over  $7,000,000,000,  34  companies  (companies  constitut- 
ing the  largest  5%  of  the  total  number)  possessed  almost  $4,300,- 
000,000  of  assets.-"^  By  the  end  of  1936,  28  investment  companies  out 
of  a  total  of  558  investment  companies  in  existence  at  that  time, 

2''ipt.  Two.  <"h.  V.  pp.  404-9  (House  Doc.  No.  70.  76th  Cong.).  The  term  "affiliated  inter- 
ests" is  used  to  di'.sl^'nate  management  groups  and  connected  interests  (note  60). 

2=2  Id..  Table  121.  p.  410. 

^•■•sid..  Table  117.  p.  389. 

2''*  Id.,  pp.  398-9.  For  more  complete  discu.ssion  of  the  control  aspects  of  investment 
companies  see  p.  398  et  seq. 

-■■■•  See  id.,  p.  399.  and  note  04.  p.  401.  Control  of  the  proxy  machinery  by  affiliated 
interests  was  substantially  aided  by  ready  access  to  stockholders'  lists,  friendly  relation- 
ship with  brokers  and  other  nominees,  and  the  use  of  eorpoi-ate  funds  to  finance  proxy 
solicitations.  Representation  at  annual  meetings  of  investment  companies  in  person  and 
by  proxy  did  not  average  more  than  60%  of  the  voting  stock.  Thus  a  block  of  more  than 
30';c  of  the  outstanding  votes  usually  would  be  tantamount  to  absolute  control  at  the  meeting. 
In  cases  where  a  smaller  perct»ntage  of  votes  was  represented,  absolute  control  might  be 
exercised  by  a  nia.ioi-ity  of  the  smaller  fraction  generally  required  for  a  quorum.      (Ibid.) 

2-'«Id..  Vh.  II.  Table  2,  p.  27. 

="  Id..  Oh.  II,  Tables  5,  6,  12,  13,  14,  and  56,  pp.  .53,  .56.  92,  9-5,  98.  and  171,  respectively. 
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accounted  for  aggregate  assets  ^^^  of  about  $2,900,000,000,  of  the  in- 
dustry's total  assets  -'^  of  $4,500,000,000.  Thus,  5%.  of  the  total  num- 
ber of  investment  companies  at  the  end  of  1929  accounted  for  ap- 
proximately 60%  of  the  industry's  aggregate  assets,  and  this  concen- 
tration of  assets  increased  to  about  64%  at  the  end  of  1936. 

Because  of  the  nature  of  the  control  of  individual  companies  and 
of  the  concentration  of  a  large  proportion  of  the  industry's  assets  in 
a  comparatively  few  companies,  the  experience  of  the  investor  in  the 
investment  company  industry  as  a  wliole  is  apparently  in  a  large  meas- 
ure dependent  upon  the  competence  and  integrity'  of  a  relatively  few 
controlling  individuals. 

C.  Sales  of  and  Trading  in  Investment  Company  Securities 

The  analysis  of  sales  by  investment  com])anies  of  their  own  security 
issues  indicates  not  only  the  extent  of  the  participation  by  the  public 
in  these  organizations  but  also  the  costs  of  administration  which 
ultimately  were  borne  by  the  public.  From  the  inception  of  these 
organizations  in  this  country  to  the  end  of  1936,  these  total  sales, 
excluding  intercompany  transactions,  totaled  approximately  $7,000,- 
000,000,  of  which  $500,000,000  are  estimated  sales  prior  to  1927.-^^" 
During  1937  it  is  estimated  that  an  additional  $200,000,000  was  raised 
by  sales  of  new  investment  company  security  issues.-*'^  The  relative 
magnitude  of  this  volume  of  sales  can  be  gauged  bj-  the  fact  that  for 
the  entire  period  1927-1936.  this  volume  was  equivalent  to  more  than 
20%  of  all  nonrefunding  corporate  capital  issues.-'^- 

The  importance  of  intercompany  sales  of  investment  company 
securities — sales  by  one  investment  company  of  its  own  security  issues 
to  another  investment  company — is  indicated  by  the  fact  that  in  closed- 
end  management  investment  companies  proper  and  management  in- 
vestment-holding- companies  such  transactions  amounted  to  slightly 
more  than  $l,20l:) .000.000  during  the  1927-1935  jieriod,  while  public 
offerings  of  such  investment  company  securities  during  the  same  })eriod 
amounted  to  $2.242.000.()00.-"'' 

Of  the  more  than  $7,000,000,000  raised  by  the  sale  of  security  issues 
of  investment  trusts  and  investment  companies  for  the  period  1927 
through  1935,  between  $400,000,000  and  $500,000,000  Avas  paid  to 
underwriters,  dealers,  and  salesmen  in  connection  with  the  distribution 
of  these  securities.-***  The  gross  under-writing  and  distribution  cost,  on 
such  basis,  amounted  to  between  6 /V  and  7 //  of  gross  proceeds.  These 
figures  not  only  show  the  level  of  cost  to  investors  in  connection  with 
the  raising  of  this  capital,  but  also  may  partially  explain  the  rapid 
formation  of  investment  companies  in  this  country,  the  distribution  of 

^f*  Ibid. 

2=^  Op.  cit.  supra,   note  256. 

^""For  over-all  statistics,  see  I't.  Two.  Ch.  III.  pp.  1S3-6,  and  Table  59,  \).  1S6  (House 
Doc.  No.   70,  76th  Cong.). 

2«ipt.  Two.  Ch.  III.  p.  179  (House  Doc.  No.  70,  76th  Cong.). 

-'"  Id.,  Table  59.  p.  186.  This  percentage  may  vary  somewhat,  depending  upon  the  statistics 
used  to  measure  total  security  flotations. 

='«  Id.,  pp.  196-200.  and  Table  62.  p.  198.  These  figures  include  companiis  in  the  Atlas  and 
Equity  groups. 

201  Id.,  Ch.  VII,  pp.  503-6.  The  .$7,000,000,000  referred  to  here  covers  a  different  period 
from  the  .$7,000,000,000  referred  to  above,  and  includes  several  items  not  included  in  the 
figure  referred  to  above.     See  also  note  10,  p.  5O0. 
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the  securities  of  -which  constituted  a  substantial  source  of  profit  to  their 
sponsors.  In  addition  to  tliis  api)r()xiniately  one-lialf  billion  dollars 
paid  by  the  public  in  the  form  of  «iross  si)read  -""'  to  the  undel•^A'ritel•s 
and  distributors,  the  sponsors  also  received  in  many  cases,  as  com- 
pensation for  distribution  of  investment  company  securities,  without 
])ayment  of  cash  or  at  prices  less  than  those  charged  the  public,  options 
and  warrants  to  subscribe  to  stoclc  and  other  benefits.-"^' 

The  relation  of  the  volume  of  tradino-  in  investment  company  secnri- 
ties  on  securitj^  exchanges  to  the  total  volume  of  tradinjj  on  these 
exchan<>es  vari^ed  from  year  to  year  and  for  different  exchanges. 
While  during-  the  1927-1936  period  the  trading  in  investment  com- 
\rdny  stock  issues  averaged  about  5'/f  of  the  total  exchange  volume  in 
all  stocks,  it  approximated  20%  on  the  New  York  Curb  Exchange  for 
two  years  and  was  about  QO^}i  of  the  total  volume  on  the  Buffalo 
Stock  Exchange  for  two  years.-'" 

Since  security  issues  traded  in  the  over-the-counter  markets  have  not 
in  the  past  been  subject  to  supervision  comparable  to  that  of  securities 
traded  on  exchanges.-""  it  is  significant  that  a  greater  proportion  of  the 
investment  companies  had  all  their  issues  traded  off  exchanges  at  the 
close  of  1936  than  was  the  case  at  the  end  of  1930.="«  By  the  end  of 
1936  the  investment  companies  with  issues  traded  only  over-the-counter 
were  almost  four  times  as  numerous  as  those  with  issues  traded  on  stock 
exchanges.- '° 

D.  Portfolios  of  Investment  Trusts  and  Investment  Companies 

At  the  end  of  1936  a  total  of  558  investment  trusts  and  investment 
companies  had  an  investment  in  securities  with  an  estimated  market 
value  of  $4,055,000,000.  of  which  $3,560,000,000,  or  8S%,  consisted  of 
conmion  stocks,  Avhile  the  remainder  was  equally  divided  between  pre- 
ferred stocks  and  bonds.-'^  Regardless  of  the  capital  structures  of 
investment  companies  in  this  country  (whether  made  up  of  one  class 
of  stock,  or  common  stock  with  preferred  stock,  bonds,  or  debentures) 
jjractically  all  these  companies  have  been  substantially  funds  for  in- 
vestment in  common  stocks  or  equit}'  securities. 

It  is  estimated  that  at  the  end  of  ^1936  approximately  $2,900,000,000 
of  the  total  of  $3,560,000,000  of  connnon  stocks  in  the  portfolios  of  these 
companies  were  securities  listed  on  the  New  York  Stock  Exchange  and 
represented  5iA%  of  the  value  of  all  common  stocks  listed  on  this 
exchange.-"-  At  the  end  of  1935  the  aggregate  investments  of  all 
investment  trusts  and  companies  in  the  conmion  stocks  of  the  74  largest 
corporations  listed  on  the  New  York  Stock  Exchange  amounted  to 
appi'oximately  45 /V  of  their  total  security  investm?nts  and  constituted 
71/^ /(  of  the  value  of  all  outstanding  shares  of  these  issues.-'^ 

2C5  Tiip  gi-oss  sprond  is  the  diffi^rence  l)«»tW(>en  the  public  offering  price  and  tlie  net  pro- 
ceeds received  by  the  issuing;  compiiny. 

anspt    T^y(,    ch.  III.  p.  203   (House  Doc.  No.  70,  7«th  Cong.). 

2"  Id.,  Ch.  IV,  p.  .304. 

2^  Securities  tradc^d  on  sttxk  exclian.ges  arc  not  only  sub.lect  to  the  rules  of  the  exchanges 
but  also  to  the  disclosure  and  other  piovisioiis  of  the  Securities  Exchange  Act  of  1!;I34. 

™' Op.  (it.  supra,  mite  267. 

"« Ibid. 

2"  Pt.  Two.  Ch.  VIIT.  p.  fi26  et  .seg.   (House  Doc.  No.  70.  76th  Cong.). 

■■'"  Ibid. 

«'  Ibid. 
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The  average  number  of  issues  in  the  portfolios  of  individual  invest- 
ment trusts  and  companies  at  the  end  of  1935  was  72  for  the  manage- 
ment investment  companies  proper  ^^*  and  28  for  the  large  fixed  and 
semifixed  investment  trusts.^^^  About  half  of  the  investment-holding 
companies  studied  had  less  than  seven  issues  in  their  portfolios,- ^^  and 
in  the  case  of  most  of  these  investment-holding  companies  the  greater 
part  of  the  portfolio  consisted  of  but  a  single  issue.-^^  Although  all 
management  investment  companies  proper  had  a  total  of  about  3,000 
different  security  issues  in  their  combined  portfolios  at  every  j^ear-end 
from  1929  to  1936,-^^  the  major  portion  of  the  aggregate  invested  fluids 
was  concentrated  in  a  relatively  small  number  of  issues.^^^  At  the  end 
of  1936,  half  the  value  of  the  combined  portfolios  of  management 
investment  companies  proper  was  accounted  for  by  only  61  different 
issues,  as  compared  with  a  total  of  TT  issues  at  the  end  of  1929.  This 
greater  concentration  at  the  end  of  1936  was  due  in  part  to  the  increase 
in  uniformit37^  in  the  security  holdings  of  individual  investment  com- 
panies.-^° 

A  large  number  of  investment  trusts  and  companies  were  specialized ; 
that  is,  they  restricted  their  investments  entirely,  or  predominantly, 
to  securities  of  a  single  indastry.  At  the  end  of  1936,  such  companies 
numbered  about  one-fourth  of  all  management  investment  companies 
proper,  and  the  value  of  their  portfolios  amounted  to  almost  10% 
of  the  value  of  the  portfolios  of  all  the  investment  companies  in  this 
group.^®^  Practically  all  the  investment-holding  companies  were 
specialized  companies.-^^  Of  the  fixed  and  semifixed  investment  trusts, 
approximately  30%  were  restricted  to  investments  within  a  single 
industry.-^^ 

E.  Performance 

Among  the  principal  claims  made  by  sponsors,  managers,  and  dis- 
tributors of  the  securities  of  management  investment  companies  was 
that  these  organizations  afforded  the  investor  a  kind  of  specialized 
and  expert  management  of  investment  which  he  was  not  qualified  to 
undertake  himself  or  could  not  individually  afford  to  secure.  One 
major  emphasis  in  the  sales  literature  of  the  investment  company 

2"Pt.  Two,  Ch.  VIII,  pp.  542-5  (House  Doc.  No.  70,  76th  Cong.).  This  figure  covers  150 
investment  companies  and  does  not  include  the  companies  in  the  Atlas  and  Equity  groups. 

^^  Id.,  pp.  608-9.  This  flsjure  covers  45  fixed  and  semifixed  investment  trusts  whose  assets 
at  some  time  exceeded  $500,000  during  the  period  1927-1935. 

276  i,j    pp   596-7,  and  note  86,  p.  597.     The  number  of  companies  studied  was  35. 

'"''  Ibid.  At  the  end  of  1929,  in  one-half  of  the  management  investment  companies  proper 
(excluding  the  companies  in  the  Atlas  and  Equity  groups),  a  single  issue  made  up  more 
than  10.4%  of  the  market  value  of  the  individual  portfolios.  At  the  end  of  1935,  a  single 
issue  accounted  for  more  than  7.2%  of  the  portfolios  of  these  companies.  (Pt.  Two.  Ch. 
VIII,  pp.  546-9.) 

2^8  Id.,  pp.  572-3,  and  Table  175,  p.  573.  This  does  not  include  companies  in  the  Atlas 
and  Equity  groups. 

2^9  Id.,  pp.  580-2,  and  pp.  610-12,  and  Table  179.  p.  582.  In  the  combined  portfolios  of  a 
selected  group  of  general  diversified  companies,  as  well  as  in  the  fixed  and  semifixed  trusts, 
the  concentration  in  a  small  number  of  issues  was  even  more  marked.      (Ibid.) 

^8"  Id.,  pp.  580-3,  and  Table  179,  p.  582.  These  figures  cover  164  management  Investment 
companies  proper  for  the  1936  year-end  and  116  companies  for  the  1929  year-end. 

281  Id.,  pp.  536-8,  and  Table  162,  p.  540.  This  does  not  include  companies  in  the  Atlas 
and  Equity  groups. 

282  Id.,  pp.  596-7. 

283  Id.,  pp.  615-16.     This  is  based  on  a  study  of  214  fixed  and  semifixed  trusts. 
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industry  was  upon  tlie  qualifications  and  expertness  of  the  management 
of  these  investment  companies. 

Some  indication  of  the  validity  of  these  claims,  based  upon  past 
performance  of  management  investment  companies  in  this  country, 
may  be  obtained  by  a  comparison  of  the  performance  of  management 
with  the  performance  of  a  common  stock  index.^^*  Over  the  period 
1927-1937  as  a  whole  (which  represents  almost  the  entire  period  of 
the  importance  of  these  organizations  in  this  country,  and  which 
included  years  of  rising  and  declining  prices,  and  active  and  inactive 
security  markets),  no  significant  difference  existed  between  the  per- 
formance of  these  investment  companies  and  that  of  the  common 
stock  index,  although  the  performance  of  investment  companies  was 
slightly  worse  than  the  index  during  years  of  rising  security  prices 
and  better  than  the  index  during  periods  of  declining  security 
prices.^**^  For  the  period  1930-1935,  a  comparison  of  the  experience 
of  an  individual  who  kept  his  funds  on  deposit  in  a  savings  bank,  or 
in  government  or  other  high-grade  bonds  with  the  experience  of  an 
investor  in  a  typical  or  average  investment  company  indicates  a  more 
favorable  experience  for  the  former  individual.^^'^  However,  there  is 
no  indication  of  the  extent  to  which  the  average  individual  investor 
in  securities  actually  achieved  a  performance  as  good  as  the  common 
stock  index  or  typical  investment  company.  In  addition  individual 
investment  companies  varied  widely  in  their  performance.  For  ex- 
ample, $1.00  in  net  assets  at  January  1,  1930,  in  the  best  performing 
closed-end  company  of  the  group  analyzed  increased  in  value,  wdth 
distributions  reinvested  annually,  to  $1.26  at  the  end  of  1937,  while  in 
the  poorest  performing  company  in  this  group,  $1.00  in  net  assets 
declined  in  value  to  15^  over  the  same  period.  These  extremes  may 
be  compared  with  the  average  company  in  which  $1.00  in  net  assets 
at  the  beginning  of  the  period  was  worth  760  at  the  end  of  the 
period.^^^ 

As  the  performance  of  these  investment  companies  was  substantially 
that  of  a  common  stock  index — which  may  be  regarded  essentially 
as  an  unmanaged  portfolio — it  appears  that  the  typical  investment 
company  over  the  past  decade  failed  to  meet  the  sometimes  avowed 
objective  of  a  performance  surpassing  such  an  index.  The  failure  of 
investment  companies  to  meet  this  criterion  of  performance — and  it  is 
recognized  that  it  is  not  the  only  criterion  which  may  be  employed — 
is,  of  course,  attributable  to  many  factors  and  problems  inherent  in 
the  management  of  investments.  However,  the  record  of  public  ex- 
aminations amply  demonstrates  that  the  quality  of  the  performance 
of  the  investment  company  industry  as  a  whole  was  in  no  small  meas- 
ure adversely  affected  by  the  cumulative  effect  of  the  subordination 
of  the  interests  of  these  organizations  to  the  pecuniary  interests  of 
their  controlling  persons. 

281  The  performance  of  management  is  measured  by  the  performance  of  the  managed  fund 
as  a  whole  without  taliing  into  account  the  costs  of  distribution  paid  by  investors  and  is 
not  measured  by  the  experience  of  tlie  holders  of  each  of  the  different  classes  of  securities 
outstanding.  The  index  used  is  the  Standard  Statistics  Company  index  of  90  common 
stocks. 

286  pt.  Two,  Appendix  J,  pp.  904-6,  and  Supplement  V,  p.  933  et  seq.  (House  Doc.  70, 
76th  Cong.). 

28«ld.,  Appendix  J.  p.  873. 

=>"  Id.,  Appendix  J,  Supplement  V,  p.  933  et  seq. 
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F,  Investors'  Experience 

With  respect  to  the  preservation  of  the  capital  entrusted  to  all 
investment  trusts  and  investment  companies  by  the  holders  of  every 
type  of  security  issued  throughout  the  period  1927-1935,  the  analysis 
indicates  a  substantial  shrinkao-e.-'*'^ 

The  net  assets  of  investment  trusts  and  companies  at  the  beginning 
of  1927  -"«  aggregated  almost  $900,000,000.  while  total  capital  raised  up 
to  the  end  of  1935  amounted  to  about  $7,900,000,000.  which  included 
more  than  $7,000,000,000  from  the  sale  of  new  issues  of  investment 
company  securities  in  the  period.  Of  this  $7,900,000,000  almost  $1,600,- 
000,000  was  returned  to  investors  through  the  medium  of  repurchases 
by  the  investment  companies  of  their  own  outstanding  securities,  thus 
reducing  the  total  capital  investment  of  the  public,  as  at  the  end  of 
1935,  to  about  $6,300,000,000.  However,  the  current  market  value  of 
the  net  assets  of  the  investment  companies  and  investment  trusts  in 
existence  at  the  end  of  1935  amounted  to  only  about  $3,400,000,000. 
Therefore  investors  as  a  group  sustained  a  combined  loss,  realized  and 
unrealized,  as  at  the  end  of  1935  of  over  $2,900,000,000,  which  repre- 
sented a  vshrinkage  in  capital  of  more  than  one-third  (379c )  of  the 
amount  originally  paid  by  investors  for  the  securities  of  investment 
trusts  and  investment  companies.-""  On  the  same  basis,  investors 
in  management  investment  companies  proper  alone  suffered  a  44% 
loss,  realized  and  unrealized,  on  their  total  investment.-^^ 

Interest  and  dividends  received  by  the  security  holders  of  all  invest- 
ment trusts  and  companies  from  1927  through  1935  aggregated  nearly 
$1,200,000,000,  or  less  than  3%  per  anmun  on  the  average  capital 
investment,-^-  while  investors  in  management  investment  companies 
proper  received  an  average  of  less  than  2^i  amiually.-^^  These  pay- 
ments represented  a  smaller  return,  on  the  average,  than  investors 
would  have  received  from  other  types  of  investments,  such  as  United 
States  government  bonds  or  diversified  lists  of  bonds  or  stocks  as 
represented  in  the  usual  iiidexes. 

The  gross  ordinary  income  of  management  investment  companies 
proper  during  the  period  January  1,  1927,  to  December  31,  1936,  ag- 
gregated approximately  $440,000,000,  of  which  73%  comprised  divi- 
dends, and  23%,  interest.-^ ^  Stated  as  a  percentage  of  the  average 
market  value  of  total  assets,  gross  ordinary  yearly  income  ranged 

"88  This  statement  and  the  figures  in  the  following  paragraph  cover  all  the  funds  paid 
in  by  purchasers  of  all  types  of  securities  issued  hy  these  companies,  including  fees  for 
distribution.  The  analysis  did  not  attempt  to  consider  separately  the  experience  of  the 
holders  of  each  class  of  security  or  the  experience  of  particular  individuals  who  may  each 
have  been  affected  differently  but  was  restricted  to  the  deteiniinatiou  of  what  happened 
to  the  total  funds  paid  in  hy  the  combined  group  of  investors. 

-'S3  For  th(>  figures  that  follow,  see  Tt.  Two.  Ch.  VII.  pp.  503-6  (House  Doc.  No.  70, 
76th  Cong.). 

^  If  allowance  is  made  for  interest  and  dividends  received  by  holders  of  investment 
company  securities,  the  net  loss  to  investors  is  estimated  to  be  about  22 '/r  of  the  total 
amount  invested.     (Pt.  Two,  Ch.  VII.  pp.  .jOo-0  (House  Doc.  No.  70.  76th  Cong.].) 

2fiPt.  Two.  Ch.  VII,  pp.  507-9  (House  Doc.  No.  70.  76th  Cong.  I .  This  group  includes 
the  companies  in  the  Atlas  and  Equity  groups.  With  allowance  for  interest  and  dividends 
received,  the  combined  net  loss  to  all  investors  in  management  investment  companies 
proper  is  estimated  to  be  about  32%  of  their  total  investment.     (Ibid.) 

2»2id..  pp.  503-6. 

^^  Id.,  pp.  507-9.     This  group  includes  the  companies  in  the  .\tlas  and  Equity  groups. 

29*  Id.,  Ch.  II,  p.  78.     The  companies  in  the  Atlas  and  Equity  groups  are  not  included  here. 
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from  334%  to  about  51/^%  for  the  period  1930  to  1936.-»^  Operating 
expenses  absorbed  about  20%  of  ordinary  income  over  tne  period 
1927-1936,  while  expenses  for  sahiries  and  management  fees  accounted 
for  more  than  44%  of  the  total  operating  expenses.-'"* 

IV.  DEVELOPMENT  OF  PUBLIC  CONSCIOUSNESS  OF 

ABUSE 

This  section  outlines  briefly  the  extent  and  growth  of  the  public 
expression  of  dissatisfaction  with  and  criticism  of  investment  trusts 
and  investment  companies  in  this  country,  particularly  in  published 
articles,  reports  of  public  agencies  and  financial  associations,  and 
editorial  comment  in  the  press.  The  material  in  this  section  is  not 
submitted  as  proof  of  the  existence  of  abuses  or  deficiencies  in  the 
industry.-"^  Rather  it  is  a  reflection  of  the  trend  of  public  opinion 
concerning  these  organizations  during  various  phases  of  their  de- 
velo])ment  in  this  country  and  an  indication  that  this  public  o])inion, 
including  that  of  the  more  conservative  elements  of  the  public,  has 
recognized  the  serious  nature  of  the  problems  which  must  be  met. 

The  nature  and  growth  of  the  criticism  of  investment  companies 
have  been  affected,  to  a  large  extent,  by  the  course  of  the  develo]j- 
ment  of  the  industry.  Material  relating  to  investment  trusts  and 
investment  com})anies  published  prior  to  1929  was  in  the  main  pro- 
motional in  charactei'.  Most  of  the  material  critical  of  investment 
trusts  ai)peared  in  publications  which  did  not  have  wide  public  cir- 
culation. Furthermore,  contiiuiously  rising  security  prices,  which 
were  reflected  in  the  performance  of  investment  companies,  and  tlie 
general  attitude  of  tlie  investing  public  prioi-  to  the  stock-market 
break  in  1929  combined  to  lessen  the  force  of  adverse  criticisms  and 
to  discredit  their  validity  at  a  time  when  almost  70%  of  the  total 
public  investment  in  these  companies  was  being  made.-''^  However, 
after  October  1929,  when  investment  company  securities  reflected  the 
general  decline  in  stock  market  prices  and  sold  at  substantial  dis- 
counts from  their  asset  values  instead  of  at  the  premiums  previously 
commanded,  severe  losses  were  experienced  by  the  holders  of  these 
securities.  Thereafter,  criticism  of  these  investment  organizations 
increased  substantially. 

A.  Prior  to  October  1929 

While  a  substantial  amount  of  publislied  material  relating  to  invest- 
ment trusts  and  investment  companies  appeared  during  the  years  1921 
through  1929,  most  of  these  writings  were  of  a  promotional  or  semipro- 
motional  nature.-"*^    Since  the  period  immediately  preceding  the  stock- 

-■"=  Ibid.  Owing  to  Uie  rjipid  inflow  of  new  capitnl  during  1927.  192S.  and  ]92'.>,  tne 
average  niniket  valnc  of  total  assrts  was  not  cali-ulated  tor  tlicse  years.  (Id..  Chi.  II.  note 
66.) 

^"i  I't.  Two.  Ch.  II.  pp.  7.S-.S1  (House  Doc.  No.  70.  76th  Cong,).  These  figures,  of  course, 
do  not  represent  the  total  compensation  to  management  interests,  which  also  frequentlj-  re- 
ceived commissions  on  the  distrihution  of  securities,  options,  warrants,  profit-sharing  agree- 
ments, brokerage,  and  other  forms  of  compensation  not  appearing  as  management  expenses 
in  the  income  accounts.      (Ihid.  and  see  discussion  supra.) 

'^^  Tlie  sUlisequent  chapters  of  this  part  of  the  report  contain  the  evidence  adduced  by  the 
Commission  in  its  study  as  to  these  abuses  and  deficiencies. 

2"8Pt.  Two.  Ch.  Ill,  pp.  18.!-6,  and  Talile  59,  p.  186  (House  Doc.  No.  70,  76th  Cong.). 

»»See  Ft.  One,  Ch.  Ill,  pp.  .57-62  (House  Doc.  No.  707,  7.".th  Cong.). 
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market  decline  of  October  1929 — particularly  the  years  1927-1928  and 
the  early  part  of  1929  when  the  industry  reached  its  maximum  rate  of 
growth — was  one  of  rapidly  rising  security  prices,  the  performance  of 
investment  companies  reflected  this  stock-market  boom.  These  invest:: 
ment  organizations,  therefore,  were  not  in  those  years  subjected  to  the 
influence  of  adverse  business  conditions  or  precipitous  security  market 
declines.  As  a  consequence,  whether  attributable  to  the  sense  of 
security  in  which  writers  and  economists  had  been  lulled  or  otherwise, 
relatively  little  criticism  was  directed  toward  the  potential  weaknesses 
of  the  growing  industrJ^  However,  some  concern  was  manifested  pub- 
licly with  respect  to  the  future  in  this  country  and  the  latent  defi- 
ciencies and  abuses  of  these  investment  organizations.  As  early  as 
1920  the  necessity  for  careful  and  expert  management  as  the  requisite 
for  the  successful  operation  of  investment  companies  was  emphasized 
in  an  article  in  the  Federal  Reserve  Bulletin,^°"  which  stated : 

The  fundamental  principle  of  the  investment  trust  is  the  distribution  of  risk  by 
the  investment  of  funds  in  the  securities  and  bonds  of  a  great  number  of  enter- 
prises, investment  in  any  one  security  usually  being  limited  to  a  fraction  of  the 
capital,  say  10  percent.  *  *  *  a  company  formed  for  the  purpose  of  investment 
is  in  a  position  to  investigate  the  financial  condition  of  undertakings  in  which 
funds  may  profitably  be  invested.  The  officers  of  such  a  company  developed  the 
habit  of  forming  dependable  judgments  of  economic  conditions  in  foreign  countries- 
and  conditions  of  the  investment  market.    *    *    * 

It  goes  without  saying  that  no  investment  trust  can  be  successful  except  under 
the  most  careful  management  and  with  the  assurance  of  expert  reports  on  all  its 
holdings. 

In  1922  the  existence  of  the  conflict  of  interests  between  the  sponsors 
and  managers  of  investment  companies  on  tlie  one  hand  and  the  inves- 
tors on  the  other  and  the  possible  consequences  of  such  conflicts  were 
strongly  indicated  by  a  financial  writer,  who  stated :  ^°^ 

In  theory  the  investment  company  is  in  a  position  to  render  a  valuable  service 
to  small  investors  by  eliminating  excessive  risk  from  investment  in  securities  ;  but 
in  practice  this  theory  seldom  works  out  in  such  a  way  as  to  be  entirely  satis- 
factory. This  is  due,  not  to  any  inherent  weakness  of  the  investment  principle, 
but  merely  to  the  fact  that  any  type  of  ownership  organization  in  business  must 
be  run  by  man,  who  is  not  infallible  in  his  .iudgment  of  the  future  value  of  busi- 
ness undertakings.  Another  weakness  militating  against  proper  insurance  of 
small  investors  who  buy  s^ecurities  of  investment  companies  lies  in  the  fact  that 
these  companies  are  private  mider takings  usually  operated  by  those  who  manage 
them,  and  who  look  first  to  their  own  private  profit.  This  feature  is  emphasized 
by  the  extensive  use  of  founders  and  managers  shares  which  are  usually  held  by 
those  persons  who  were  particularly  interested  in  promoting  such  companies. 
Their  stock  is  frequently  guaranteed  by  a  first  claim  to  a  fixed  rate  of  dividend 
and  on  assets  with  right  to  share  liberally  in  extra  profits.  This  prospect  of 
extra  profit  and  security  has  led  many  managers  of  investment  companies  to  put 
the  capital  into  speculative  securities,  which  as  frequently  as  not  prove  unprofit- 
able. For  these  reasons  it  is  open  to  serious  doubt  whether  the  investment  com- 
pany really  does  render  a  service  to  modern  industry  that  cannot  as  well  be  left 
to  the  individual  investor.  The  latter  is  no  better  equipped  to  ascertain  the  value 
and  stability  of  the  securities  issued  by  investment  companies  than  of  those  issued 
by  operating  concerns.  It  would,  in  most  cases,  be  much  safer  for  him  to  invest 
in  the  stocks  of  the  big.  firmly  established  industrials  and  railways,  or  in 
government  bonds. 

So,  too,  as  early  as  1923  the  officials  of  the  New  York  Stock  Ex- 
change apparently  were  concerned  with  the  absence  of  restrictions 

s™  Federal  Reserve  Bulletin,  Vol.  6,  November  1920,  The  Investment  Trust  as  a  Channel 
for  Investment  Abroad,  p.  1168. 

^01  Stockder,  Archibald  H.,  Business  Oxcnersh'p  Organization,  1922,  p.  .302.  ' 
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upon  the  possible  activities  and  investments  of  investment  trusts,  and 
these  vehicles  were  characterized  as  "blind  pools."  ^''- 

On  July  24,  1924,  the  New  York  Stock  Exchange  adopted  a  resolu- 
tion to  the  effect  that  the  association  of  members  of  the  Exchange  as 
organizers,  managers,  or  otherwise  with  investment  trusts  which  did 
not  properly  protect  their  investors'  interests  might  be  held  by  the 
Exchange  to  be  an  act  detrimental  to  the  interests  of  the  Exchange 
and  thereby  render  the  members  liable  to  disciplinary  action.^"^  In 
view  of  the  subsequent  growth  of  the  investment  company  industry 
and  the  part  of  Exchange  members  in  sucli  growth,  it  is  difficult  to 
say  that  this  resolution  had  any  great  practical  effect,  although  it  does 
indicate  the  early  recognition  by  informed  financial  opinion  of  the 
possibility  of  abuse  in  this  new  investment  vehicle. 

Subsequently,  in  1927,  the  National  Association  of  Securities  Com- 
missioners, comprised  of  state  officials  charged  with  enforcement  of 
security  fraud  statutes  (Blue  Sky  laws)  of  the  various  states,  adopted 
a  resolution  creating  a  committee  on  investment  trusts  to  study  and 
examine  the  subject.^''*  The  particular  problem  presented  to  the 
committee  Avas  to  determine  the  characteristics  of  investment  trusts 
so  that  the  public  interest  could  be  protected  without  unduly  disturb- 
ing companies  which  were  relatively  sound  and  well  managed.  After 
an  extended  period  of  study,  the  committee  made  its  report  in  1929, 
adopted  by  the  association,  which  aimed  at  strengthening  existing 
Blue  Sky  laws.^'^^ 

As  has  been  indicated,  by  1928  the  industry  was  growing  rapidly  and 
had  assumed  large  proj^ortions.  In  that  year  the  Attorney  General 
of  the  State  of  NeAv  York,  through  the  Security  Bureau,  Department 
of  Law,  conducted  a  survey  of  investment  trusts  and  made  a  report 
which  discussed  some  abuses  and  recommended,  among  other  things, 
that  investment  trusts  organized  under  the  laws  of  New  York  be 
required  to  incorporate  under  the  banking  laws  and  thus  be  made  sub- 
ject to  the  supervision  of  the  state  banking  superintendent.^"*'  A  bill 
for  the  regulation  of  investment  trusts  was  introduced  in  1928  in  the 
legislature  of  the  State  of  New  York,  but  failed  of  enactment.^"'^ 

Similar  concern  as  to  the  future  of  investment  trusts  and  investment 
companies  in  this  country  was  manifested  in  February  1928  by  Repre- 

™-A  New  York  broker  wJi<>  later  sponsored  an  invt'Stmont  company,  testified  at  a  public 
examinatioii  ^testimony  of  T'aiil  Shicldti,  Public  Examiuation.  Chain  Store  StocTis,  .nc, 
at  l.'ifiSS)'  •."'i  remember  when  I  first  went  to  the  [New  York]  Stock  Exchange  in  1923  to 
suggest  one.  (an  investment  trust  1  to  them  and  they  had  never  heard  of  an  investment 
trust  at  that  time  and  they  called  it  a  blind  pool.     *      *      *  •• 

303  s^f.  pf    Q„e.  fh.  III.  p.  G3  (House  Doc.  No.  707,  75th  Cong.). 

«»  The  AV'M-  York  Times,  January  27,  1929,  "New  Code  to  Guide  Investment  Trusts,"  pp. 
N9  and  N14. 

3?^  Ibid.  The  report  .included  a  code  of  ethics  which  provided  among  other  things: 
'The  personnel  of  the  oflBfe  and  management  should  show  a  clear  record  of  good  business 
repute  and  should  be  men  of  integrity  and  investment  experience.  *  *  *  The  officers, 
piomoters.  or  managers  should  make  an  investment  of  their  own  funds  sufficient  to  insure 
u  personal  interest  in  the  proper  conduct  thereof." 

Tlif  code  further  provided  that  there  should  be  "A  clear  statement  of  any  privilege 
accorded  the.  incorporators,  officers,  or  managers." 

■*■•  Ottinger.  Albert.  Attorney  General.  "Investment  Trusts — A  survey  of  the  Activities 
and  Forms  of  Investment  Trtists  with  Recommendation  for  Statutory  Regtdation  by  the 
New  York  State  Department  of  Law  (1927)  and  Supplementary  Survey  (1928).  See 
Keane't  Manual  of  Investment  'J'rusts,  1928,  p.  651  et  seq.,  and  p.  741. 

•■*^  For  a  copy  of  tlie  pioposed  bill,  see  Keane's  Manual  of  Investment  Trusts.  1928. 
p.  773. 
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sontative  McFaddeii.  of  Pennsylvania,  in  a  speech  in  the  House  of 
Kepresentatives,  in  wliich  he  stated :  ^^'^ 

'  *  *  My  chief  concern  about  oiir  iuvestiiieut  tnists  is  their  future  growth. 
Will  our  trusts  protect  the  savings  of  our  American  investors,  or  will  millions 
be  lost  through  unsound  management? 

iti  ilf  *  *  *  *  ^ 

it  may  be  necessary  to  place  investment  trusts  under  the  regulation  and  control 
of  the  Federal  Reserve  Board  by  amending  the  Federal  Reserve  Act. 

On  October  15,  1928,  the  investment  companies  committee  of  The 
Investment  Bankers  Association  of  America  recommended  to  the  asso- 
ciation at  its  annual  convention  that  a  code  of  practice  be  fornudated 
for  investment  companies,  and  accord  was  expressed  with  the  report 
of  the  National  Association  of  Securities  Commissioners,  referred  to 
previously.'"^ 

Toward  the  close  of  1928  the  Commercial  &  Financial  Chronicle, 
discussing'  the  dangers  in  launching  investment  companies  in  periods 
of  boom  prices,  stated :  ^^^ 

It  is  perhaps  unfortunate  that  these  investment  companies  have  sprung  up 
among  us  in  a  period  of  inflated  credit  and  boom  prices  on  the  Exchange.  For 
while  they  have  a  place  in  our  financial  affairs  if  properly  conducted  within 
limited  areas  of  investing  they  must  be  affected  by  the  conditions  now  environ- 
ing the  issuance  of  stocks  and  bonds,  and  they  should  be  approached  with 
caution  by  the  investing  public. 

Prior  to  1928,  the  New  York  Curb  Exchange  did  not  admit  to  full 
listing  the  securities  of  organizations  which  it  regarded  as  investment 
trusts,  although  during  1927  and  1928  issues  of  some  companies  which 
are  now  generally  regarded  as  investment  companies  or  investment 
trusts  were  either  fully  listed  or  admitted  to  unlisted  trading  privi- 
leges. On  November  14,  1928,  the  New  York  Curb  Exchange  desig- 
nated a  conuiiittee  on  investment  trusts  to  consider  applications  for 
listing  of  shares  of  such  oi-ganizations.-''^  On  April  29.  1929,  the  NeAv 
York  Curb  Exchange  adopted  the  recommendation  of  its  committee  and 

*"*  Congressional  Record.  Fc1iriiai-y  29.  192S.  pp.  :!S08-9.  See  also  article  discussing 
this  speech,  Commercial  d-  Financial  Chronicle.  Marcli  10.  192S,  Vol.  126.  p.  1448,  and 
Keane's  Manual  of  Investment  Trustx,  1928,  p.  597. 

sou  Proceedings  of  tbe  Seventeenth  Annual  Convention  of  The  Investment  Banl^ers 
As.sociation  of  America,  at  Atlantic  City.  New  Jersey.  Qctobt-r  1">-19.  1928  (Chicago.  1928), 
pp.  56.  85.  and  87. 

'i^n  Commercial  d-  Financial  Chronicle,  December  15.  1928.  "Investment  [Trust]  Com- 
panies," Vol.  15.  p.  3301.  The  above  comment  appeared  at  a  time  when  the  American 
experience  with  investment  companies  was  comparable  to  the  British  experience  In 
1889.  This  article  may  be  compared  with  one  entitled  '-The  'Boom'  in  Trust  Com- 
panies" in  the  Economist  Weckli/  Commercial  Time/*.  London,  on  April  6.  1889,  p. 
433,  which  stated  ;  *■  ♦  *  "although  successful  with  the  public,  the  companies  have 
not  in  some  cases  been  able  to  make  a  very  favorable  start  in  business  for  they  have 
followed  so  fast  upon  each  other's  heels  that  they  have  experienced  great  difficulty  in 
purcliasing  proper  investments.  *  *  •  indeed  so  rapid  has  been  the  advance  that 
it  is  stated  several  of  the  new  trusts  have  been  unable  to  effect  purchases  and  are 
now   rather   doubtful   as   to   the   direction   in    which    their   money    shall   be   invested." 

An  article  in  the  same  publication,  on  February  4.  189."^  entitled  "The  Difficulties 
of  The  Trust  Companies"  (p.  131 )  sums  up  the  same  matter  In  the  following  language  : 
"*  *  *  that  those  responsible  for  the  management  of  these  Trusts  have  based  no 
inconsiderable  part  of  their  operations  upon  false  principles  with  the  inevitable  resu't 
that  after  a  moi'e  or  less  brief  period  of  apparent  prosperity,  losses,  and  difficulties 
have  arisen     *     *     *." 

•'"Pt.  Two,  Ch.  IV.  pp.  288-9  (House  Doc.  No.  70.  76th  Cong.). 
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admitted  to  unlisted  tradiiijji:  privileges,  seeurities  of  oi<>anizati<)ns 
recopiized  to  be  investment  trusts.'*^- 

Apparentlv  because  of  an  increasing'  number  of  investment  bankers 
and  brokerage  firms  who,  attracted  by  the  profit  possibilities  in  invest- 
ment c(mipanies.  became  closeh'  identified  with  such  organizations,  the 
Xew  York  Stock  Exchange  also  undertook  a  study  of  the  industry. 
As  a  result,  on  June  6,  1929.  the  Exchange  promulgated  its  "Tentative 
Special  Requirements  for  Listing  Investment  Trust  Securities."  ^^^ 
While  limited  in  their  scope,  these  requirements  did.  nevertheless,  re- 
quire a  statement  from  the  applicant  company  relating  to  such  matters 
as  duality  of  interest  of  officers  and  directors  of  such  companies  and  a 
submission  to  the  conunittee  on  stock  listing  of  data  relating  to  manage- 
ment contracts,  excessive  unfunded  debt,  connnissions  beyond  those 
customar}'  and  reasonable,  and  the  like. 

These  requirements  laid  down  by  the  New  York  Stock  Exchange 
were  another  manifestation  of  the  awareness  by  the  financial  com- 
munit}'  of  the  susceptibility  of  this  growing  industry  to  abuses.  How- 
ever, the  sphere  of  influence  of  the  New  York  Stock  Exchange  was 
relatively  limited  because  few  investment  trusts  applied  for  listing.^^* 
Furthermore,  the  problem  of  adequate  supervision  by  the  Exchange, 
assuming  that  the  jurisdiction  of  the  Exchange  extended  to  these 
organizations,  was  aggravated  by  the  fact  that  many  investment  com- 
panies were  sponsored  by  members  and  thus  conflicts  of  interests  may 
have  permeated  their  transactions.  While  there  were  advantages 
accruing  to  investment  companies  by  the  listing  of  their  securities  on 
the  New  York  Stock  Exchange,  yet  the  conditions  in  1929  were  of  such 
a  favorable  nature  as  to  permit  S})onsors  to  launch  investment  com- 
panies in  the  over-the-counter  markets. 

In  an  article  in  the  Atlantic  iMonthly  for  March  1929,''''  a  sponsor 
of  an  investment  company,  discussing  the  history  of  the  early  difficul- 
ties of  the  investment  trust  in  England,  predicted  that,  unless  pro- 
moters in  the  United  States  avoided  similar  "errors  and  false  i)rin- 
ciples,  *  *  *  we  [in  the  United  States]  shall  inevitably  go  through  a 
similar  period  of  disaster  and  disgrace.''  In  the  opinion  of  the  author, 
two  major  abuses  were  conmion  :  (1)  Investment  companies  were  being 
operated  primarily  to  serve  the  self-interests  of  the  sponsors  rather 
than  the  best  interests  of  shareholders;  and  (2)  investment  companies 
were  being  used  as  a  depositary  for  otherwise  unmarketable  securities. 
The  author  stated  that  he  had  testified  before  a  conunittee  of  the  New 
York  Stock  Exchange  that  ehe  connnon  general  abuses  of  investment 
company  ])romoters  and  managers  coidd  be  traced  to  "dishonesty," 
"inattention,"  "inability,"  and  "greed,"  and  cited  various  illustrations 
of  abuses  in  support  of  the  points  raised. 

^1'-'  Ibid.  Among  othfi-  conditionss  of  listing.  lnv<>stnient  trusts  were  required  to  .'igiHe 
not  to  repurchase  tlieir  securities  at  prices  in  excess  of  assft  value  and  to  puhlisii  cert-iin 
specified  information  relating  to  their  portfolios  in  annual  reports  to  investors.  (Ibid, 
and  App«'ndix  (\  i)p.  7."i."i— <>(>.) . 

'^'}'t.  Two  (House  Doc.  No.  70,  7(>lh  ("ouk.  )  Cli.  IN',  pp.  2N7-S  and  note  lil.  p.  2.SN  ;  see 
also  Appendix  D.  p.  779  et  seq. 

>"  Id.,  pp.   287-95. 

K«  Cabot,    Paul    C,    "The    Investment   Trust,"   Atlantic  Monthly,  March    19:^9.    pp.    401 
408.      Mr.    Cabot   was    an    organizer   and    has   been    an    ofBcer    of   State    Street    Investment 
•  "orporation   since   its  ineeption.      He  has   been   president   since   January   30.    19."^4.      (Repl.v 
lo  the  Commission's  fpiestionnaire  for  State  Street  Investment  Corporation,  I't.  VII.) 
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An  investment  banker,  speaking  in  1929  on  the  floor  of  the  eighteenth 
annual  convention  of  the  Investment  Bankers  Association  of  America, 
j>ointed  out  some  of  the  unsound  purposes  motivating  the  formation 
of  investment  companies  as  follows :  ^^® 

I  saw  a  pretty  good  example  of  it  about  two  months  ago.  One  of  our  Governors 
sent  a  man  up  from  the  south  with  a  letter  of  introduction  to  me ;  the  fellow 
wanted  to  form  an  investment  trust.  This  Governor  asked  me  if  I  could  give  him 
any  slant  on  it.  He  said :  "If  I  form  an  investment  trust  with  this  fellow,  I  do 
not  known  whether  I  am  getting  a  wildcat  by  the  tail,  or  not.  I  would  like  to  have 
you  tell  me."  The  man  came  and  talked  to  me  about  this  thing  and  I  said : 
"Just  why  do  you  want  to  form  an  investment  trust?"  He  said:  "My  firm  has 
been  dependent  entirely  on  other  people's  securities.  We  have  not  been  able  to 
get  anybody  else's  securities,  so  one  reason  I  want  to  form  an  investment  trust 
is  to  manufacture  securities  to  sell." 

Now,  that  is  a  pretty  dangerous  slant.  We  may  get  a  wildcat  by  the  tail  if 
we  form  an  investment  trust,  and  a  real  responsibility  goes  along  with  the  sale 
of  such  securities.  The  responsibility  does  not  pretend  to  cease  when  you  sell 
the  securities.  If  you  are  an  individual,  you  are  going  to  continue  and  you  can't 
let  go  of  it.    You  have  got  it  and  you  have  to  hang  on  to  it. 

In  an  article  in  the  Magazine  of  Wall  Street  for  September  21,  1929, 
the  author,  among  other  things,  stated  :^^^ 

Management  is  a  particularly  important  factor  in  investment  companies  be- 
cause the  assets  of  such  companies  are  almost  exclusively  cash,  call  loans,  and 
marketable  securities,  and  because  the  business  of  j^uch  companies  is  the  invest- 
ment and  reinvestment  of  these  assets,  shifting  them  as  seems  best  from  company 
to  company  and  from  industry  to  industry.  Such  assets  are  easily  converted  to 
personal  enrichment  by  dishonest  managers  or  can  be  easily,  quickly,  and  secretly 
dissipated  by  incapable  and  reckless  managers,  just  as  they  can  be  substantially 
increased  in  value  for  the  investors'  benefit  by  capable  handling. 

»p  •!•  •(•  T*  •?  *I*  T* 

*  *  *  An  important  point  is  the  time  and  labor  the  managers  expect  to 
devote  to  the  work  of  management.  It  may,  or  may  not,  be  their  ma.lor  interest. 
Some  light  may  be  thrown  on  this  question  by  the  amount  and  proportion  of 
their  own  permanent  cash  investment  in  the  joint  undertaking. 

However,  it  is  apparent  that  the  critical  comment  upon  investment 
trusts  and  investment  companies  during  the  period  prior  to  October 
1929,  was  not  only  sporadic  but  confined  largely  to  expression  before 
associations  and  in  the  financial  periodicals.  It  is  doubtful  whether 
a  very  broad  public  consciousness  of  the  possibility  of  abuse  existed 
prior  to  the  stock  market  collapse  in  October  1929. 

B.  After  the  Market  Collapse  in  October  1929 

1.  GENERAL  EXPRESSIONS  OF  APPREHENSION  AND 

DISAPPROVAL 

After  the  sharp  decline  in  security  prices  in  October  1929,  invest- 
ment companies  appeared  in  a  particularly  unfavorable  liglit.^^®  As 
the  depression  continued  in  the  years  following,  investors  became  more 
receptive  to  critical  discussion  of  investment  companies.     From  the 

^ii^  Dickey,  Charles  D..  in  "Pi-oceeding.s  of  the  Eigliteenth  Annual  Convention  of  tlie 
Investment  Bankers  Association  of  America  at  Quebec.  Canada,  October  13-18,  1929" 
(Chicngo,  1929),  p.  203.   . 

=""  Williams,  Carl,  "How  to  Select  an  Investment  Trust,"'  Magazine  of  Wall  Street, 
September  21,  1929. 

318  See  Sec.  II.  B,  supra. 

^^•^  Fortune,  September  1935,  p.  53. 
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perspective  of  1935,  one  writer,  referring  to  the  investment  companies 
organized  in  the  latter  part  of  the  1920  decade,  stated :  ^^^ 

Many  of  them  were  reallj^  nothing  but  speculative  pools  operated  for  the 
benefit  of  their  officers.  *  *  *  There  is  no  wonder  that  during  the  col- 
lapsing market  of  the  next  three  years  the  public  suspicion  of  Wall  Street  was 
focused  as  hard  on  the  investment  companies  as  on  any  part  of  the  financial 
map.  Their  managements  had  rigged  them  for  the  rankest  sort  of  speculative 
activity  at  a  time  when  the  whole  scale  of  values  was  about  to  hit  the  skids. 
Result :  public  faith  in  the  investment-company  managements  just  about  touched 
bottom  and  stocks  of  most  of  them  actually  dropped  below  the  asset  value  behind 
the  shares. 

Discnssing  the  possible  developments  of  the  relation  between  certain 
banking  groups  and  investment  companies.  The  Literary  Digest  on 
October  26,  1929,  cjuoted  the  New  York  journal  of  Commerce  as 
follows :  32" 

The  close  cooperation  between  various  banking  groups  and  certain  investment 
trusts  should  deceive  no  one  into  supposing  either  that  this  connection  is 
inevitable  or  that  it  has  any  logical  relationship  to  plans  for  concentrating 
banking  control  through  resort  to  holding  companies.  The  interest  of  the  invest- 
ing public  in  these  new  developments  is,  furthermore,  distinctly  subordinate  to 
that  of  the  business  and  industrial  community,  which  may  eventually  find  that 
banking  groups,  joined  through  holding  companies,  and  simultaneously  controlling 
various  hybrid  or  falsely  named  investment  trusts,  are  in  a  position  to  exercise 
an  extensive  and  rapidly  growing  influence  over  industrial  policies. 

Commenting  on  the  rapid  rate  of  propagation  of  the  trading  or 
finance  type  of  investment  company,  an  article  in  the  Commercial  & 
Financial  Chronicle  in  December  1929,  quoted  from  an  article  in  the 
American  Bankers  Association  Journal  as  follows :  ^-^ 

I  may  be  doing  an  injustice  to  trading  or  finance  corporations  as  a  class,  but 
seeing  the  constant  birth  of  them — almost  a  daily  litter,  one  might  say — it  has 
seemed  as  though  they  were  conceived  to  meet  a  demand  for  a  personally 
conducted  tour  of  the  small  investor  through  the  broad  avenues  and  the  by-paths 
of  Wall  Street.  I  doubt  if  they  have  a  permanent  place  in  the  business  of 
investing  in  securities  or  that  they  will  survive  the  next  prolonged  period  of 
declining  prices.  Consequently,  I  do  not  see  how  a  damaging  deflation  of  their 
common  stocks  can  be  avoided. 

Although  stock  prices  rebounded  during  the  early  months  of  1930 
and  much  optimism  had  been  restored,  an  article  in  Barron's  for  Feb- 
ruary of  that  year  raised  the  question  of  the  soundness  of  investment 
companies  ^^-  and  made  some  comparisons  between  American  and  Brit- 
ish experience.  It  was  suggested  that  the  industry  would  have  to  pass 
through  a  period  of  continued  depression  in  order  to  make  a  sound 
appraisal  possible. 

In  April  1930  the  first  of  a  series  of  weekly  magazine  articles 
appeared  which  reviewed  critically  the  investment  companies  in  this 
country  and  dealt  in  great  detail  with  most  of  their  defects  and  abuses 
known  at  that  time.^-^  The  writer  recalled  Mr.  Justice  Brandeis' 
observation,^-*  in  summarizing  the  findings  of  the  Pujo  Committee,^-^ 

"'"  The  Literary  Digest,  October  26,  1929,  p.  62. 

'-'  Commercial  d-  Financial  Chronicle,  December  T,  1929.  Vol.  129,  p.  .3529,  quoting  from 
an  article  by  Charles  F.  Speare  entitled  "Inve.stment  Trusts  and  Others,"  American  Bankers 
Association  .Tournal,   November  1929. 

^^'^^  "Are  American  Invf.stment  Trusts  Sound?"  Barron's,  February  24.  1930,  p.  11. 

323  Flynn,  John  T.,  "Investment  Trusts  Gone  Wrong,"  The  New  Republic,  April  2,  1930. 

*-<  Brandeis,  Louis  D..  Other  People's  Money  and  How  the  Bankers  Use  It,  1914. 

3*  Report  of  the  committee  appointed  pursuant  to  House  Resolutions  429  and  504  to 
investigate  the  concentration  of  control  of  money  and  credit,  House  Report  No.  1593, 
62d  Congress,  3d  session,  Feb.   28,  1913.  , 
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that  through  very  small  investments  in  the  common  stocks  of  a  fe'w 
large  insurance  companies  and  banks,  control  was  obtained  over  vast 
resources  representing  the  total  of  many  small  contributions.  The 
author  pointed  out  that,  by  the  use  of  the  same  technique,  investment 
trust  promoters  had  pyramided  their  control  and  projected  their  in- 
fluence over  large  pools  of  wealth.  Commenting  on  the  lack  of  control 
by  investors  over  management,  the  author  stated :  ^^® 

The  stockholder  iu  an  investment  trust  is  a  self-confessed  amatevir.  The  man- 
ager is  a  self-proclaimed  expert.  *  *  *  g^^^  ^i^q  participants  in  the  trust  ought 
to  have  the  povper  to  dismiss  a  faithless  or  incompetent  management.  This  power 
they  are  deprived  of  by  the  manner  of  organization  vphich  puts  the  permanent 
ownership  of  the  fund  into  tlie  hands  of  the  promoters  who,  thereafter,  are  at 
liberty  to  do  with  the  fund  precisely  what  they  wish. 

The  articles,  developing  the  concept  of  duality  of  interest  and  self- 
dealing  by  insiders  in  investment  companies,  charged  that  secrecy 
usually  cloaked  these  dealings,  which  were  characterized  by  the  ab- 
sence of  arm's-length  dealing,  and  stated  "the  right  hand  sells  to  the 
left."  The  article,  emphasizing  the  aspect  of  control  of  investment 
companies,  stated :  ^^^ 

The  money  of  the  masses  of  small  investors  will  tend  to  be  withdrawn  from 
stocks  and  will  move  toward  these  pools  and  then  the  stocks  will  also  move 
toward  these  pools  because  the  money  is  there  to  acquire  them.  *  *  *  My 
object  is  to  call  attention  to  it  and  to  stimulate  action  to  arrest  it  or  control  it 
or  direct  it  in  the  interest  of  the  public     *     *     *. 

Measures  should  be  taken  to  prevent  the  control  of  the  investment  trust  from 
falling  into  the  hands  of  so-called  insiders. 

In  the  same  year,  1930,  an  article  in  the  Harvard  Law  Review,  dis- 
cussing the  need  of  statutory  regulation  of  investment  trusts^ 
stated :  ^^^ 

Owing  to  the  immense  stake  of  the  public  in  the  affairs  of  investment  trusts, 
danger  of  mismanagement  has  become  a  matter  of  widespread  concern,  and  evi- 
dences of  abuse  have  given  rise  to  demands  for,  and  some  attempts  at,  legislative 
correction. 

The  article  further  observed  that  shareholders  of  investment  trusts, 
despite  their  growing  dissatisfaction,  were  greatly  hampered  in  the 
adequate  enforcement  of  their  rights  in  view  of  the  limited  remedies 
afforded  by  the  common  law,  and  that  the  successful  prosecution  of 
law  suits,  although  affording  relief  in  individual  cases,  was  not  effec- 
tive to  prevent  the  recurrence  of  abuses. 

In  April  1931,  the  New  York  Stock  Exchange  revised  the  "Tentative 
Established  Requirements  for  Listing  Investment  Trusts"  adopted  on 
June  6,  1929,  by  enlarging  requirements  as  to  accounting  methods  and 
reports  to  stockholders.  ^^^  While  the  Exchange  stated  that  it  was 
"too  early  to  deal  with  the  subject  in  anything  like  a  comprehensive 
manner,"  the  matters  of  reacquisition  of  previously  issued  securities, 
acquisition  of  securities  of  other  investment  trusts,  dividend  policies, 
and  directorates  were  treated  to  some  extent. 

By  this  time  a  much  broader  section  of  the  population,  particularly 
the  small  investor,  had  become  familiar  with  the  investment  trus'^t 

s^^Flynn,  John  T.,  Investment  Trusts  Gone  Wrong,  New  York,  1931,  p.  43.  This  book 
is,  in  part,  a  reprint  of  the  articles  published  previously  in  The  New  BepuMic. 

3"  Id.,  at  pp.  154,  155,  178. 

^s  "Statutory  Regulation  of  Investment  Trusts,"  44  Harv.  L.  Rev.,  November  1930, 
pp.   117-20. 

329  Part  Two,  Ch.  IV,^Appendix  E,  p.  787  et  seq.  (House  Doc.  No.  70,  76th  Cong.). 
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industry  through  the  vigorous  and  successful  promotion  of  the  sales 
of  the  fixed  and  semifixed  investment  trust  shares  and  to  a  smaller  ex- 
lent  through  the  offering  of  installment  investment  contracts.  On  May 
7,  1931,  the  New  York  Stock  Exchange  published  a  minute  to  the 
effect  that  it  would  interpose  no  objection  to  the  association  of  its  mem- 
bers with  those  fixed  and  semifixed  investment  trusts  which  were  on 
the  Exchange's  so-called  unobjectionable  list^fixed  trusts  which  met 
with  certain  specified  requirements.    " 
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2.  STUDIES  AND  INVESTIGATIONS  BY  THE  FEDERAL 

GOVERNMENT 

As  the  depression  deepened  following  the  severe  break  in  the  stock- 
market  prices  in  the  fall  of  1929,  the  Senate  of  the  United  States,  on 
March  2,  1932,  authorized  and  directed  its  Connnittee  on  Banking  and 
Currency  to  make  a  thorough  and  complete  investigation  of  stock- 
exchange  practices.^^^ 

The  report  of  the  Committee,  made  on  June  16,  1934,  discussed  in 
some  detail  investment  trusts  and  investment  companies  in  this  country. 
Commenting  on  the  absence  of  regulation  of  these  organizations,  the 
report  stated :  ^"^ 

In  the  past  decade  investment  trusts  have  assumed  such  proportions  and 
magnitude  as  to  become  a  vital  factor  in  the  financial  structure  of  the  Nation. 
Although  bearing  an  essential  similarity  to  banking,  the  organization,  operation, 
and  management  of  investment  trusts  have  not  been  subject  to  comparable  legal 
control ;  and  apart  from  the  application  of  the  Securities  Act  of  1033  and  the  State 
"blue  sky"  laws  to  the  sale  of  new  issues,  there  has  been  no  legal  safeguard 
provided  for  the  investing  public. 

Discussing  the  effect  of  this  absence  of  regulation  and  of  the  conflicts 
of  interest  between  management  and  the  investing  public,  the  report 
stated :  ^^^ 

This  -laissez  fa  ire  policy  nurtured  a  mushroom  propagation  of  investment 
trusts  of  incalculable  economic  significance.  The  investment  company  became  the 
instrumentality  of  financiers  and  industrialists  to  facilitate  acquisition  of  con- 
centrated control  of  the  wealth  and  industries  of  the  country.  The  investment 
trust  was  the  vehicle  emploj'ed  by  individuals  to  enhance  their  personal  fortunes 
in  violation  of  their  trusteeship,  to  the  financial  detriment  of  the  public.  Conflicts 
of  duty  and  interest  existing  between  the  managers  of  the  investment  trusts  and 
the  investing  public  were  resolved  against  the  investor.  The  consequences  of  the 
operations  of  these  management  trusts  have  been  calamitous  to  the  Nation. 

The  Committee  found  that  investment  trusts  had  been  operated 
unsoundly  and  had  been  used  to  the  detriment  of  investors  for  the 

^  A  list  of  thf'se  requirements  will  be  found  in  the  supplemental  report  on  fixed  and 
semifixed  investment  trusts. 

^1  S.  Res.  84,  72d  Congress.  The  resolution  directed  "a  thorough  and  complete  investi- 
gation of  the  practices  with  respect  to  the  buying  and  selling  and  the  borrowing  and  lend- 
ing of  listed  securities  upon  the  various  stock  exchanges,  the  values  of  such  securities,  and 
the  effect  of  such  practices  upon  interstate  and  foreign  commerce,  upon  the  operation  of 
the  national  banking  system  and  the  Federal  Reserve  System,  and  upon  the  market  for 
securities  of  the  United  States  Government,  and  the  desirability  of  the  exercise  of  the 
taxing  power  of  tue  United  States  with  respect  to  any  such  securities."  (See  also  Report 
of  the  Senate  Committee  on  Banking  and  Currency  on  Stock  Exchange  Practices,  73d  Con- 
gress, Senate  Report  No.  1455,  19.34,  p.  1.)  The  scope  of  the  inquiry  was  broadened  in 
certain  respects  by  resolutions  dated  April  4,  1933  and  June  8,   1933.      (Id.,  at  2.) 

=22  Report  of  the  Senate  Committee  on  Banking  and  Currency  on  Stock  Exchange  Prac- 
tices, 73d  Congress,  Senate  Report  No.  1455   (1934)  at  p.  333. 

'^  Ibid. 
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benefit  of  their  controlling  persons.    The  report  sharply  criticized  the 
activities  of  these  persons,  as  follows :  ^^* 

A  veritable  epidemic  of  investment  trusts  afflicted  tbe  Nation.  Tlie  concep- 
tion *  *  *  of  these  professed  skillful  investing  managers  of  the  function  of  an 
investment  trust  was  diametrically  opposed  to  the  British  viewi>oint.  Our  invest- 
ment trusts,  lacking  the  essential  characteristics  of  the  British  companies,  were 
founded  in  speculative  desire  and  dedicated  to  capital  appreciation  rather  than 
investment  return.  The  investment  trusts  of  this  country,  from  their  inception, 
degenerated  into  a  convenient  medium  of  the  dominant  persons  to  consummate 
transactions  permeated  with  ulterior  motives ;  served  to  facilitate  the  concentra- 
tion of  control  of  the  public's  money ;  enabled  the  organizers  to  realize  incredible 
profits ;  camouflaged  their  real  purpose  to  acquire  control  of  equities  in  other 
companies ;  and  became  the  receptacles  into  which  the  executive  heads  unloaded 
securities  which  they,  or  corporations  in  which  they  were  interested,  owned. 

The  report  classified  and  discussed  at  length  certain  of  the  abuses 
which  the  inquiry  disclosed  had  existed  in  the  investment  company  field 
including  concentration  of  control  of  the  public's  money/-'  excessive 
profits  to  organizers,^"*'  failure  to  diversify  holdings,^"'  "unloading"  of 
securities  on  investment  trusts,^^^  and  formation  of  investment  com- 
panies for  ulterior  purposes.^^^ 

While  this  investigation  of  stock  exchange  practices  Avas  pending, 
the  investigation  of  public  utility  holding  companies  ^*°  which  was 
being  conducted  by  the  Federal  Trade  Commission,^^^  pursuant  to  the 
direction  on  February  15, 1928,  of  the  Senate  of  the  United  States,  was 
nearing  completion.  As  this  investigation  progressed  the  close  simi- 
larit}^  and  relationship  between  public  utility  holding  companies  and 
certain  types  of  investment  companies  became  manifest.^*^  As  a  conse- 
quence the  Public  Utility  Holding  Company  Act  of  1935,  providing  for 
the  control  and  regTilation  of  public  utility  holding  companies,  enacted 
August  26,  1935,  contained  a  ^jrovision  (Section  30)  authorizing  and 
directing  the  Securities  and  Exchange  Commission  to  conduct  the 
instant  study  of  investment  trusts  and  investment  companies.^"*" 

As  the  study  and  investigation  of  investment  trusts  and  investment 
companies  have  proceeded,  the  Commission  has  received  a  large  number 
of  letters  from  dissatisfied  investors  in  the  securities  of  certain  of  these 
organizations.     Originating  in  all  parts  of  the  country,  these  letters 

^^  Id.,  at  339. 

=s=Id.,  at  339. 

330  Id.,  at  344. 

337  Id.,  at  348. 

33sid.,  at  351. 

3=sid.,  at  359. 

34«  Report  of  the  Federal  Trade  Commission  upon  Utility  Corporations,  pursuant  to 
S.  Res.  83,  TOth  Congress,  1st  Session,  1935,  Doc.  92,  Pt.  71A,  pp.  X,  209. 

3^  S.  Res.  83,  TOth  Congress,  1st  Session. 

3*2  See  also  Pt.   One,  Ch.   Ill,  note  197,   p.   70    (House  Doc.   No.   707,   75th  Congress). 

3*3 August  26,  1935,  c.  687,  Title  I;  49  Stat.  803;  15  U.  S.  C.  Sees.  79-79z-6.  See 
also  Pt.  One,  Ch.  I  (House  Doc.  No.  707,  pt.  1,  75th  Cong.).  The  report  of  the  Senate 
Committee  on  Interstate  Commerce  on  the  Public  Utility  Holding  Company  Act  of  1935 
(May  13,  1935,  Report  No.  621,  Calendar  No.  651,  74th  Cong.)  contained  the  following 
statement  at  pp.  10—11 : 

"B.  Study  of  investment  companies. — The  committee  has  added  a  provision  directing 
the  Securities  and  Exchange  Commission  to  make  a  study  and  report  its  recommenda- 
tions to  Congress  concerning  investment  companies,  the  influence  exerted  by  them  upon 
companies  in  which  they  are  interested,  and  the  influence  exerted  upon  their  investment 
policies  by  interests  afliliated  with  their  management.  This  subject  is  closely  allied 
with  the  present  subject  of  holding  company  control  and  other  problems  of  corporate 
finance  related  thereto." 
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of  complaint  indicate  not  only  the  wide  extent  of  investor  discon- 
tent but  also  the  serious  impact  of  these  organizations  upon  many  of 
their  security  holders.  These  letters  range  from  general  statements 
of  dissatisfaction  at  severe  losses  incurred  to  specific  complaints  of 
various  jDractices  of  the  managers  of  some  of  these  companies  and  of 
the  distributors  of  their  securities.  Since  these  letters,  which  usually 
refer  to  specific  companies  and  grievances,  are  not  proof  of  the  mat- 
ters complained  of,  their  contents  are  not  here  set  forth. 

Also  during  the  course  of  the  instant  study,  articles  in  various  maga- 
zines of  national  circulation  and  other  periodicals,  and  editorials  in 
newspapers  in  all  sections  of  the  country  have  appeared  as  recent  indi- 
cations of  the  extent  to  which  investment  trusts  and  investment  com- 
panies are  affected  with  a  substantial  public  interest  and  constitute  a 
widespread  recognition  by  another  sector  of  informed  public  opinion 
of  the  serious  nature  of  the  problems  to  be  met.  A  list  of  many  of  the 
newspaper  editorials  dealing  with  the  subject  of  investment  com- 
panies and  published  in  all  sections  of  the  country  since  the  instant 
stud}^  commenced  is  contained  in  Appendix  A.  A  lisc  of  references 
to  several  hundred  books,  articles  in  magazines,  or  other  literature  on 
the  subject  of  investment  trusts  and  investment  companies,  or  in  con- 
nection therewith,  is  contained  in  the  library  of  the  Securities  and 
Exchange  Commission,  Washington,  D.  C. 


Chapter  II 

DETAILED  HISTORIES  OF  VARIOUS  INVESTMENT 
TRUSTS  AND  INVESTMENT  COMPANIES 

This  chapter  presents  in  detail  the  histories  of  a  number  of  invest - 
jnent  trusts  and  investment  companies  in  order  to  ilhistrate  the  cumu- 
lative effect  on  these  organizations  of  various  practices  which  were 
prevalent,  although  not  every  company  engaged  in  them.  While  the 
various  combinations  of  practices  existing  in  the  individual  companies 
discussed  may  not  have  been  representative  of  the  industry,  a  great 
many  of  the  specific  practices  disclosed  in  this  chapter  were  common 
to  a  number  of  companies  and  occurred  frequently.  Furthermore, 
the  experience  of  the  investors  in  these  companies  as  a  result  of  these 
practices,  while  not  universal,  was  similar  to  the  experience  of  in- 
vestors in  many  other  investment  companies.  The  selection  of  these 
particular  companies  for  presentation  was  made,  not  only  to  show 
the  variety  of  abuses  and  deficiencies  possible  in  the  organization  and 
operation  of  an  individual  company,  but  also  to  show  their  relation 
to  different  periods  in  the  development  of  these  investment  institu- 
tions generally,  to  different  types  of  sponsors  (investment  bankers, 
.■commercial  banks,  brokers,  individual  promoters,  and  holding  com- 
panies), and  to  A^arious  geographical  locations. 

No  attempt  is  made  in  this  chapter  to  classify  the  various  trans- 
actions outlined.  The  subsequent  chapters  of  this  part  of  the  report 
will  specifically  enumerate  and  classify  the  abuses  and  deficiencies  in 
•connection  with  the  organization  and  operation  of  investment  trusts 
and  investment  companies  and  will  contain,  in  addition  to  the  exam- 
ples set  forth  in  this  chapter,  numerous  other  instances  disclosed  by 
the  study  of  the  various  malpractices  and  weaknesses  of  these  organi- 
zations. The  method  of  presentation  used  in  this  chapter  is  to 
preface  the  detailed  discussion  of  the  history  of  an  individual  invest- 
ment company  with  a  brief  recapitulation  or  summary  of  the 
-essential  facts. 

I.  IROQUOIS  SHARE  CORPORATION 

A.  Summary 

Iroquois  Share  Corporation  was  organized  in  January  1929  by  O'Brian,  Potter  & 
Stafford,  a  general  brokerage  and  investment  banking  firm  located  in  Buffalo, 
New  York.  Formation  of  the  investment  company  was  undertaken  by  the  firm 
in  the  expectation  of  obtaining  substantial  profits  from  brokerage  fees  and  the 
-distribution  of  securities,  and  of  deriving  such  other  benefits  as  the  investment 
company  could  bring  to  its  sponsor. 

Prior  to  the  public  offering  of  100,000  shares  of  the  investment  company's 
securities,  the  sponsor  issued  to  itself,  gratis,  option  warrants  valid  for  three 
years  for  the  purchase  of  50,000  shares  of  stock  at  less  than  the  initial  offering 
price  to  the  public,  the  exercise  of  which,  if  the  company  were  successful,  would 
dilute  for  the  benefit  of  the  sponsor  any  appreciation  in  the  asset  value  of  the 
■shares  held  by  the  public. 
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While  the  investment  company  was  still  completely  in  the  hands  of  "dummy"' 
directors,  the  sponsor  executed  with  the  investment  company  a  management  con- 
tract for  a  period  of  ten  years,  which  contained  an  express  authorization  for 
self-dealing  by  the  managers  with  the  investment  company  although  its  charter 
did  not  authorize  self-dealing  transactions.  The  stockholders  were  never  informed 
about  this  clause  of  the  contract. 

After  the  market  break  of  1829,  O'Erian,  Potter  &  Stafford,  being  pressed  for 
cash,  sold  to  the  investment  company  an  unfinished  and  virtually  unrented  office 
building  which  it  was  constructing  in  Buffalo,  New  York,  for  $313,616,  the  full 
amount  the  firm  had  expended  on  the  building  up  to  that  time.  To  pay  for  the 
purchase  of  this  building  the  investment  company  was  compelled  to  sell  part 
of  its  marketable  portfolio  in  a  depressed  market.  Subsequently  in  1932  Atlas 
Corporation,  then  in  control  of  Iroquois  Share  Corporation,  surrendered  a  deed  of 
the  property  to  the  second  mortgagee  for  a  release  from  the  obligation  of  the 
mortgage,  and  as  a  result  the  entire  investment  in  this  office  building  was  lost. 

Soon  after  the  organization  of  the  investment  company  the  sponsor,  in  its 
capacity  of  manager,  purchased  for  the  investment  company's  portfolio  securities 
which  the  sponsor  had  previously  underwritten  or  in  which  it  was  otherwise 
interested  in  the  amount  of  $1,395,953,  most  of  which  were  not  listed  on  the 
New  York  Stock  Exchange.  On  these  securities  a  realized  and  unrealized  loss 
of  $663,315,  or  approximately  50%,  was  sustained.  If  the  loss  on  the  building 
enterprise  be  added  to  these  losses,  the  total  percentage  of  loss  in  these  trans- 
actions amounted  to  about  60%  of  cost.  In  contrast,  the  loss  on  the  $7,863,477 
of  "unrelated"  securities,  which  were  brought  and  sold  by  the  company  during 
its  existence,  was  only  $1,188,779,  or  15%  of  the  purchase  price. 

In  April  1931  an  offer  of  exchange  of  shares  was  made  by  Atlas  Corporation, 
which  the  original  sponsors  of  Iroquois  Share  Corporation  urged  its  stockholders 
to  accept.  The  sponsor  received  from  Atlas  Corporation  warrants  having  a  cash 
value  at  the  time  exceeding  $50,000  in  exchange  for  their  Iroquois  Share  Cor- 
poration option  warrants.  In  addition,  Walter  F.  Stafford,  a  former  partner 
in  the  sponsor  firm  who  had  succeeded  it  as  manager  of  the  investment  company, 
received  $75,000  for  the  cancelation  of  his  management  contract. 

The  sponsors  within  the  27  months  of  their  management  benefited  from  their 
association  with  the  investment  company  to  the  extent  of  $653,000,  while  the 
assets  of  the  investment  company  shrank  in  excess  of  $2,000,000,  or  more  than 
55%  of  the  net  contributed  capital  of  approximately  $3,500,000,  largely  through 
losses  suffered  on  investments  in  which  the  sponsors  were  directly  or  indirectly 
interested. 

B.  Organization 

Iroquois  Share  Corporation  was  incorporated  in  New  York  on  Jan- 
uary 14,  1929,  with  an  authorized  capital  of  250,000  shares,  all  of  one 
class  and  all  without  par  value.  The  sponsor  of  the  corporation  was 
the  investment  banking  and  brokerage  firm  of  O'Brian,  Potter  & 
Stafford  of  Buffalo,  New  York.^ 

The  creation  of  the  investment  company  by  O'Brian,  Potter  & 
Stafford  was  the  result  of  the  business  relationships  of  the  firm  with 
various  banks  in  western  New  York.  It  was  claimed  that  prior  to 
1929  those  banks  had  continually  approached  O'Brian,  Potter  & 
Stafford  with  the  proposal  that  the  firm  should  manage  investment 
companies  which  the  banks  intended  to  sponsor  as  an  investment 
medium  for  their  depositors.^  O'Brian,  Potter  &  Stafford  had  re- 
fused to  manage  such  companies  because  of  the  fact  that  most  of 
the  "share  corporations"  contemplated  by  the  various  banks  were  to 
be  small  in  size.  However,  the  firm  feared,  it  was  asserted,  that  if  it 
failed  to  comply  with  the  suggestion  of  its  various  bank  clients,  it 
would  lose  some  of  the  brokerage  and  other  business  of  these  banks. 
Consequently,  in  January  of  1929  the  firm  suggested  to  its  bank  clients 

1  Partners  of  the  firm  were  members  of  the  New  York   Stock  Exchange  and  Buffalo 
Stock  Exchange.     (Public  Examination,  Iroquois  Share  Corporation,  at  13931,  13962.) 
8  Id.,  at  13933. 
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that  it  would  form  and  manage  a  single  "share  corporation"  whose 
shares  could  be  purchased  by  the  depositors  of  its  various  bank  clients. 
The  assent  of  the  banks  to  this  suggestion  of  O'Brian,  Potter  & 
Stafford  allegedly  led  to  the  formation  of  Iroquois  Share  Corporation.^ 
It  was  admitted  that  the  firm  of  O'Brian,  Potter  &  Stafford  was  not 
"umnindful"  of  the  profits  which  might  accrue  to  it  from  its  contact 
with  an  investment  compan3^  In  addition  to  preserving  the  firm's 
contacts  with  its  bank  clients,  a  connection  with  an  investment  com- 
pany would  ensure  to  the  firm  substantial  brokerage  commissions  and 
a  purchaser  of  securities  underwritten  or  otherwise  acquired  by  the 
firm.  With  respect  to  the  monetary  benefits  which  might  flow  directly 
fi^om  the  investment  comj)any  to  its  sponsors,  Mr.  Stafford  testified :  * 

A.  *  *  *  Of  course,  these  trusts  were  organized  as  an  adjunct  to  a  business 
that  meant  additional  broli;erage,  and  it  meant  sources  of  distribution  [of  securi- 
ties] from  time  to  time  *  *  *.  It  meant  additional  business  to  our  firm, 
besides  doing  a  service  to  our  banks. 

'Jf  ti:  ^  iii  ^  ii!  i^ 

Q.  In  any  event,  O'Brian,  Potter  &  Stafford  was  not  unmindful  of  the  fact 
that  an  investment  trust  could  be  a  source  of  income  to  O'Brian,  Potter  & 
Stafford? 

A.  No,  sir ;  we  were  not  unmindful  of  that. 

Q.  The  various  sources  of  income  being,  of  course,  the  brokerage  business, 
isn't  that  so,  and  a  possible  customer  of  securities  that  were  being  underwritten 
or  issued  by  the  investment  banking  houses,  isn't  that  so? 

A.  That  is  right. 

Q.  And  also  a  possible  source  of  business  fi'om  corporations  whose  securities 
were  in  the  portfolio  of  the  investment  trust,  isn't  that  so? 

A.  Well,  I  don't  think  that  affects  us  so  much,  but  it  may  have  slightly,  Mr. 
Schenker, 

The  original  board  of  directors  of  Iroquois  Share  Corporation  con- 
sisted of  twenty-five  individuals  all  of  whom  were  partners  or  em- 
ployees of  O'Brian,  Potter  &  Stafford.^ 

=  Walter  S.  Stafford,  a  partner  of  O'Brian,  Potter  &  Stafford  until  July  of  1931  and 
the  president  of  Iroquois  Share  Corporation,  described  the  origin  of  the  investment 
company  as  follows  (id.,  at  13933)  : 

A.  *  *  *  there  were  discussions  among  the  banks  of  western  New  York,  with 
whom  we  had  been  doing  business.  At  that  time  investment  trusts  were  very 
popular  and  everybody  wanted  an  investment  trust,  and  there  were  some  of  the 
small  banks  in  our  territory  organizing  these  investment  trusts.  They  wanted  to 
organize  them  and  they  came  to  us  and  wanted  us  to  manage  their  investment 
trusts.  We  didn't  like  the  idea  of  having  numerous  small  trusts.  These  individuals 
were  small  country  banks  and  we  declined  to  do  it,  but  a  number  of  them  went 
ahead  and  did  it  anyway  and  we  thought  we  were  losing  contacts  with  our  country 
banks  as  a  result,  and  we  had  more  or  less  discussions  among  ourselves  as  to  the 
dangers  of  losing  contacts  with  our  bank  customers. 

Naturally  we  didn't  like  that  situation,  and  then  two  or  three  other  banks  came 
in  at  approximately  the  same  time  with  the  proposal  that  we  organize  these  little 
trusts,  and  we  suggested  at  that  time  the  possibility  of  organizing  a  larger  trust 
and  taking  in  these  banks.  That  met  with  the  approval  of  our  banks  and  we 
organized  Iroquois  Share  as  a  result  of  that. 
*  Op.  cit.  supra,  note  1,  at  13933-5.     See  also  id.,  at  13961-9. 

'■  Id.,  at  13939.  The  law  firm  of  Slee,  O'Brian,  Hellings  &  Ulsh  was  engaged  to  attend 
to  the  legal  matters  in  connection  with  the  investment  company.  (Id.,  Commission's 
Exhibit  No.  1394.)  John  Lord  O'Brian,  a  member  of  the  law  firm,  was  a  brother  of 
Roland  L.  O'Brian,  a  partner  of  O'Brian,  Potter  &  Stafford.  (Derived  from  supplementary 
information  supplied  the  Commission  for  Iroquois  Share  Corporation.)  He  was  also 
a  member  of  the  first  board  of  directors  which  succeeded  the  original  "dummy"  board. 
(Id..  Commission's  Exhibit  No.  1395.).  In  a  letter  addressed  to  the  Commission  by  Mr. 
O'Brian  under  date  of  March  31,  1937,  Mr.  O'Brian  stated  in  part : 

I  was  elected  a  director  of  the  Iroquois  Share  Corporation  about  the  middle  of 
February  1929,  and  was  a  member  of  that  board  for  only  four  months. 

On  deciding  to  accept  a  Presidential  appointment  as  of  June  13,  1929,  I  resigned 
and  withdrew  from  my  law  firm  early  in  June  and  at  the  same  time,  orally,  con- 
firmed later  in  writing,  resigned  both  as  director  of  Iroquois  Share  Corporation  and 
the  Title  and  Mortgage  Guarantee  Company.  The  July  minutes  should  show  the 
election  of  Mr.  Hellings  as  my  successor. 
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C.  Distribution  of  Securities 

The  investment  company  raised  $2,000,000  of  contributed  capital 
as  a  result  of  a  first  issue  of  100,000  shares  at  $20  per  share. **  How- 
ever, a  second  issue  of  33,334  shares  at  $32.50  per  share  was  offered 
in  July  1929,  the  holder  of  everj'-  three  shares  of  Iroquois  Share  Cor- 
poration stock  being  permitted  to  purchase  one  new  share  at  $32.50.'" 
As  a  result  $1,083,355  was  contributed  as  additional  capital.*  In 
April  1930  there  was  an  exchange  of  29,418.2  shares  of  Iroquois 
Share  Corporation  for  all  the  shares  of  Williamsville  Share  Cor- 
poration, another  investment  company,  resulting  in  additional  capital 
of  $624,339.^  The  total  contributed  capital  of  Iroquois  Share  Cor- 
poration approximated  $3,707,694.^° 

Following  the  public  sale  of  the  investment  companj^'s  securities, 
all  of  the  "dummy"  directors  resigned  and  were  replaced  for  the 
most  part  by  officers  and  directors  of  banks  doing  business  in  Buffalo 
and  vicinity.  Among  them  were  the  presidents  of  eleven  western 
New  York  banks  and  the  cashiers  of  two  others.^^ 

The  bank  officers  who  were  placed  upon  the  board  of  directors  of 
the  investment  company  not  only  served  to  cement  friendly  and 
profitable  relations  between  the  institutions  they  represented  and  the 
firm  of  O'Brian,  Potter  &  Stafford,  but  they  acted  as  valuable  conduits 
for  the  distribution  of  stock  of  Iroquois  Shai-e  Corj^oration  to  the 
depositors  of  these  small  outlying  banks.^- 

John  T.  Symes,  the  president  of  Niagara  County  National  Bank  &. 
Trust  Company,  of  Lockport,  New  York,  and  a  director  of  Iroquois 
Share  Corporation,  in  a  letter  dated  July  23,  1929,  to  Waiter  F. 
Stafford,  president  of  the  inA'estment  company,  stated  :  ^^ 

To  me  it  is  a  very  interesting  association.  I  appreciate  meeting  you  people 
from  time  to  time.  Just  wliat  I  can  do  to  reciprocate  is  a  ratlier  serious- 
problem.  Rather  frequently  I  do  get  a  chance  to  speak  a  word  for  Mr.  Jelley's 
offerings,  for  I  can  without  any  reservation  recommend  the  hous(>  that  is  back 
of  them.  Quite  a  lot  of  Iroquois  Share  is  held  in  our  locality.  We  have  put  a 
number  of  our  customers  into  it  and  they  are  highly  pleased. 

» Op.  cit.  supra,  note  1,  at  13944.  The  public  actually  invested  $2,150,000  in  these 
shares,  of  which  the  investment  company  received  .'^2.000,000  and  O'Brian,  Potter  & 
Stafford  retained  .$150,000  as  gross  underwriting  commissions.  See  infra.  Sec.  I.  F.  p.  73 
et  seq. 

'During  the  week  ending  .Tnly  3.  1929.  the  price  of  Irof|Uois  Sliare  Corporation  on  the 
Buffalo  Stock  Exchange  ranged  between  $42  and  $49  per  share.  It  reached  a  peak  of 
$50.50  on  August  31,  1929.     (Op.  cit.  supra,  note  1,  at  13960.) 

^Op.  cit.  supra,  note  1,  at  13944-5. 

»  Id.  at  13945-6  and  discussed  infra,  p.  68. 

i^Id.,  at  13946  and  Commission's  Exhibit  No.  1422. 

"Id.,  Commission's  Exhibit  No.  1395.  The  board  of  directors  of  Iroquois  Share  Cor- 
poration included  Franklin  Bard,  president  of  the  Bank  of  Gowanda  and  of  the  Bank  of 
Akron  ;  H.  G.  Britting,  president  of  the  Bank  of  Williamsville  ;  Nelson  Cheney,  president 
of  the  Bank  of  Eden  ;  A.  P.  Chessman,  president  of  the  National  Bank  of  Fredonia  r 
Joseph  P.  Fell  and  George  A.  Keller,  directors  of  the  Marine  Trust  Company  of  Buffalo  ;. 
George  E.  Merril,  president  of  the  Erie  County  Trust  Company :  Richard  S.  Persons,, 
president  of  the  Bank  of  East  Aurora  :  and  Brewer  D.  Phillips,  president  of  the  Bank 
of  Jamestown.  (Ibid.)  All  these  institutions  are  located  in  communities  in  western 
New  York. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  1391-2.  It  .'^eems  that  substantial 
amounts  of  Iroquois  Share  Corporation  stock  were  sold  to  members  of  Buffalo's  large  foreign 
population.  (Id.  at  13941-2.)  At  the  time  of  the  exchange  for  Atlas  Corporation  stock  the 
executive  committee  of  Iroquois  Share  Corporation  also  authorized  advertisements  in  a 
daily  Polish  newspaper.  (Derived  from  supplementary  information  supplied  the  CommisSioiL 
for  Iroquois  Share  Corporation.) 

"Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1391. 
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On  October  15, 1929,  Mr.  Symes  again  wrote  to  Mr.  Stafford :  ^^ 

I  count  myself  highly  honored  in  being  permitted  to  sit  with  you  occasionally. 
I  am  aware  it  is  wholly  a  compliment  because  I  do  not  know  of  anything  I 
can  do  to  reciprocate.  It  has  been  our  pleasure,  however,  to  include  Iroquois  Share 
Corporation  in  our  suggestions  to  investors.  It  has  been  the  pleasure  of  our 
Purchasing  Department  to  place  quite  a  number  of  orders,  considering  the 
size  of  our  community. 

All  the  important  executive  officials  of  the  investment  company 
were  associated  with  the  firm  of  O'Brian  Potter  &  Stafford.  Koland 
Lord  O'Brian  was  chairman  of  the  board  of  directors;  Walter  F. 
Stafford  was  president;  Roger  C.  Adams,  an  employee  of  the  firm,  was 
executive  vice  president;  Carl  W.  Wenger,  a  partner  in  the  firm, 
was  treasurer ;  and  Nathaniel  P.  Hall,  another  partner,  was  secretary. 
In  addition,  Roland  Lord  O'Brian,  Walter  F.  Stafford,  and  Fred- 
erick C.  Stevens,  of  O'Brian,  Potter  &  Stafford,  were  three  of  the 
five  members  of  the  investment  company's  executive  committee,^* 
upon  which  the  bylaws  conferred  all  the  powers  of  the  board  of 
directors  d.uring  the  intervals  between  meetings  of  the  board.^^ 

D.  Management  Activities 

Under  a  management  contract,  approved  by  the  "dummy"  board 
of  directors  on  January  23,  1929,"  the  sponsor  gave  itself  the  assign- 
able right  or  option  for  tliree  years  from  January  23,  1929  to  buy 
from  the  investment  company  from  time  to  time  and  in  such  lots  as  it 
might  elect  50,000  shares  of  the  capital  stock  of  the  investment  com- 
pany at  $20  per  share.  The  initial  public  offering  of  stock  was  priced 
at  $21.50  per  share.  The  stock  immediately  sold  on  the  market  at  a 
premium  of  3I/2  to  6  points  and  continued  its  upward  climb  until  it 
reached  a  high  of  $50.50  on  August  31,  1929.^8 

Since  there  was  no  limitation  on  the  right  of  the  management  to 
dispose  of  the  options  at  any  time,  they  did  not  serve  even  to  provide  a 
continuing  incentive  to  the  management.  This  was  conceded  by  Mr. 
Stafford :  ^° 

Q.  *  *  *  According  to  the  management  agreement  you  got  those  option 
warrants  as  part  of  the  compensation  for  the  management  of  the  company, 
isn't  that  so? 

A.  That  is  correct ;     *     *     *. 

Q.  There  was  no  limitation  upon  your  right  to  dispose  of  these  option  war- 
rants, was  there? 

A.  No.  sir ;  they  were  ours  outright. 

Ql  And  if  you  saw  fit  to  dispose  of  the  option  warrants  the  day  that  the 
stock  opened  up,  according  to  your  recollection,  at  2.5  to  28,  nobody  could  prevent 
you  from  doing  it;  isn't  that  so? 

A.  That  is  correct. 

"  Id.,  Commission's  Exhibit  No.  1392. 

In  addition  to  the  foregoing  letter  from  Mr.  Symes,  from  which  it  is  evident  that 
the  banks  cooperated  with  the  investment  company  organizers  to  secure  public  invest- 
ment in  the  lrn.'<t.  Mr.  Stafford  testified  (id.,  at  13941)  : 

Q.  Now.  did  you  avail  yourself  of  the  facilities  of  the  various  banlvS  which  asked, 
you  to  orKanize?  ,  .     ,,  ,    ,,  .         v.      i 

A.  Yes,  there  were  subscriptions  that  came  in  through  the  various  banks. 

"Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1390. 

"Id.,  at  15. 

"  See  discussion,  infra,  p.  58. 

^8  Op.  cit.  supra,  note  1,  at  13957-60. 

«Id.,  at  13958-9. 
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Q.  And  then  the  situation  would  be  that  the  very  thing  that  was  given  to  you 
as  part  compensation,  at  least,  to  manage  the  fund,  you  no  longer  possessed 
but  had  availed  yourself  of  the  profit  on  that;  isn't  that  so? 

A.  That  could  have  been  done ;  that  is  correct. 

Q.  You  have  [heard  of]  cases,  Mr.  Stafford,  have  you  not,  where  manage- 
ment stock  is  given  as  compensation  for  the  management,  and  the  managers 
sell  their  stock,  and  therefore  they  have  no  more  pecuniary  interest  in  the 
success  of  the  trust;  isn't  that  so? 

A.  That  is  right. 

Q.  And  to  some  extent  that  element  was  present  here,  if  you  saw  fit  to  dispose 
of  your  option  warrants;  isn't  that  so? 

A.  That  is  correct. 

In  the  event  that  the  operations  of  the  investment  company  were 
unsuccessful  the  sponsor,  of  course,  would  not  exercise  its  option  and 
subscribe  to  any  stock ;  whereas,  if  the  asset  value  at  any  time  during 
the  three-year  option  period  exceeded  $20  per  share,  the  amount 
required  to  be  paid  per  share  by  the  sponsor,  it  could  participate  to 
the  extent  of  one-third  of  this  increase,  through  the  exercise  of  these 
options.  Accordingly,  any  enhancement  in  the  equity  of  the  stock- 
holders was,  during  the  life  of  the  o^Dtions,  subject  to  dilution  through 
their  exercise  by  the  management,  as  Mr.  Stafford  conceded :  -° 

Q.  At  the  time  that  you  [were  given]  your  50,000  option  warrants,  there 
were  only  100,000  shares  issued? 

A.  Yes,  sir. 

Q.  So  that  O'Brian,  Potter  &  Stafford  were  always  in  a  position  to  dilute 
the  equity  of  the  stockholders  33%,  if  the  corporation  was  making  money? 

A.  It  might  work  out  that  way. 

******* 

Q.  So  that  O'Brian,  Potter  &  Stafford,  by  virtue  of  their  option  warrants, 
were  in  a  position  to  participate  in  the  subsequent  earnings  of  the  company,  if 
the  company  was  a  success;  isn't  that  so? 

A.  That  was  the  purpose  of  the  warrants,  Mr.  Schenker. 

The  option  warrants,  had  they  been  exercised  at  $20  per  share  for 
50,000  shares  when  the  market  for  the  shares  was  at  the  high  of  S50.50 
per  share,  would  have  resulted  in  a  profit  to  the  sponsor  of  over 
$1,500,000.21    Mr.  Stafford  testified:  22 

Q.  You  then  had  those  option  warrants  which,  if  you  saw  fit  to  exercise 
*  *  *  would  have  given  you  on  that  one  item  alone  $875,000 ;  and  if  you  did 
it  on  the  basis  of  $50  a  share  you  would  have  over  a  million  and  a  half? 

A.  That  was — it  doesn't  seem  possible  today. 

Q.  Do  you  think  a  situation  like  that  ought  to  be  tolerated? 

A.  Tolerated? 

Q.  Yes. 

A.  I  don't  like  that  word. 

Q.  Continued,  then? 

A.  I  think  there  are  a  great  many  things  that  should  be  changed ;  yes,  sir. 

The  sponsor  never  saw  fit  to  exercise  its  options,  but  ultimately 
received  in  exchange  Atlas  Corporation  warrants  on  the  subsequent 
sale  of  the  investment  company  to  Atlas  Corporation.^^ 

1.  MANAGEMENT  CONTEACT 

On  January  23,  1929,  the  board  of  directors  approved  a  contract^* 
between  the  investment  company  and  O'Brian,  Potter  &  Stafford, 

20  1(3.,  at  13951-2. 

21  Id.,  at  13960-1. 
2=  Id.,  at  13961. 

-^  See  discussion  infra,  p.  73  et  seq. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1393. 
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under  the  terms  of  which  O'Brian,  Potter  &  Stafford  became  the 
manager  of  the  investment  company  for  a  period  of  ten  years  at 
an  annual  fee  of  one-half  of  1%  of  its  net  worth.  No  provision  was 
made  which  would  permit  the  investment  company  to  terminate  the 
arrangement  prior  to  the  expiration  date. 

This  management  compensation  to  the  firm  of  O'Brian,  Potter  & 
Stafford  was  in  addition  to  the  three-year  option  warrants  to  pur- 
chase 50,000  of  the  company's  shares  at  $20  per  share.  Thus,  irre- 
spective of  the  success  of  the  sponsor's  management,  O'Brian,  Potter 
&  Stafford  was  assured  of  a  management  fee  for  a  period  of  ten  years 
and,  in  addition,  could  further  participate  in  the  profits,  if  any,  by 
exercising  its  option  warrants.  Further,  as  was  admitted  by  Mr. 
Stafford,  president  of  the  company,  the  investment  company  could 
not  free  itself  from  its  sponsor's  control  during  the  10-year  manage- 
ment period  without  coming  to  terms  with  the  sponsor.-^ 

Moreover,  although  there  was  no  provision  in  the  certificate  of  in- 
corporation permitting  "self-dealing",  i.  e.,  direct  transactions  in 
which  the  sponsor  was  pecuniarily  interested,  between  the  sponsor 
and  the  investment  company,  the  management  contract  contained  a 
broad  provision  allowing  the  sponsor  to  deal  with  the  investment 
company  in  any  manner,  provided  the  sponsor  accepted  "the  responsi- 
bility of  the  fairness  to  the  corporation  of  any  such  transaction." 
Paragraph  5  of  the  management  agreement  provided  as  follows  :~^ 

In  the  management  of  the  funds  and  investments  of  the  Corporation,  the 
Managers  may  deal  on  behalf  of  the  Corporation  with  themselves  or  with  any 
of  them  or  with  any  of  their  agents  or  employees  or  with  any  corporation, 
association,  partnership,  firm,  trustee,  syndicate,  or  individual  in  which  they 
or  any  of  them  may  be  interested,  and,  specifically,  but  without  limitation  of 
the  generality  of  the  foregoing,  may  purchase  securities  from  or  sell  securities 
to  or  otherwise  deal  in  respect  of  securities  with  themselves  or  with  any  of 
them  or  with  their  employees  or  agents  or  with  any  corporation,  association, 
partnership,  firm,  trustee,  syndicate,  or  individual  in  which  they  or  any  of  them 
may  be  interested ;  no  such  transaction  shall  be  void  or  voidable  by  reason  of 
any  interest  of  the  Managers  therein;  neither  the  Managers  nor  any  of  them 
nor  any  of  their  agents  or  employees  nor  any  corporation,  association,  partner- 
ship, firm,  trustee,  syndicate,  or  individual  shall  be  liable  to  the  Corporation  or 
to  the  stockholders  thereof  with  respect  to  any  profits  which  they  may  make  in 
connection  with  any  such  transaction  or  otherwise ;  provided  that  the  Managers 
agree  to  accept  the  responsibility  of  the  fairness  to  the  Corporation  of  any  such 
transaction. 

The  prospective  investor  in  the  investor  company  was  not  informed 
of  any  intention  to  vest  in  the  officers,  directors,  or  manager  the 
power  to  deal  with  the  investment  company  on  their  own  behalf. 
Mr.  Stafford  testified :" 

Q.  Don't  you  think  that  matter  of  self-dealing  was  of  sufficient  consequence 
that  the  prospective  stockholder  should  have  been  apprised  of  the  fact  that  the 
partners  would  have  that  right  so  that  a  person  could  determine  whether  he 
wants  to  be  a  participant  in  such  a  fund? 

A.  I  think  that  in  the  light  of  present-day  conditions,  that  certainly  that 
would  be  a  pertinent  thing. 

Mr.  Stafford  conceded  that,  by  failing  to  include  the  "self -dealing" 
provision  in  the  articles  of  incorporation  and  by  making  them  part 
of  the  management  contract,  not  only  was  the  public  not  apprised  of 

2=^1(1.,  at  13951-2. 

2«  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1.393. 

'"Id.,  at  13956-7. 
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the  existence  of  tliis  provision  but  the  prospective  investor  could  not 
ascertain  its  existence.^^ 

Q.  I  [have]  read  the  articles  of  incorporation  very  carefully,  Mr.  Stafford,  and  I 
find  that  no  similar  provision  is  included  in  the  articles  of  incorporation.  Now, 
the  articles  of  incorporation,  of  course,  would  be  a  matter  of  *  *  *  public 
(record]  *  *  *  isn't  that  so  [since  it  would]  *  *  *  have  to  be  filed  with 
the  [County]  Clerk? 

A.  Yes,  sir. 

Q.  And  the  persons  [financially]  interested  could  ascertain  what  the  rights  of 
O'Brian,  Potter  <&  Stafford  "are  in  connection  with  dealing  with  the  trust ; 
isn't  that  so? 

A.  Yes,  sir. 

Q.  But  this  management  contract  was  not  *  *  *  a  public  document,  isn't 
that  so? 

A.  That  is  right. 

On  January  23,  1929,  within  ten  days  after  the  certificate  of  incor- 
poration was  filed,  Walter  F.  Stafford  as  president  of  the  company 
signed  the  management  contract  on  behalf  of  Iroquois  Share  Cor- 
poration. O'Brian,  Potter  &  Stafford,  as  the  other  party  to  the 
agreement,  executed  the  contract  through  its  partner,  Lars  S.  Potter.^^ 

On  the  same  day,  January  23,  1929,  a  special  meeting  of  the 
'''dummy"  board  of  directors  was  held  at  which  the  management 
contract  with  O'Brian,  Potter  &  Stafford  was  ratified.  Mr.  Stafford 
testified :  ^'^ 

Q.  *  *  *  [the  management]  contract  was  never  submitted  to  the  stock- 
holders for  approval,  isn't  that  so? 

A.  I  believe  it  was  submitted  to  the  Board,  as  was  afterwards  constituted,  and 
that  is  my  recollection,  and  approved  by  the  permanent  Board. 

Q.  I  haven't  seen  that  minute  and  I  would  be  glad  to  give  you  a  copy  of  the 
entire  minutes  to  find  that.  The  fact  is  that  the  Board  that  did  ratify  it  was 
a  Board  constituted  of  the  employees  [of  the  firm  of  O'Brian,  Potter  &  Stafford] 
and  the  partners? 

A.  That  is  true. 

At  the  same  meeting  on  Januaiy  23,  1929,  the  board  of  directors 
agreed  to  deliver  to  O'Brian,  Potter  &  Stafford  100.000  shares  of  the 
company's  stock  against  pavment  of  $20  a  share.  O'Brian,  Potter  & 
Stafford  offered  these  100.000  shares -to  the  public  at  $21.50  a  share.^'^ 
This  offering  was  to  make  available  the  sum  of  $2,000,000  to  the  in- 
vestment companj^  and  O'Brian.  Potter  &  Stafford  was  to  receive 
$150,000  as  a  gross  underwriting  commission.  As  to  the  commission, 
IMr.  Stafford  testified :  «- 

Q.  *  *  "=  Now,  at  the  time  that  this  resolution  was  adopted  or  tlie  under- 
writing arrangement  made,  the  board  of  directors  of  Iroquois  Share  Corpora- 
tion was  composed  solely  and  wholly  of  partners  of  O'Brian,  Potter  &  Stafford 
iind  employees,  isn't  that  so? 

A.  That  was  the  organizing  board ;  yes,  sir. 

Q.  So  that  this  arrangement  whereby  O'Brian,  Potter  &  Stafford  got  a  gross 
underwriting  commission  of  $1.TO  a  share  *  *  *  ^y^g  literallv  fixed  by 
O'Brian,  Potter  &  Stafford,  isn't  that  so? 

A.  That  is  correct. 


28  Id.,  at  13953-6. 

^  Id.,  Commission's  Exhibit  No.  1393. 

30  Id.,  at  13952. 

31  Id.,    at    13954    and    Commission's    Exhibit    No.    1394.      The    issue   was    oversubscribed. 
(Id.,  at  13941.)      The  stock  opened  on  the  Buffalo  Stock   Exchange  at  a  premium  of  3^/2 
to   6   points   above  the   ofTering  price.      (Id.,    at    13957.)      Mr.    Stafford   considered   this   a 
flattering   evaluation    by    the   public    of    the   management's    worth.      (Derived    from    sup- 
plementary information  supplied  the   Commission   for  Iroquois  Share  Corporation.) 

2-  Op.  cit.  supra,  note  1,  at  13939. 
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Q.  There  was  nobody  representing  the  fxiture  stockhoklers  when  that  com- 
mission was  tixed,  isn't  that  so? 

A.  Couldn't  have  been  very  well,  Mr.  Schenker. 

Q  *  *  *  rpjjg  sponsors  sit  [on  both  sides  of]  the  table  and  they  fix  what 
in  their  judgment  tliey  think  they  ought  to  get  paid? 

A.  That  is  correct,  in  a  company  of  that  kind. 

2.  PORTFOLIO  1NVEST:MENTS 

Investments  by  Iroquois  Share  Corporation,  during  the  period  of 
management  by  O'Brian,  Potter  &  Stafford  and  later  by  Walter  F. 
Staiford,  were  made  in  substantial  amounts  in  securities  of  companies 
for  which  the  firm  of  O'Brian,  Potter  &  Stafford  was  the  banker  or 
of  which  memlx^rs  of  the  firm  were  directors  or  officers  or  with  which 
other  Iroquois  Share  Corporation  directors  had  connections.^^  Most 
of  these  securities  were  not  listed  on  the  New  York  Stock  Exchange.^* 
The  investment  company's  funds  were  expended  to  acquire  large  in- 
terests in  small  banks  in  western  New  York,  investments  which 
tended  to  advance  the  personal  interests  of  the  sponsors,  since  the 
firm  was  interested  in  procuring  clients  for  the  purchase  of  securities 
underwritten  or  sponsored  by  it.  Investments  of  such  character 
totaled  $1,395,953.88.  A  realized  and  unrealized  loss  of  $666,315.97 
was  sustained  in  these  investments,  exclusive  of  the  loss  sustained  on 
the  investment  in  a  building  erected  by  Seventeen  Court  Street,  Inc., 
which  will  be  described  later. 

In  the  case  of  companies  in  which  the  sponsor  was  personally  in- 
terested, so-called  related  companies,  the  loss  was  58%, '■^  while  invest- 
ments in  unrelated  companies  showed  a  loss  of  oidy  13%.^^    Never- 

^A  seat  on  the  Buffalo  Stock  Exchange  was  purchased  l),v  the  investment  compnn.v 
for  $25,000.  Despite  the  fact  that  th.'  investment  company  paid  the  full  price  for 
this  seat,  it  received  only  60%  of  the  commissions  earned,  while  O'Brian.  Potter  &  Stafford 
received  the  balance  of  the  commissions.  Mr.  Stafford  explained  that  that  was  the  purpose 
■of  the  purchase  (id.,  at  13962)  : 

Q.  After  the  trust  bought  its  seat  on  the  Buffalo  Stock  Exchange,  then  O'Brian, 
Potter  &  Stafford  cleared  — '! 

A.  Yes,  sir. 

Q.  And  it  retained  40%  of  the  commissions  and  the  trust  got  60%,  but  you  still 
participated  in  the  brokerage? 

A.  That  was   the  purpose  of  buying  the  seat  on  the  Buffalo  Stock  Exchange. 

The  investment  company  traded  actively  in  its  portfolio  securities,  and  O'Brian, 
I'otter  &  Stafford  received  $29,000  as  brokerage  commissions  during  the  27-month  period 
■of  the  sponsor's  management.     (Id.  at  13962.) 

'■'*  Id.,   at   14062-3.      When    Iroquois   Share   Corporation    was   organized,    one   of   its   first 

acts  was  to  lend  the  sponsor,  O'Brian.   Potter  &  Stafford.   $1,780,879.70  on  call,   virtually 

all  the  money  the  investment  company  had  at  the  time.     Thereafter,   for  a   short   period 

'this    loan    Ijecame    under-collateralized    l)y    $64,7S2.78.      Subsequently    the    loan    was    paid 

in  full.     (Id.,  at  14105-7.) 

^"  On  portfolio  investments  alone  in  related  companies  the  loss  was  over  47%.  (Id., 
Commission's  Exliibit  No.  1415.)  With  the  addition  of  the  loss  suffered  on  Seventeen 
Court  Street,  Inc.,  following  the  conversion  of  Iroquois  Share  Corporation  stock  into 
Atlas  Corporation  stock,  the  total  loss  was  $1,040,375,  out  of  a  total  investment  in  related 
companies  of  $1,779,025,  or  58%.     (Id.,  Commission's  Exhibit  No.  1422  A  and  B.) 

2«  The  loss  on  portfolio  securities  in  unrelated  companies  was  computed  as  follows; 
Total  purchases  of  securities  throughout  the  life  of  the  investment  company  amounted 
to  $10,409,251,  (id..  Commissions  Exhibit  No.  1422-D)  of  which  $1,395,954  were  in 
related  companies,  leaving  a  balance  of  $9,013,297  in  unrelated  companies.  The  net 
loss  on  securities  throughout  tlie  life  of  the  corporation  was  $1,855,095  (id..  Commis- 
sion's Exhibit  No.  1422-B),  of  which  $666,316  was  on  securities  in  related  companies, 
leaving  a  loss  of  $1,188,779  on  securities  in  unrelated  companies,  or  13%  on  the  total 
of  $9,013,297. 
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tlieless,  as  has  been  pointed  out,  the  investors  were  not  even  apprised 
of  the  existence  of  the  power  of  self-dealing  on  the  part  of  the 
management. 

3.  INVESTMENT  IN  SEVENTEEN  COURT  STREET,  INC. 

One  of  the  largest  losses  suffered  by  the  investment  company  was 
occasioned  by  the  purchase  on  July  18,  1930  of  the  entire  capital 
stock  (1,000  shares)  of  Seventeen  Court  Street,  Inc.  from  O'Brian, 
Potter  &  Stafford.  In  March  1928  that  firm  exercised  an  option  it 
held  to  purchase  land  at  Seventeen  Court  Street,  Buffalo,  New  York. 
On  this  land  O'Brian,  Potter  &  Stafford  contemplatecl  erecting  a 
seven-story  office  building  in  which  the  firm  intended  to  occupy  two 
floors  and  lease  the  others.  The  firm  procured  a  building  loan  from 
the  Marine  Trust  Company  and  a  second  mortgage  loan  from  the 
Mutual  Benefit  Life  Insurance  Company. =^''  The  balance  of  the 
money  necessary  to  erect  the  building  was  to  be  furnished  by  the 
partners  of  the  firm.  Construction  of  the  building  was  started  to- 
wards the  end  of  1929.^^ 

Early  in  1930  it  became  necessary  for  the  firm  of  O'Brian,  Potter 
&  Stafford  as  a  member  of  the  New  York  Stock  Exchange  to  attain 
a  more  liquid  financial  condition.  Roland  Lord  O'Brian,  a  partner 
of  the  firm,  testified  that  "we  were  required  to  keep  liquid  in  order 
to  protect  our  customers  and  our  accounts  and  we  did  keep  liquid."  ^^ 
Among  the  illiquid  assets  of  O'Brian,  Potter  &  Stafford  was  the  stock 
of  Seventeen  Court  Street,  Inc. 

Following  the  collapse  in  security  values  in  October  of  1929.  real 
estate  values  also  began  to  decline.  As  early  as  January  29,  1930. 
the  firm  of  O'Brian,  Potter  &  Stafford  realized  the  diJffiiculty  of  rent- 
ing space  in  an  uncompleted  office  building  and  were  aware  of  the  fact 
that  a  "building  slump"'  had  occurred  in  Buffalo.  On  Januarj^  29. 
1930,  Frederick  C.  Stevens,  a  partner  in  the  firm  of  O'Brian,  Potter 
&  Stafford,  wrote  a  letter  to  this  effect  to  Walter  F.  Stafford,  another 
of  the  firm's  partners.    Mr.  O'Brian  testified  as  to  this  letter :  '^° 

Q.  I  made  the  suggestion  this  morning  that  we  pick  out  the  best  real  estate 
brokers  in  Buffalo  and  have  them  start  on  the  leasing  of  our  new  building.  I 
think  by  good  advertising  in  the  newspapers,  giving  a  typical  floor  plan,  and 
also  the  street  plan,  showing  the  location  of  other  buildings,  that  'we  can  stimu- 
late a  good  deal  of  interest  and  have  the  building  partly  rented  at  least  before 
it  is  completed.  This  in  turn  would  make  financing  the  building  very  much 
simpler  if  we  had  some  real  contracts  signed. 

I  have  also  suggested  that  we  ought  to  designate  a  building  committee  to 
sit  with  the  architects  in  letting  all  subcontracts.  In  this  building  slump  I 
understand  that  many  contractors  are  tickled  to  death  to  take  contracts  with  a 
small  margin  of  profit  to  keep  them  occupied.  We  should  benefit  by  this 
situation. 

That  is  an  indication  in  Mr.  Stevens'  mind  at  least  that  there  was  a  building 
slump  in  Buffalo,  and  you  don't  really  deny  that? 

A.  I  don't  deny  that  at  all. 

Q.  This  is  January  29,  1930,  which  is  approximately  six  months  before  the 
building  was  sold  to  the  Iroqiiois  Share  Corporation,  and  certainly  real-estate 
conditions  became  progressively  worse  after  that,  and  not  better,  isn't  that  so? 

^  Id.,  at  13975,  and  Commission's  Exhibit  No.  1402. 

28  Id.,  at  13974-6. 

=»  Id.,  at  13976. 

« Id.,  at  13981-2  and  Commission's  Exhibit  No.  1396. 
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A.  I  think  that  they  probably  did,  but  there  was  no  slump  in  real  estate 
that  I  can  remember. 

Q.  At  least,  Mr.  Stevens  says  that  there  was  a  building  slump. 
A.  A  building  slump ;  yes. 

By  July  of  1930  the  building;  owned  b}^  Seventeen  Court  Street,  Inc» 
"was  not  yet  completed.  The  onl}^  leases  for  space  in  tlie  building  which 
had  been  made  were  a  lease  Avitli  the  firm  of  O'Brian,  Potter  &  Stafford 
for  the  basement  and  the  first  floor  of  the  building  and  a  lease  for  space 
to  be  used  for  a  cigar  stand  in  the  lobby  of  the  building.*^  Six  of  the 
seven  floors  in  the  building  were  unrented. 

From  March  1, 1928,  to  July  3, 1930,  the  total  investment  by  O'Brian, 
Potter  &  Stafford  in  Seventeen  Court  Street,  Inc.  amounted  to  $313,- 
616.32.*^  This  cost  represented  the  capital  expenditures  involved  in 
the  development  of  the  real  property  and  also  included  a  net  operating 
loss  of  $35,168  incurred  by  the  corporation  prior  to  the  construction  of 
the  building.*^ 

In  order  to  increase  its  own  cash  position,  O'Brian,  Potter  &  Stafford 
arranged  to  dispose  of  the  stock  of  Seventeen  Court  Street,  Inc.  to  Iro- 
quois Share  Corporation.  As  has  been  pointed  out,  the  management 
contract  of  January  23,  1929,  between  Iroquois  Share  Corporation  and 
O'Brian,  Potter  &  Stafford  expressly  permitted  the  firm  to  deal  with 
the  investment  company,  provided  the  firm  accepted  the  responsibility 
for  the  fairness  of  the  transaction. 

On  July  18,  1930,  O'Brian,  Potter  &  Stafford  offered  to  transfer  all 
the  stock  of  Seventeen  Court  Street,  Inc.  to  Iroquois  Share  Corpora- 
tion at  a  price  equivalent  to  the  full  cost  of  the  building  enterprise, 
namely,  $313,616.32.**  As  part  of  the  same  transaction  and  as  further 
consideration  for  the  purchase  of  the  Seventeen  Court  Street,  Inc. 
stock,  O'Brian,  Potter  &  Stafford  offered  to  cancel  its  management  con- 
tract of  January  27,  1929  with  Iroquois  Share  Corporation.  The  firm, 
however,  did  not  offer  to  surrender  to  the  investment  company  the 
50,000  Iroquois  Share  Corporation  warrants  which  were  granted  pur- 
suant to  the  terms  of  the  management  contract  as  additional  compensa- 
tion for  its  management  services. 

On  the  day  it  was  made,  the  offer  of  O'Brian,  Potter  &  Stafford  to 
sell  all  the  stock  of  Seventeen  Court  Street,  Inc.  was  accepted  by  the 
board  of  directors  of  the  investment  company.  The  directors  con- 
nected with  the  firm  refrained  from  voting,  and  immediately  upon 
acceptance  of  the  offer  all  the  directors  and  officials  appointed  through 
the  firm  of  O'Brian,  Potter  &  Stafford,  with  the  exception  of  Walter  F. 
Stafford,  resigned.  Mr.  Stafford,  on  the  other  hand,  as  part  of  the 
transaction  involving  the  sale  of  the  building  to  the  investment  com- 
pany, terminated  his  association  with  the  firm  of  O'Brian,  Potter  & 
Stafford.*^     However,  in  accordance  with  a  prearranged  plan,  he  was 

«Icl.,  at  13991. 

*^  Id.,  Commission's  Exhibit  No.  1400. 

"  Ibid. 

"The  corporation's  equity  in  the  building  was  subject  to  first  and  second  mortgages 
totaling  $827,000.  (Id.,  at  13980.)  The  partners  of  O'Brian.  Potter  &  Stafford  were  all 
personally  on  the  bond  of  the  second  mortgage,  amounting  to  $377,000,  and  in  case 
of  foreclosure  with  a  resulting  deficiency  judgment,  not  only  would  their  equity  have 
been  wiped  out  but  the  partners  would  also  have  been  jointly  and  severally  liable  for 
the  amount  of  any  deficiency  judgment.     (Id.,  at  13980.) 

*•''  O'Brian,    Potter   &   Stafford   cl'anged   its   name   to   O'Brian,    Potter   &  Company,   after 
Mr.  Stafford  resigned.     (Id.,  at  14097.) 
153373— 40— pt.  3 6 
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immediately  given  a  contract  by  Iroquois  Share  Corporation  to  manage 
that  investment  company  for  a  period  of  five  years  ending  on  Sep- 
tember 15,  1935,  at  an  annual  rate  of  $25,000  plus  an  annual  bonus  of 
5%  of  the  investment  company's  profits.*'^  The  compensation  to  Mr. 
Stafford  under  the  new  management  contract  exceeded  the  remunera- 
tion under  the  former  contract,  since  the  former  couipensation  at 
the  rate  of  Yo  of  1%  of  the  net  worth  of  the  investment  company  had 
vielded  to  O'Brian,  Potter  &  Stafford  fees  for  the  year  1929  of  only 
$12,581,  and  for  1930,  $7,585,  a  total  of  $20,166  for  both  years.^'  The 
annual  fee  which  Mr.  Stafford  was  to  receive,  without  taking  into  ac- 
count the  possible  5%  bonus,  was  in  excess  of  1%  of  the  net  worth  of 
the  investment  company  in  July  1930.^^ 

The  new  management  contract  between  the  investment  company 
and  Mr.  Stafford  was  never  submitted  to  the  stockholders  for  their 
approval,  although  without  their  knowledge  the  contract  bound  the 
investment  company  irrevocably  for  a  period  of  five  years  to  the  man- 
agement of  Mr.  Stafford,  whether  successful  or  not.  '  Any  attempt  by 
the  stockholders  of  the  investment  company  to  liquidate,  to  merge  with 
another  investment  company,  or  to  change  the  management  would  re- 
quire the  corporation,  and  thus  indirectly  the  stockholders,  to  compen- 
sate Mr.  Stafford  for  his  contract. 

The  purchase  price  paid  by  Iroquois  Share  Corporation  for  the  stock 
of  Seventeen  Court  Street,  Inc.  constituted  approximately  15%  of  the 
former's  then  net  assets.*"  In  order  to  pay  for  the  purchase  the  invest- 
ment company,  which  then  had  no  available  cash,^"  was  required  to 
liquidate  readily  marketable  securities."^  However,  the  sale  to  Iroquois 
Share  Corporation  enabled  O'Brian,  Potter  &  Stafford  to  "bail"  itself 
out  of  an  illiquid  asset  at  a  time  when  it  needed  cash.  Mr.  Stafford 
testified  to  this  effect :  ^^ 

Q.  I  don't  think  that  you  have  to  be  squeamish  about  this,  but  of  course 
probably  every  brokerage  firm  in  the  country  foimcl  itself  in  that  position — 
O'Brian,  Potter  &  Stafford  needed  cash,  isn't  that  soV 

A.  That  is  right. 

Q.  And  it  had  this  17  Court  Street  real  estate,  in  which  it  had  [invested] 
$313,000? 

A.  That  is  right. 

Q.  And  the  sale  by  O'Brian,  Potter  &  Stafford  to  the  investment  trust  was  a 
means  by  which,  aside  from  the  merits  of  the  sale,  a  means  by  which  O'Brian, 
Potter  &  Stafford  could  realize  that  cash  quickly,  isn't  that  so'/ 

A.  That  is  quite  right. 

******* 

Q.  And  as  part  of  this  transaction,  there  was  an  arrangement  made  whereby 
O'Brian,  Potter  &  Stafford  would  cancel  their  management  contract,  isn't  that 
so? 

A.  Yes,  sir. 

^*  Id.,  Commission's  Exhibit  No.  1404. 

« Id.,  at  13963. 

^8  Id.,  at  14013.     Mr.  Stafford  testified   (ibid.)  : 

Q.  In  any  event,  this  is  a  fact 

A.  There  was  a  shrinliage,  yes. 

Q.  So  that  as  far  as  the  stockLciders  were  concerned,  not  only  did  they  buy  the 
property  from  O'Brian.  Potter  &  Stafford  but  the  [company  gave  j'ou  a]  manage- 
ment contract  which  *  *  *  now  had  provided  for  $25,000  a  year,  while  under 
the  old  management  contract,  with  O'Brian.  Potter  &  Stafford,  at  least  at  that 
time,  one-half  of  1%  would  not  equal  $25,000  a  year,  isn't  that  so? 

A.  It  would  not. 

*»  Id.  at  13998  and  14037.     As  at  December  31,   1939,   Iroquois   Share  Corporation  had 
net  assets  of  approximately  $2,100,000.      (Id.,  Commission's  Exhibit  No.   1422.) 
^la.,  at  13985-6. 
»Id.,  at  13989. 
=2  Id.,  at  14006-7. 
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Q.  But  they  were  to  keep  the  option  warrants,  isn't  tliat  so? 

A.  Oh,  yes. 

Q.  Although  the  option  wan-aiits  were  given  to  tliem  as  part  of  tlie  com- 
pensation for  the  management  and  although  they  were  terminating  their  rela- 
tionship as  managers,  the  arrangement  was  still  made  to  let  them  keep  the 
■option  warrants  so  that  if  at  some  future  date  the  corporation  was  lucky  enough 
to  make  some  money  O'Brian,  Potter  &  Stafford  could  still  participate  in  that 
jjrofit,  isn't  that  so? 

A.  That  is  the  way  it  worked  out. 

Mr.  Stafford  testified  f  urtlier : '' 

Q.  Now,  let  use  see  what  the  consequence  of  that  deal  was,  with  respect 
to  O'Brian,  Potter  &  Stafford  and  yourself,  and  tlie  Iroquois  Share  Corporation. 
The  Iroquois  Share  Corporation  took  you  or  bailed  you  out  of  your  commit- 
ment in  that  building,  isn't  that  so? 

A.  If  you  want  to  put  it  that  way. 

In  response  to  a  further  question,  the  witness  said :  ^*  ""*  *  * 
■'Bail'  is  a  good  word." 

Stockholders  of  Iroquois  Share  Corporation  were  first  infonned  of 
the  purchase  of  all  the  stock  of  Seventeen  Court  Street,  Inc.  in  the 
investment  company's  annual  report  for  the  year  ended  December  31, 
1930,  about  six  months  after  the  purchase.  The  fact  that  the  pur- 
chase had  been  made  from  tlie  firm  of  O'Brian,  Potter  &  Stafford 
was  not  revealed  to  the  stockholders.  A  letter  from  AValter  F.  Staf- 
ford, president  of  Iroquois  Share  Corporation  to  the  stockholders 
which  accompanied  this  annual  report,  stated :  ^^ 

During  the  year  the  policy  of  the  management  of  the  Iroquois  Share  Cor- 
poration has  been  to  steer  a  middle  course.  Securities  have  been  liquidated, 
even  at  a  loss,  to  place  the  corporation  in  a  strong  cash  position  to  take 
advantage  of  possible  drastic  breaks  in  the  market,^  meanwhile  holding  a 
strong  list  of  securities  in  the  event  of  upturns. 

*  *  *  In  July  1930,  the  Corporation  acciuired  the  property  at  17  Court 
Street,  Buffalo,  New  York.  As  of  September  l.j,  1930,  Iroquois  Share  Corpora- 
tion began  to  function  as  a  distinct  and  independent  organization,  the  man- 
agement contract  with  O'Brian,  Potter,  Stafford  &  Co,  then  becoming  ineffec- 
tive. 

The  record  affords  no  indication  that  the  independent  directors  of 
Iroquois  Share  Corporation  made  any  attempt  to  ascertain  the  mar- 
ket value  of  the  stock  of  Seventeen  Court  Street,  Inc.,  the  only  asset 
of  which  was  tlie  equity  in  the  office  building  tlten  under  construc- 
tion. However,  Mr.  O'Brian  testified  that  many  of  these  directors 
were  on  the  ai)j)raisal  and  loan  committee  of  several  banks." 

The  continued  decline  of  business  and  real  estate  values  made  it 
extremely  difficult  for  Iroquois  Share  Corporation  to  rent  space  in 
the  building.  In  February  1931,  after  the  completion  of  the  build- 
ing, O'Brian,  Potter  &  Stafford,  Iroquois  Share  Corporation,  and  the 

"»  Id.,   at   14016-7. 

"Id.,  at  14017. 

^  Id.,  Commission's  Exhibit  No.  140o. 

^The  record  of  the  company's  activities  reveals  that  actu.ill.v  it  stripped  itself  of  cash 
and  became  frozen  through  purchase  within  a  period  of  several  mouths  of  Seventeen 
■Court  Street,  Inc..  and  tlie  Bank  of  Williamsvilie  stock. 

""Op.  cit.  supra,  note  1,  at  14006.  The  tirst  and  second  mortyanes  on  the  building 
totaled  $827,000.  (Id.,  at  i:'.079.)  The  Buffalo  taxing  authorities  valued  both  the  land 
and  building  owned  by  Seventeen  Court  Street,  Inc.  at  $.517,470.  (Id.,  at  13979.)  However, 
this  evaluation  for  taxing  purposes  is  concededly  not  a  conclusive  determinant  of  actual 
value.  The  record  does  not  disclose  the  a.ssessment  ratios  prevailing  in  Buffalo  at  this 
Jime. 
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owner  of  the  cigar  stand  in  the  lobby  of  the  building  were  still  the 
only  tenants,  six  of  the  seven  floors  of  the  building  being  vacant. 
Although  it  was  estimated  that  the  expenses  of  operation  of  the 
building  would  be  met  only  if  a  minimum  of  $2.70  per  square  foot 
was  secured  in  rentals,®^  Iroquois  Share  Corporation  was  unable  to 
procure  tenants  by  offers  to  lease  at  rentals  of  $2.25  per  square  foot 
and  encountered  difficulties  at  $1.75  per  square  foot.^®  By  April  30,. 
1931,  when  Atlas  Corporation  took  over  control  of  Iroquois  Share 
Corporation,  the  investment  company  had  advanced  to  Seventeen 
Court  Street,  Inc.  $70,055.17  ^°  which  was  presumably  used  to  meet 
the  expenses  of  maintenance  of  the  building.  The  total  investment 
made  by  Iroquois  Share  Corporation  in  this  Seventeen  Court  Street, 
Inc.  property  was  $383,671.49  ^^  as  at  April  30,  1931. 

Furthermore,  in  addition  to  the  payment  made  to  the  sponsor, 
additional  payments  had  to  be  made  for  uncompleted  contracts,  as 
was  admitted  by  Mr.  O'Brian.*'^ 

Q.  Now,  this  has  a  footnote,  "Incompleted  building  contracts,"  amounting  to 
[$118,579.97]  and  not  included  in  the  foregoing  balance  sheet  certified  to  by 
Ernst  &  Ernst,  ,1'anuary  12,  1931.  Doesn't  that  mean  that  in  addition  to  its 
initial  Investment  of  $313,000  and  in  addition  to  assuming  any  operating  deficit 
which  may  exist,  which  in  February  of  1931  was  $81,000,  *  *  *  there  were 
also  incompleted  building  contracts  amounting  to  $118,579.97? 

That  represented  a  very,  very  substantial  commitment  by  Iroquois  Share 
Corporation,  in  that  real  estate  venture,  did  it  not,  Mr.  O'Brien? 

A.  Well,  any  building  bought  in  the  course  of  construction,  of  course,  you 
would  obligate  yourself  to  do  the  same  thing,  and  what  proportion  that  is, 
I  don't  know. 

Q.  And  by  selling  that  building  to  the  investment  trust,  O'Brian,  Potter  & 
Stafford  was  not  only  relieved  of  these  obligations,  that  is,  the  trust  took  them 
over  with  respect  to  the  operating  deficit  and  the  incomplete  contracts,  but 
O'Brian,  Potter  &  Stafford  got  every  dollar  of  its  money  back  that  it  put  in, 
isn't  that  so? 

A.  Yes. 

Atlas  Corporation,  in  determining  the  net  worth  of  Iroquois  Share 
Corporation  in  March  of  1931  for  the  purpose  of  calculating  a  ratio 
of  exchange  of  Atlas  Corporation  securities  for  Iroquois  Share  Cor- 
poration stock,  tentatively  evaluated  the  stock  of  Seventeen  Court 
Street,  Inc.  at  $200,000,^^  but  the  exchange  offer  actually  made  by 
Atlas  Corporation  in  April  of  1931  was  based  on  a  calculation  of  a 
"realization  value"  for  this  stock  of  only  $45,000.^* 

In  1932,  Atlas  Corporation  surrendered  a  deed  to  the  property  held 
by  Seventeen  Court  Street,  Inc.  to  the  second  mortgagee.^^  As  a 
result,  the  investment  in  this  building  was  ultimately  entirely  lost. 

Under  questioning  bj^  counsel  for  O'Brian,  PotteV  &  Stafford,  Mr. 
Stafford  justified  the  purchase  of  17  Court  Street  by  the  investment 
company  on  the  ground  that  "I  thought  it  was  an  excellent  trans- 
action and  being  a  large  shareholder  of  Iroquois  I  was  delighted  to 

=*  Id.,  Commission's  Exhibit  No.  1401. 
s^Id.,  at  13996. 

^o  Id.,  Commission's  Exhibit  No.  1422. 
"  Ibid. 

«2  Id.,  at  14000. 
63  Id.,  at  14004. 

»*  Public  Examination,   Atlas   Corporation,    Commission's   Exhibit   No.   2043. 
«5  Derived  from  supplementary  information  supplied  the  Commission  for  Iroquois  Share 
Corporation. 
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still  have  an  interest  in  that  property  and  I  still  think  it  was  a  good 
transaction.  It  is  one  of  the  best  business  corners  in  the  city  of 
Buffalo."  ''^ 

4.  INVESTMENTS  IN  BANK  OF  JAMESTOWN  AND  BANK 

OF  WILLIAMSVILLE 

Early  in  1929  the  firm  of  O'Brian,  Potter  &  Stafford  set  out  to 
acquire  control  or  obtain  a  substantial  stock  ownership  in  conunercial 
banks.  By  December  of  1929  Iroquois  Share  Corporation  had  ac- 
quired 1,509  shares  out  of  the  10,000  shares  outstanding  of  the  Bank 
of  Jamestown  or  15%  thereof  at  a  cost  of  $129,800.  Brewer  D. 
Phillips,  a  director  of  this  bank,  was  a  director  of  the  investment 
company.  During  1930  and  1931  stock  of  the  Bank  of  Jamestown 
was  disposed  of  by  the  investment  rompany  at  a  loss  of  $21,506.74.*^" 

The  largest  single  bank  investment  of  Iroquois  Share  Corporation, 
however,  was  in  the  stock  of  the  Bank  of  Williamsville.  In  tliQ 
minutes  of  the  meeting  of  the  board  of  directors  of  the  investment  com- 
pany held  on  May  9, 1929,  it  was  resolved  to  "purchase  up  to  300  shares 
of  the  stock  of  the  Bank  of  Williamsville  at  $700  a  share  with  the 
understanding  that  O'Brian,  Potter  &  Stafford  purchase  an  amount  of 
stock  which,  with  the  additional  stock  held,  would  establish  working 
control  of  the  Bank."  ^^ 

During  May  of  1929  the  investment  company  purchased  300  shares 
of  the  stock  of  the  Bank  of  Williamsville,  or  15%  of  the  2,000  shares 
of  the  bank's  stock  then  outstanding,  at  $700  per  share  from  various 
holders  for  an  aggregate  cost  of  $210,000.  On  the  basis  of  $700  per 
share,  the  return  on  the  investment  did  not  exceed  2%  annually .^^ 
Prior  to  the  time  the  investment  was  made  Howard  C.  Britting  was 
president  of  the  Bank  of  Williamsville  and  a  director  of  the  invest- 
ment company.*'^  James  Chalmers,  Jr.  was  vice  president  of  the  bank 
and  later  became  a  member  of  the  board  of  directors  of  Iroquois  Share 
Corporation.'''  After  the  investment  had  been  made,  Walter  F.  Staf- 
ford, president  of  the  investment  company,  and  Frederick  C.  Stevens, 
a  partner  of  O'Brian,  Potter  &  Stafford  and  a  director  of  the  invest- 
ment company,  became  members  of  the  board  of  directors  of  the 
bank.^^  This  percentage  of  bank  stock  held  by  the  investment  com- 
panv,  Mr.  Stafford  conceded,  represented  working  control  of  the 
hank.^2    ^i^,  Stafford  testified :  '^ 

Q.  *  *  *  So  tliat  from  the  very  inception  it  was  contemplated  that  the 
Iroquois  Share  Corporation  would  be  in  a  group  which  had  working  control  and 
ultimately  with  your  subsequent  acquisitions  Iroquois  Share  Corporation  would 
have  working  control? 

A.  Yes,  sir. 


fiii.i 


Op.  cit.  supra,  note  1,  at  14095. 

"'  Id.,  Commission's  Exhibit  No.   1415. 

*■'  Id.,  at  140.35-6  and  derived  from  supplementary  information  supplied  the  Commission 
for  Iroquois   Share  Corporation. 

"s  Op.  cit.  supra,  note  1,  at  14032.  In  1928  the  Bank  of  Williamsville  paid  a  dividend  of 
S16  per  share  (Ihe  par  value  being  $100)  and  in  1929.  .$12  per  share.  (Id.  at  14032-3  and 
Moody's  Manual  of  Investinentu,  Banks,  etc.  1933,  p.  489.) 

'■•  Op.  cit.  supra,  note  1.     Commission's  Exhil)it  No.  1390. 

"id.,  at  14031. 

'1  Id.,  at  14035. 

■2  Id.,  at  14035. 

"Id.,  at  14036. 
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In  February  of  1930  the  Bank  of  Williamsville  increased  its  capital 
stock  from  2,000  shares  to  10,000  shares,  issuing  five  new  shares  for 
each  old  share. ^*  The  300  shares  of  the  bank  stock  held  by  the  invest- 
ment company  were,  therefore,  upon  the  recapitalization  converted 
into  1,500  shares.  In  June  of  1930  the  bank  also  offered  to  its  stock- 
holders 5,000  additional  shares  of  its  stock  at  $70  a  share.  This  offer- 
ing to  the  bank's  stockholders  was  underwritten  by  the  investment 
company,"  which,  despite  the  unfavorable  market  condition,  agreed 
to  take  at  the  offering  price  all,  or  any  part  of  the  5,000  shares  which 
were  not  taken  by  the  stockholders.  In  fact,  none  of  the  stockholders 
agreed  to  purchase  any  of  the  new  stock,  and  the  investment  company 
was  required  to  take  up  the  entire  5,000  shares  of  stock  at  a  cost  of 
$350,000.  Thus  the  position  of  the  investment  company  in  the  stock 
of  the  Bank  of  Williamsville  was  increased  to  6,500  shares  at  a  total 
cost  of  $560,000,  or  approximately  $86  per  share.  The  6,500  shares 
represented  in  excess  of  one-third  of  the  outstanding  stock  of  the  bank,, 
and  this  investment  by  Iroquois  Share  Corporation  in  tlie  bank  stock 
constituted  approximately  16%%  of  the  net  contributed  capital  of  the 
investment  company.'^^ 

Bearing  on  this  commitment  of  the  investment  company  to  under- 
write the  5,000  additional  shares  of  the  bank  stock  is  a  letter  sent  by 
Frederick  C.  Stevens,  a  partner  in  the  firm  of  O'Brian,  Potter  & 
Stafford,  to  the  president  of  Iroquois  Share  Corporation  in  which  he 
stated :  ^^ 

I  wanted  particularly  to  straighten  out  the  situation  in  regard  to  the  sub- 
scription for  the  new  stock  [Bank  of  Williamsville].  As  you  know,  Iroquois  is 
committed  to  underwrite  the  entire  amount.  The  amount  that  stockholders  will 
take,  of  course,  is  problematical,  and  will  remain  undecided  until  the  rights 
expire  on  June  30th. 

I  was  anxious  to  get  all  the  directors  to  sign  up  to  take  their  full  allot- 
ment of  stock,  but  Al  [™]  tells  me  that  it  is  financially  impossible  for  many" 
of  them  to  do  it.  His  suggestion  is  that  since  Iroquois  is  committed  to  under- 
write the  unsold  balance,  that  Iroquois  loan  the  different  directoi-s  sufficient 
money  at  6%  to  pay  for  their  new  stock  and  to  take  back  their  individual  notes, 
give  them  whatever  dividends  are  paid  on  the  stock,  and  Iroquois  receive  6%  for 
its  loan.  Personally  I  would  favor  such  an  arrangement  because  it  would  mean 
that  ultimately  the  stock  would  be  placed  in  good  hands  and  for  at  least  twelve 
months  or  so  Iroquois  would  be  getting  6%  on  its  money  instead  of  possibly 
about  3%. 

******* 

''^  Moody's  Manual  of  I>ivrfttmrntft.  Bonis,  etc.,  10.33,  p.  489. 
"  Op.  cit.  supra,  note  1,  at  14036-7. 

'^  This  transaction,  it  may  be  noted,  followed  the  investment  company's  purchase- 
of  Seventeen  Court  Street,  Inc.,  for  $313,fil6.  which  the  investment  company  had  been 
able  to  raise  only  by  selling  part  of  its  marketable  portfolio. 

''''  Op.  cit.  supra,  note  1,  at  14044—5  and  Commission's  Exhibit  No.  1400.  Individuals 
■who  were  officers  and  directors  of  Iroquois  Share  Corporation  and  the  banlc,  and  also 
connected  with  O'Brian,  Potter  &  Stafford,  had  obligated  themselves  for  the  purchase  of 
part  of  this  stoclj  from  Iroquois  Share  Corporation.  Loans  were  made  upon  the  collateral 
of  the  Bank  of  Williamsville  stock  itself  to  the  following  individuals  (id.,  at  14046-7)  : 

J.    Arnold    Allen .$700.00 

Alfred  B.  Beiter 1.6.50.00 

Howard    G.    Britting 7.  000.  00 

George  L.  Hellings r,.  950.  00 

Howard   B.   Moore 3.  500.  00 

Louis    P.     Schneider 2.  800.  00 

■^^Albert  H.  Meyer,  a  vice  president  of  the  Bank  of  Williamsville,  was  the  one  who 
ultimately  purchased  the  working  control  of  the  bank  from  the  investment  company  when, 
as  a  condition  of  the  exchange  offer  which  was  made.  Atlas  Corporation  insisted  upon 
the  elimination  of  the  bank  stock  from  the  portfolio.  (Id.,  at  14047-9  and  Commission's 
Exhibits  Nos,  1411  and  1412.) 
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We  are  going  to  do  everything  we  can  from  the  Bank's  standpoint  to  encour- 
age taking  up  the  stock,  but  if  people  haven't  got  tlie  money  and  can't  borrow 
it,  it  is  going  to  throw  a  large  total  onto  Iroquois. 

Having  acquired  tlie  working  control  of  the  bank,  tlie  investment 
company  was  obliged  not  only  to  concern  itself  with  the  interest  of  its 
own  stockholders  but  also  to  give  consideration  to  the  affairs  of  the 
bank  in  which  it  owned  so  substantial  an  interest.  Walter  F.  Stafford 
testified :  '^ 

Q.  And  isn't  that,  based  on  your  experience,  the  truth  in  every  case  where  an 
investment  trust  becomes  substantially  a  holding  company,  where  it  has  not  only 
the  investment  problem  as  an  investment  trust  but  has  the  management  problem 
as  a  holding  company?    Isn't  that  so? 

A.  It  is  apt  to  develop  that  way  in  times  of  depression  or  bad  management, 
or  whatever  you  want  to  consider  it. 

On  April  3,  1931,  when  the  investment  company  was  desirous  of 
selling  its  Bank  of  "Williamsville  stock  in  order  to  complete  the  ex- 
change deal  with  Atlas  Corporation,  Albert  H.  Meyer,  a  director  of 
Iroquois  Share  Corporation  and  vice  president  of  the  Bank  of  Will- 
iamsville. made  an  offer  for  the  stock  at  $25  a  share.®"  However,  he 
was  permitted  to  withdraw  this  offer  and  he  later  purchased  the  stock 
from  Iroquois  Share  Corporation  at  $20  per  share.  Thus,  Iroquois 
Share  Corporation  on  its  investment  of  $568,580  in  the  Bank  of 
Williamsville  suffered  a  loss  of  $405,110  or  in  excess  of  70%  of  the 
purchase  price,*^  the  largest  single  loss  suffered  by  the  investment 
company. 

^\'hen  questioned  concerning  this  transaction  b}'^  counsel  for  O'Brian, 
Pottei-  &  Stafford,  Mr.  Stafford  testified  as  follows :  ^'^ 

Q.  *  *  *  The  Williamsville  Bank  stock  turned  out  to  be  a  bad  investment 
in  the  end? 

A.  Well,  we  were  forced  into  making  it  a  bad  investment.  I  don't  think  it 
would  have  been  if  the  Irocpiois  had  continued  in  existence  and  held  that  .stock. 
I  think  it  would  have  been  perfectly  all  right. 

Unfortunate  as  this  venture  was  for  Iroquois  Share  Corporation, 
the  investment  by  the  company  in  the  Bank  of  Williamsville  was  not 
without  its  advantages  to  O'Brian,  Potter  &  Stafford,  which,  as  an 
investment  banking  firm,  was  interested  in  banks  as  potential  pur- 
chasers of  securities  underwritten  by  the  firm.  Control  of  a  bank 
by  an  investment  company  managed  by  O'Brian,  Potter  &  Stafford 
tended  to  insure  to  this  firm  the  security  business  of  the  bank  as 
well  as  its  brokerage  business.  Thus  Walter  F.  Stafford,  a  partner 
of  the  firm  and  the  president  of  the  investment  company,  testified : ''" 

Q.  I  say,  if  the  Iroquois  Share  Corporation  had  working  control  of  the  bank,  it 
might  be  a  source  of  bu.siness  to  O'Brian,  Potter  &  Stafford? 

A.  It  could  be. 

Q.  Yes ;  the  fact  of  the  matter  is 

A.  The  fact  of  the  matter  is  that  it  was  a  source  of  business  to  us  before 
we  went  into  it.    We  were  deriving  business  from  that  bank. 

Q.  You  were  deriving  business  from  the  bank? 

A.  Oh.  yes. 

Q.  But  that  source  of  business  could  not  be  [derived]  if  the  management 
decided  not  to  give  you  that  business.     *     *     *     isn't  that  so? 

A.  It  would  mean  a  quarrel  perhaps. 

™  Id.,  at  14046. 

^1(1.,  at   14040. 

"'  Id..  Coinniission's  Exhibit  No.   141.J. 

"■^  Id.,  at  14099. 

82  Id.,  at  11038-9. 
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The  contact  with  the  Bank  of  Williamsville  was  ahnost  immediately 
profitable  to  O'Brian,  Potter  &  StafJord.s^  In  August  of  1929 
O'Brian,  Potter  &  Stafford,  the  Bank  of  Williamsville,  and  the  Bank 
of  Clarence  organized  the  Williamsville  Share  Corporation  as  an  in- 
vestment company  affiliate  of  the  Bank  of  Williamsville.  O'Brian, 
Potter  &  Stafford  received  underwriting  commissions  for  issuing  to 
the  public  the  stock  of  the  new  corporation ;  became  the  manager  of 
the  new  corporation  at  quarterly  fee  of  %  of  1%  of  the  liquidating 
value ;  received  option  warrants  as  additional  management  compensa- 
tion; and  also  obtained  all  its  brokerage  business. 

In  April  of  1930  the  assets  of  Williamsville  Share  Corporation,  as 
previously  stated,  were  acquired  by  Iroquois  Share  Corporation  in 
consideration  of  the  issuance  of  29,418  shares  of  Iroquois  Share  Cor- 
poration stock  to  the  stockholders  of  Williamsville  Share  Corporation. 
In  exchange  for  the  warrants  of  Williamsville  Share  Corporation 
held  by  the  Bank  of  Williamsville,  the  Bank  of  Clarence,  and  by 
O'Brian,  Potter  &  Stafford,  the  investment  company,  Iroquois  Share 
Corporation  issued  its  own  warrants  evidencing  the  right  to  subscribe 
for  21,500  shares  of  its  own  stock  before  April  1,  1935,  at  a  price  of 
$20.50  per  share.  By  this  exchange  of  warrants  O'Brian,  Potter  & 
Stafford  received  16,950  additional  Iroquois  Share  Corporation  war- 
rants, the  Bank  of  Williams^dlle  4,050  warrants,  and  the  Bank  of 
Clarence  500  warrants.^^  In  order  to  make  all  of  the  warrants  issued 
by  Iroquois  Share  Corporation  uniform  in  price  and  duration,  the 
period  during  which  the  original  50,000  warrants  acquired  by 
O'Brian,  Potter  &  Stafford  as  management  compensation  could  be 
exercised  was  extended  from  December  31,  1932  to  April  1,  1935, 
and  their  exercise  price  was  raised  to  $20.50  per  share  from  $20  per 
share. 

By  April  of  1930,  therefore,  O'Briain,  Potter  &  Stafford  had 
acquired  a  total  of  66,950  warrants  of  Iroquois  Share  Corporation — 
50,000  as  management  compensation  from  the  investment  company 
under  the  terms  of  the  management  contract  of  January  23,  1929,  and 
16,950  as  the  result  of  the  absorption  of  Williamsville  Share  Cor- 
poration by  the  investment  company .^^ 

Mr.  Stafford  acknowledged  that  when  an  iuA^estment  banker  man- 
aged an  investment  company  conflicts  might  exist  between  the  inter- 
est of  the  investment  banker  and  the  investment  company  with  respect 
to  particular  investments.    He  testified :  ®^ 

Q.  And  the  fact  is  that  O'Brian,  Potter  &  Stafford  got  the  underwriting  of  the 
securities  of  the  Williamsville  Share  Corporation,  isn't  that  so? 
A.  That  is  correct. 


S3  Id.,  at  14039  et  seq. 

8*  Public   Examination,   Atlas   Corporation,   Commission's   Exhibit   No.    2001    (p.   91). 

^  Iroquois  Share  Corporation  made  another  investment  in  securities  which  were  under- 
written by  the  sponsor.  This  investment  was  in  Stout  D.  &  C.  Air  Lines,  Inc.  Iroquois 
Share  Corporation  held  4,200  shares  of  common  stock  of  this  company  at  an  original 
cost  of  $16,960,  the  market  value  of  which  was  .?2,100  on  April  30,  1931  (Op.  cit  supra, 
note  1,  Commission's  Exhibit  No.  1423.)  O'Brian.  Potter  &  Stafford  secured  a  loan  of 
$400,000  in  August  1929  from  Stout  D.  &  C.  Air  Lines,  Inc.  (id.,  at  14104),  a  company 
which,  though  supplied  with  a  large  capital  by  the  investing  public,  never  functioned  beyond 
purchasing  two  giant  flying  boats  which  could  not  fly,  and  finally  had  to  be  sold  for  scrap. 
Stout  D.  &  C.  Air  Lines,  Inc.,  was  dissolved  at  a  substantial  loss  to  the  investing  public. 

^  Id.,  at  14040-1. 
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Q.  And  that  was  subsequent  to  the  thne  that  the  investment  trust  [Iroquois 
Share  Corporation]  pm'chased  its  initial  block  of  stoclv  in  the  Williams ville 
Bank,  isn't  that  so? 

A.  Yes. 

Q.  Now  in  your  experience  *  *  *  isn't  that  one  of  the  problems  that 
arises  by  virtue  of  the  association  of  investment  bankers  with  investment 
trusts — that  through  their  affiliation  and  through  the  investments  of  the  invest- 
ment trusts  in  certain  situations,  the  investment  bankers  are  in  a  position  to 
get  underwriting  business,  management  contracts  and  so  forth? 

A.  It  is  all  involved,  Mr.  Schenker,  yes ;  all  those  features  are  involved. 

Q.  And  you  can  visualize  the  situation,  can  you  not,  Mr.  Stafford,  wherein 
the  Board  of  Directors  or  the  managers  in  making  an  investment  judgment  for 
the  investment  trust,  might  be  put  in  the  position  where  there  is  a  conflict  of 
interest,  in  this  respect,  that  although  investment  A  may  be  a  little  better  for 
the  investment  trust,  an  investment  in  corporation  B  might  mean  a  little  bank- 
ing business  for  the  sponsors,  there  might  be  some,  shall  we  say,  unconscious 
tendency  to  favor  investment  B? 

A.  I  think  it  is  possible. 

Q.  It  isn't  unheard  of,  is  it? 

A.  I  don't  believe  it  is  unheard  of.^^ 

5.  SHOKT-SELLING   OF    THE    INVESTMENT    COMPANY'S 

SHAKES  BY  SPONSOE 

Following  tlie  collapse  in  security  prices  in  October  of  1929,  Iro- 
quois Share  Corporation  began  to  repurchase  its  own  outstanding 
shares  in  the  market  at  prices  below  their  liquidating  value.  From 
1930  to  August  of  1931  when  the  investment  company  was  dissolved, 
it  had  repurchased  11,182  shares  of  its  own  stock  at  a  total  cost  of 
$203,791.  At  the  time  Atlas  Corporation  acquired  control  of  Iroquois 
Share  Corporation  158,920  shares  of  that  investment  company  were 
outstanding.^® 

Iroquois  Share  Corporation's  activities  in  its  own  stock  were  ap- 
parently utilized  by  O'Brian,  Potter  &  Stafford  in  connection  with 
the  firm's  own  market  operations  in  the  investment  company  stock. 
In  February  of  1930  O'Brian,  Potter  &  Stafford,  as  part  of  its  market 
maintenance  activities,®**  sold  short  4,900  shares  of  the  stock  of  Iro- 
quois Share  Corporation  at  an  average  price  of  $15.73  a  share.^°    The 

^As  at  June  80,  1929,  the  investment  company  had  acquired  by  direct  purchase  from 
OBrian,  Potter  &  Stafford  1,500  shares  of  the  stock  of  Union  Natural  Gas  Company  of 
Canada  at  a  cost  of  $60,750.  (Id.,  at  14054.)  Both  Roland  Lord  O'Brian  and  Walter  F. 
Stafford,  partners  of  O'Brian,  Potter  «&  Stafford,  were  directors  of  this  company.  In  addi- 
tion, the  firm  of  O'Brian,  Potter  &  Staffoid  was  the  banker  for  the  company  and  had  a 
substantial  stock  interest  in  Volcanic  Oil  &  Gas  Company,  a  corporation  controlling  a 
majority  of  the  stock  of  Union  Natural  Gas  Company  of  Canada. 

In  November  of  1929  O'Brian,  Potter  &  Stafford  offered  additional  stock  of  Union 
Natural  Gas  Company  of  Canada  for  sale  to  the  public.  (Id.,  Commission's  Exhibit  No. 
1413.)  Following  this  public  offering  the  holdings  of  Iroquois  Share  Corporation  in  the 
stock  of  Union  Natural  Gas  Company  of  Canada  were  increased  to  2,869  shares  at  a 
total  cost  of  $103,120.  (Id.,  at  14054-5.)  Mr.  Stafford  testified  that  it  was  "likely"  that 
Iroquois  Share  Corporation  acquired  the  additional  shares  of  Union  Natural  Gas  Company 
of  Canada  from  O'Brian,  Potter  &  Stafford  following  the  public  offering  of  the  stock  by 
the  firm  (Id.,  at  14056).  In  addition,  Iroquois  Share  Corporation  engaged  in  a  joint 
account  with  O'Brian,  Potter  &  Stafford  to  trade  in  the  stock  of  Union  Natural  Gas 
Company  of  Canada,  presumably  to  support  and  maintain  the  market  in  the  stock.  As  a 
result  of  its  purchase  of  a  total  of  9,311  shares  for  $175,459.13,  Iroquois  Share  Corpora- 
tion sustained  a  loss  of  $114,817.12.     (Id.,  at  14058.) 

88  Id.,  Commission's  Exhibit  No.  1422   (C). 

«>  Id.,  at  14065. 

^  Id.,  at  14067. 
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firm  covered  4,800  shares  of  its  short  position  by  purchasing  from  the 
investment  company  all  its  then  holdings  of  its  own  stock — 4,800 
shares  of  treasury  stock — at  $15  a  share  when  the  market  price  was 
$17  a  share.'^i    Walter  F.  Stafford  testified :  ^^ 

Q.  The  fact  is  that  O'Brian,  Potter  &  Stafford  were  short  the  stock  at  $15.73. 
By  taking  the  stock  down  from  Iroquois  Share  Corporation  at  15,  not  only  was 
it  taking  the  stock  from  Iroquois  Share  Corporation  two  points  below  the  market, 
but  was  taking  it  at  a  price  which  permitted  it  to  realize  a  profit  of  730  a 
share.    Isn't  that  so? 

A.  That  is  correct. 

The  sale  at  $15  per  share  to  O'Brian,  Potter  &  Stafford  was  made 
apparently  without  the  knowledge  of  the  board  of  directors.  A  let- 
ter written  by  Mr.  Stafford,  the  president  of  the  investment  company, 
in  connection  with  this  transaction,  stated,  in  part :  ^" 

It  occurred  to  me  that  it  might  be  difficult  to  explain  to  the  board  of  directors 
if  anybody  saw  fit  to  inquire  why  he  had  sold  stock  at  15  when  the  market 
was  17  to  %. 

Except  for  this  difficulty,  Mr.  Stafford  not  only  did  not  deem  the 
transaction  improper  but  felt  the  whole  transaction  was  "in  the  na- 
ture of  maintaining  the  market"  and  therefore  was  in  the  interest  of 
all  the  stockholders.^*     He  testified :  ^^ 

Q.  I  am  talking  about  the  ethics  of  the  thing,  and  it  doesn't  matter  if  it  was 
only  five  cents  involved. 

A.  Well,  it  doesn't  matter,  and  I  don't  see  that  it  was  very  material. 

Q.  Just  that  it  gives  some  indication  of  the  possible  consequences  that  may 
arise  by  virtue  of  the  sponsor  trying  to  make  a  market  in  the  stock,  and  that 
might  be  important  for  the  purposes  of  our  study,  by  virtue  of  a  close  relation- 
ship between  the  investment  trust  and  the  sponsoring  investment  bankers. 

A.  Now,  we  disposed  of  that  block  of  stock  at  a  profit,  and  it  left  Iroquois 
Share  Corporation  in  cash  to  go  ahead  and  buy  additional  stock  as  it  came 
into  the  market.    That  was  in  the  interest  of  all  the  stockholders. 

Q.  Mr.  Stafford,  you  are  not  defending  this,  are  you?  When  they  purchased 
their  own  stock,  and  then  sold  it  to  the  sponsors  to  cover  a  short  position? 

A.  Mr.  Schenker,  I  don't  see  that  that  confirms  that  opinion.  The  market 
may  have  been  at  17  when  I  wrote  that  letter,  and  it  may  have  caused  me  some 
concern.  When  the  sales  were  made  by  O'Brian,  Potter  &  Stafford  to  its  cus- 
tomers, the  market  was  undoubtedly  at  the  price  as  stated.  $15.73,  or  whatever 
it  says,  and  I  think  they  should  have  been  protected  on  that  price. 

Since  the  asset  value  of  the  shares  was  higher  than  the  price  to 
O'Brian,  Potter  &  Stafford,  the  remaining  stockholders  of  the  invest- 
ment company  were  deprived  of  the  enhancement  in  the  asset  value 
of  their  shares  which  would  have  accrued  had  the  shares  been 
re  tired. ^^ 

6.  MISREPRESENTATION   OF   EARNINGS 

The  shareholders  of  Iroquois  Share  Corporation  were  not  only 
hept  in  ignorance  of  the  self-dealing  power  arrogated  to  the  manage- 

w  Id.,  at  14070. 

92  Ibid. 

«s  Id.,  at  14068  ;  Commission's  Exhibit  No.  1418. 

®*Id.,  at  14073. 

«5  Id.,  at  14073-4. 

9s  O'Brian,  Potter  &  Stafford  realized  a  profit  of  approximately  $3,500  instead  of  sustain- 
ing the  loss  of  $6,100  which  the  firm  would  have  suffered  if  it  had  been  compelled  to 
cover  its  sliort  position  in  the  open  market  at  the  time. 
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ment  but  evidently  were  not  correctly  informed  regarding  the  per- 
formance of  the  company  for  the  first  eleven  months.  A  letter  by 
"Walter  F.  Stafford,  president  of  the  investment  company,  to  the 
stockliolders  under  elate  of  January  13,  1930  ^^  stated  that  during  the 
eleven  months  of  operation  in  1929  "the  company  showed  actual  earn- 
ings after  providing  for  all  expenses,  including  all  expense  of  organ- 
ization, of  $371,114  or  $2.78  per  share  on  the  133,334  shares 
outstanding  at  the  end  of  the  period,  although  it  has  enjoyed  the  use 
of  additional  funds  realized  through  the  issue  of  rights  for  less  than 
one-half  of  its  existence."  ^^  The  actual  earnings,  however,  were 
.$16,000,  not  $371,114.^''    Mr.  Stafford  testified :  ^o« 

Q.  *  *  *  Now  the  fact  is  that  if  you  look  at  the  balance  sheet,  which  was 
certified  by  Ernst  &  Ernst,  the  earnings  for  tlie  eleven  months  of  the  year  1929 
(lid  now  show  actual  earnings  of  $371,144.44,  but  showed  actual  earnings  of  only 
S16,000.    Now  I  will  show  you  how  we  get  that  figure. 

A.  I  will  concede  that  figure. 

That  this  financial  statement  Avas  inadequate  was  admitted  By  Mr. 
Stafford :  ^"^ 

Q.  Now,  another  thing  that  struck  me,  Mr.  Stafford,  is  that  a  stockholder 
would  have  no  way  of  checking  the  accuracy  of  your  statement  that  the  earnings 
were  $371,000  because  there  is  no  break-down  of  the  surplus  to  show  how  much 
is  capital  surplus  and  how  much  is  earned  surplus;  isn't  that  so? 

A.  That  is  right. 

Mr.  Stafford  attempted  at  one  point  to  explain  the  discrepancy  on 
the  ground  that  a  subsecjuent,  though  entirely  unrelated,  paragraph 
of  the  same  letter  indicated  that  the  executive  committee  had  later 
sold  securities  for  tax  loss  purposes.^''-  However,  after  further  ques- 
tioning, he  testified :  ^^^ 

*"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1421. 

«  Id.,  at  14084. 

«•  Id.,  at  140S4.  14089.  The  letter  stated,  "The  books  of  the  company  have  been  audited 
by  Messrs.  Ernst  &  Ernst,  as  of  December  31,  1929." 

w"  Id.,  at  14084. 
'  1"!  Id.,  at  140S5. 

^"°  Id.,  at  14086.  The  relevant  portions  of  the  president's  letter  are  here  set  forth  in 
order  that  the  merit  of  Mr.  Stafford's  contentions  may  be  judged  : 

During  the  eleven  months  of  operation  in  1929  the  company  showed  actual  earnings 
after  providing  for  all  exi)en.ses,  including  all  expense  of  organization,  of  $371,114.44, 
or  ?2.7S  per  share  on  the  133,334  shares  outstanding  at  the  end  of  the  period, 
aithough  it  has  enjoyed  the  use  of  additional  funds  realized  through  the  issue  of 
rights  for  less  than  one-half  of  its  existence.  These  earnings  consisted  principally  of 
interest,  dividends,   syndicate  profits,  and  profits  realized  on  securities  .sold. 

On  October  14,  1929,  the  board  of  directors  declared  a  dividend  of  57c  in  stock 
payable  to  stockholders  as  follows  : 

2%  payable  January  1st,  19;!0,  to  holders  of  record  December  Ifith,  1929. 

1%   payable  April  Ist,   1930,  to  holders  of  record  March  l."ith,  1930. 

1%   payable  Julv   1st,  19:!0,  to  holders  of  record  June  loth,   1930. 

1%  payable  October  1st,  1930,  to  holders  of  record  September  ].5th,  19,30. 

The  crash  in  the  security  market  last  fall  will  go  down  in  history  as  the  most  rapid 
and  far-reaching  collapse  of  values  which  this  country  has  ever  seen.  Your  com- 
pany in  common  with  all  others  of  similar  type  suffered  a  very  serious  shrinkage  in 
the  "market  value  of  its  holdings.  It  was  fortunate,  however,  in  owning  its  securi- 
ties outright,  and  was  not  compelled  to  make  any  sacrifices. 

Subsequently  it  seemed  best  to  your  executive  committee  to  sell  certain  of  its 
securities  in  order  to  realize  tax  losses,  and  avoid  the  necessity  of  paying  high  federal 
and  state  income  taxes  on  the  profits  that  had  been  previously  secured.  This  policy 
has  further  improved  the  cash  position  so  that  as  of  December  31st,  1929,  each 
share  of  stock  outstanding  has  behind  it  cash  or  its  equivalent  amounting  to  $9.05 
per  share,  while  the  liquidating  value  figuring  the  securities  at  market  was  $19.27 
per  share. 

The  last  quoted  paragraph  is  the  one  to  which  Mr.  Stafford  alluded  as  indicating  that 
the  earnings  were  reduced  b.y  sales. 
^o''  Id.,  at  14089. 
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Q.  Just  so  we  are  clear.  You  don't  dispute,  whether  you  put  the  paragraph 
underneath  or  put  it  two  paragraphs  away,  that  [its]  actual  earnings,  after 
[it  took]  all  the  sales  for  tax  purposes  and  so  forth  [were]  not  $371,000  but 
[were]  $16,000? 

A.  I  concede  that."^* 

E.  Emoluments  to  the  Sponsor 

In  addition  to  approximately  $340,000  received  by  the  sponsor 
through  its  connection  with  the  investment  companj^  and  in  addition 
to  the  benefit  accruing  to  the  sponsor  from  selling  the  office  building 
to  the  investment  comi^any/"^  Mr,  Stafford  testified  there  were  other 
intangible  benefits  accruing  to  the  sponsor  from  its  relationship  to 
the  investment  company :  ^"^ 

Q.  Now  this  [$340,000]  which  the  sponsors  received  by  virtue  of  their  con- 
nection, of  course,  did  not  include  any  other  *  *  *  business  that  O'Brian. 
Potter  &  Stafford  may  have  received  by  virtue  of  their  association  with  the 
trust,  isn't  that  so? 

A.  That  is  right. 

Q.  When  an  investment  banking  firm  controls  an  investment  trust,  imme- 
diately, by  virtue  of  that  control  of  that  wealth,  it  puts  itself  in  a  position 
where  it  can  get  banking  business,  and  brokerage  business,  and  the  other  emolu- 
ments that  flow  from  that,  isn't  that  so? 

A.  What  do  you  mean  by  "banking  business"? 

Q.  Well,  you  may  have  a  situation  where  the  investment  trust  has  a  substan- 
tial block  of  stock  of  a  corporation  and  the  corporation  is  seeking  to  float  a 
new  issue  of  securities,  and  the  probability 

A.  You  mean  investment  banking  business? 

Q.  Yes. 

A.  That  is  right,  that  is  correct. 

Q.  And  the  fact  is  that  that  is  one  of  the — shall  we  say — lucrative  sources 
of  income  of  investment  bankers  who  are  associated  with  investment  trusts, 
isn't  that  so? 

A.  It  is  quite  possible. 

These  emoluments  and  benefits  were  obtained  by  the  sponsor  during 
its  period  of  management  although  during  the  same  period  the  net 
contributed  capital  of  $3,500,014  had  shrunk  to  $1,454,896.  After  al- 
lowing for  payments  to  stockholders  through  the  rei)urchases  of  its  out- 
standing securities  by  the  company  and  the  distribution  of  divi- 
dends/°*^  the  shrinkage  in  assets  of  the  investment  company  during  the 
period  of  management  of  O'Brian,  Potter  &  Stafford  and  WaUer  F. 
Stafford,  a  period  of  27  months,  was  in  excess  of  50%  of  its  original  net 
capital. 

i''3a  Subsequently,  under  interrogation  by  counsel  for  O'Brian,  Potter  &  Stafford,  Mr. 
Stafford  testified  as  follows  (id.,  at  14102)  : 

Q.  Until  counsel  [for  the  Commission]  asked  you  about  it,  had  anybody  ever  suggested 
to  you  or  questioned  you  on  the  line  of  there  being  anything  ambiguous,  any  ambiguity  in 
that  letter? 

A.  No. 

Q.  Had  any  stockholder,  or  any  other  person,  ever  spoken  to  you  on  the  subject  of  that 
letter  and  asked  an  explanation  of  it? 

A.  No. 

i«^  These  benefits  were  derived  as  follows:  Underwriting  foes,  .$150,000;  brokerage 
fees,  $29,000 ;  management  fees,  .$20,166 ;  profits  from  short  selling,  .$.3,500 ;  minimum 
cash  value  of  warrants,  $50,212  (see  infra,  p.  74)  ;  management  fee  to  Walter  F.  Stafford, 
$11,458  (see  infra,  p.  74)  ;  compromise  payment  to  Walter  F.  Stafford,  $75,000  (see  infra, 
p.  73),  making  a  total  of  $339,336.  In  addition  the  proceeds  from  Seventeen  Court  Street, 
Inc.,  were  $313,616,  increasing  the  total  of  these  benefits  to  $652,952. 

los  Op.  cit.  supra,  note  1,  at  13966-7. 

"<=  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2003. 
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F.  Exchange  of  Shares  of  Iroquois  Share  Corporation  for  Shares 

of  Atlas  Corporation 

111  February  1931  Atlas  Corporation  learned  that  the  directors  of 
Iroquois  Share  Corporation  desired  to  free  themselves  from  further 
responsibility  for  the  investment  company.  Mr.  Stafford  stated  that 
everj^thing  was  "going  sour"  and  many  of  the  directors  were  getting 
"cold  feet"  and  were  "just  sick  of  it."^°^  At  that  time  Atlas  Corpo- 
ration in  the  negotiations  insisted  as  conditions  precedent  to  any  offer 
exchange  of  Atlas  Corporation  stock  for  Iroquois  Share  Corporation 
stock  that  the  Bank  of  Williamsville  stock  in  the  portfolio  of  the 
investment  company  be  disposed  of  at  $40  per  share,  and  that  the 
Iroquois  Share  Corporation  effect  a  settlement  with  Walter  F.  Staf- 
ford with  respect  to  the  management  contract,  which,  without  provi- 
sion for  cancelation  on  any  grounds,  was  to  terminate  on  September 
15, 1935,  approximately  four  years  later.^^^ 

A  special  committee  of  four  directors  of  Iroquois  Share  Corpora- 
tion was  appointed  to  negotiate  the  terms  of  the  exchange  with  Atlas 
Corporation.  On  April  3,  1931,  the  special  committee  reported  that 
the  only  offer  it  had  been  able  to  obtain  for  the  Bank  of  Williams- 
ville stock  was  $25  per  share  from  Albert  INIeyer,  one  of  the  directors 
of  the  Iroquois  Share  Corporation  and  vice  president  of  the  Bank  of 
Williamsville.  This  offer  the  special  connnittee  advised  should  be 
accepted.^"^  The  special  committee,  in  its  report,  significantly 
added :  ^" 

This  committee  further  feels  that,  due  to  the  type  of  this  particular  invest- 
ment, the  Iroquois  Corporation  should  make  this  sale,  even  aside  from  any 
consideration  of  the  exchange  of  shares  with  the  Atlas  Corporation. 

Subsequently.  Albert  Meyer  withdrew  his  offer  of  $25  per  share  and 
made  a  new  offer  of  only  $20  per  share  which  was  accepted.  Atlas 
Corporation  in  computing  the  terms  of  its  offer  of  exchange  allowed 
only  $20  per  share  for  the  Bank  of  Williamsville  stock,^"  which  had 
cost  Iroquois  Share  an  average  price  of  $86  per  share. 

The  special  committee  also  reported  that  it  had  proposed  that  Iro- 
quois Share  Corporation  pay  $50,000  for  the  cancelation  of  Mr.  Staf- 
ford's management  contract  and  that  in  its  opinion  this  represented 
a  very  reasonable  settlement.  However,  Mr.  Stafford  refused  the 
offer.  The  special  committee  recommended  that  Mr.  Stafford's  terms 
be  met,  even  though  this  meant  a  reduction  in  the  total  assets  of  the 
investment  company  and  consequently  a  decrease  in  the  amount  of 
Atlas  Corporation  securities  to  be  offered  for  the  stock  of  Iroquois 
Share  Corporation.^^- 

Eventually,  Iroquois  Share  Corporation  paid  $75,000  to  Walter  F. 
Stafford  for  the  cancelation  of  his  management  contract.    Mr.  Staf- 

107  Derived  from  supplementary  iuformatlon  supplied  tlie  Commission  for  Iroquois  Share 
Corporation. 

^^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1404. 

1"*  Id.,  Commission's  Exhibit  No.   1407. 

^^^  Ibid.  At  that  time  under  the  laws  of  New  York,  stockholders  of  a  bank  were  liable 
to  assessment  of  100%  of  the  par  value  of  stock  held  by  them,  in  order  to  meet  the 
bank's  liabilities.  (McKinney's  Consolidated  Laws  of  New  York;  Banking  Law  [Laws  of 
1914,  ch.  369  as  amended]  Article  III,  Section  113a.) 

"lOp.  cit.   supra,  note  1,  at  14049-51.      Commission's  Exhibit  No.  1411. 

^2  Id.,  Coniniission's  Exhibit  No.  1407. 
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ford  had  received  $11,458  under  his  management  contract  for  the 
period  from  about  July  1930  to  April  1931,^^^  Thus,  the  management 
contract  brought  to  Mr.  Stafford  a  total  of  $86,458. 

On  April  6,  1931  the  board  of  directors  of  the  investment  company 
approved  a  contemplated  offer  by  Atlas  Corporation  to  exchange  for 
each  share  of  Iroquois  Share  Corporation  either  l%o  shares  of  Atlas 
Corporation  common  stock  or,  as  an  alternative,  a  unit  consisting  of 
%  of  a  share  of  Atlas  Corporation  preference  stock  plus  fig  of  a 
share  of  Atlas  Corporation  common  stock."* 

Atlas  Corporation  also  agreed  to  accept  Iroquois  Share  Corpora- 
tion warrants  in  exchange  for  Atlas  Corporation  warrants  at  the  rate 
of  %  of  one  Atlas  Corporation  warrant  for  each  Iroquois  Share  Cor- 
poration warrant.  The  warrants  of  Iroquois  Share  Corporation  had 
no  market  value,  whereas  Atlas  Corporation  warrants  were  actively 
traded  on  the  New  York  Curb  Exchange  and  sold  during  April  1931 
between  $2i/s  and  $13/8,  and  in  May  between  $11/0  and  $li/s."^  The 
offer  of  exchange  of  warrants  was  to  be  binding  upon  Atlas  Corpo- 
ration only  if  the  holders  of  at  least  51%  of  outstanding  stock  of  Iro- 
quois Share  Corporation  accepted  the  Atlas  Corporation  offer  for 
such  stock."*' 

O'Brian,  Potter  and  Company  and  Walter  F.  Stafford  owned  66,950 
Iroquois  Share  Corporation  warrants  which  would  be  exchangeable 
for  44,633  Atlas  Corporation  warrants  with  a  market  value  of 
$50,212.50  if  the  holders  of  51%  of  the  stock  of  Iroquois  Share  Corpo- 
ration exchanged  their  shares  for  Atlas  Corpoi-ation  shai-es.""  It  is 
apparent,  therefore,  that  O'Brian,  Potter  and  Company  and  Walter  F. 
Stafford  had  a  very  material  incentive  to  advise  Iroquois  Share  Cor- 
poration stockholders  to  exchange  their  stock  for  Atlas  Corporation 
stock,  and  they  did  so  advise  them.  Walter  F.  Stafford,  who,  as  has 
been  indicated,  had  a  block  of  Iroquois  Share  Corporation  warrants, 
addressed  a  letter  jointly  with  R.  S.  Persons,  as  president  of  the  in- 
vestment company  and  chairman  of  the  board  of  directors  respec- 
tively, to  the  stockholders  of  the  investment  company  in  which  they 
"strongly  urge"  the  acceptance  of  one  of  the  alternative  exchange 
offers  made  by  Atlas  Corporation."^  No  reference  was  ever  made  to 
the  fact  that  Atlas  Corporation  was  offering  to  exchange  its  warrants 
for  Iroquois  Share  Corporation  warrants,  or  to  the  fact  that  such 
exchange  of  warrants  was  conditioned  upon  the  acceptance  of  the 
exchange  of  stock  by  holders  of  at  least  51%  of  the  stock  of  the 
investment  company.  Nor  was  a  disclosure  made  of  the  fact  that 
O'Brian,  Potter  and  Company  and  Walter  F.  Stafford  owned  the  bulk 
of  the  Iroquois  Share  Corporation  warrants. 

The  combination  of  preference  and  common  stock  offered  by  Atlas 
Corporation  had  an  asset  value  of  $10.37  per  unit  as  compared  with 
an  asset  value  of  $9.07  per  share  of  Iroquois   Share  Corporation 

"3  Id.,  at  13963. 

""  Originally  Atlas  Corporation  had  offered  1^/2  shares  of  common,  but  this  had  been 
reduced  to  1^  share,  presumably  because  of  the  lower  Iroquois  Share  Corporation  asset 
value  resulting  from  the  increased  payment  to  Mr.  Stafford  and  the  lower  price  received 
from  the  Bank  of  Williamsville  stock.      (Id.,  Commission's  Exhibit  No.  1407.) 

"5  Id.,  at  13964-5. 

^°  Id.,  Commission's  Exhibit  No.  1412. 

11'' Public  Examination,   Atlas  Corporation,  Commission's  Exhibit  No.  2001. 

"8  Id.,  Commission's  Exhibit  No.  1970. 
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stock.^'''  Actually,  therefore,  acceptance  of  this  offer  benefited  Iro- 
quois Share  Corporation  stockholders  assetwise,  to  the  extent  of  $1.30 
per  share  of  their  stock.  Marketwise,  this  offer  was  also  advanta- 
geous to  Iroquois  Share  Corporation  stockholders  because  the  Atlas 
Corporation  unit  of  securities  had  a  market  value  of  $9.30  as  com- 
pared with  the  market  value  of  $7.75  per  share  of  Iroquois  Share 
Corporation  stock.^-° 

The  acceptance  of  the  alternative  exchange  offer  of  only  Atlas 
Corporation  common  stock  involved  a  gross  loss  in  assets  to  each 
Iroquois  Share  Corporation  stockholder  of  $1.90  on  each  share  held 
because  the  Atlas  Corporation  stock  offered  had  an  asset  value  of 
$7.17  as  compared  with  an  asset  value  of  $9.07  for  each  share  of 
Iroquois  stock.  Marketwise,  however,  the  Atlas  Corporation  stock 
offered  was  worth  $1.35  more  than  Iroquois  Share  Corporation 
stock.^" 

No  attempt  was  made  b}^  tlie  management  or  the  sponsor  of 
Iroquois  Share  Corporation  to  point  out  to  the  stockholders  the 
advantage  of  accepting  the  unit  of  preferred  and  common  instead  of 
the  common  alone.  In  fact,  the  letter  of  Iroquois  Share  Corporation 
stressed  the  fact  that  the  Atlas  Corporation  offer  of  common  stock 
was  "attractive  to  those  who  are  interested  in  the  possibility  of 
enhancement  in  market  value." 

The  great  majority  of  the  Iroquois  Share  Corporation  stockholders 
accepted  the  second  alternative,  the  offer  of  Atlas  Corporation  com- 
mon stock.  The  offer  resulted  in  Atlas  Corporation  acquiring  140,302 
shares  of  Iroquois  Share  Corporation  stock  out  of  the  158,279  shares 
outstanding.  In  the  exchange.  Atlas  Corporation  issued  6,849  shares 
of  its  preference  stock  and  155,322  shares  of  its  common  stock.^-^ 

As  a  result  of  the  exchange.  Iroquois  Share  Corporation  stock- 
holders sustained  a  gross  loss  in  asset  values  of  $134,845.^-^  At  the 
same  time,  the  market  value  of  the  Atlas  Corporation  options  re- 
ceived by  O'Brian.  Potter  and  Company  and  Walter  F.  Stafford  was, 
at  a  minimum,  $50,212.50.  In  addition  Mr.  Stafford,  as  stated  above, 
received  $75,000  for  termination  of  his  management  contract. 

^^  The  stockholders  of  Iroquois  Share  Corporation  had  originally  subscribed  for  100,000 
shares  in  .January  of  1929  at  )(;20  per  share,  for  33,334  shares  in  July  of  1929  at  $32.50 
per  share  and  for  29,418  shares  in  April  of  1930  at  approximately  $21  per  share.  No 
cash  dividends  had  ever  been  paid  on  these  shares  but  a  stock  dividend  totaling  7,350 
shares,  which  was  charged  against  an  unearned  capital  "surplus"  created  out  of  the 
original  funds  contributed  by  the  stockholders  to  the  company,  had  been  paid  in  1930. 
(Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1422.) 

120  Id.,  Commission's  Exhibit  No.  2001. 

^  Id.,  Commission's  Exhibit  No.  2001,  p.  93. 

122  Mr.  Stafford  testified  that  at  the  date  of  the  hearing,  March  30,  1937,  a  stock- 
holder of  Iroquois  Share  Corporation  who  had  purchased  his  shares  at  the  original 
offering  price  of  $21.50  per  share  and  had  exchanged  his  shares  for  Atlas  Corporation 
common  stock,  held  Atlas  Corporation  stock  with  a  then  market  value  of  $25.50.  (Id., 
at  14093.)  However,  as  at  February  28,  1939,  the  market  value  of  the  I'^io  shares 
of  Atlas  Corporation  common  stock  which  had  been  exchanged  for  each  share  of  Iroquois 
Share  Corporation  stock  had  declined  to  $10.75  a  share,  so  that  over  the  period 
1929-1939  the  stockholder  of  Iroquois  Share  Corporation  who  had  exchanged  his  shares 
for  Atlas  Corporation  common  stock  had  suffered  a  net  loss  marketwise  of  $10.75  per 
share  or  one-half  of  the  original  offering  price. 

1^  Id.,  Commission's  Exhibit  No.  2001,  p.  94.  However,  by  becoming  stockholders  of 
Atlas  Corporation  as  a  result  of  this  exchange,  some  part  of  this  loss  in  asset  value 
was  retrieved  by  the  shareholders  of  Iroquois  Share  Corporation. 
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At  the  conclusion  of  the  public  examination  before  the  Commission 
concerning  the  affairs  of  Iroquois  Share  Corporation,  Mr.  Stafford, 
under  questioning  of  counsel  lor  O'Brian,  Potter  &  Stafford  assever- 
ated the  good  faith  of  himself  and  his  associates.    He  testified : 

Q.  And  did  you  ever,  yourself,  in  all  your  connection  with  the  Iroquois  Share 
Corporation,  did  you  ever  yourself  consciously  attempt  to  use  that  corporation 
or  permit  its  use  as  a  receptacle  for  undesirable  stocks? 

A.  Certainly  not,  and  from  my  relations  with  the  other  members  of  the  firm 
it  was  not  so  treated  by  anybody.  It  was  treated  with  the  utmost  consideration. 
Wherever  we  thought  we  could  make  a  profit  for  the  corporation  it  was  done. 
On  the  face  of  it — we  had  all  our  customers  in  this  corporation  as  stockholders 
and  we  had  to  do  the  best  we  could  for  it. 

II.  SEABOARD  UTILITIES  SHARES  CORPORATION,  RAIL- 
ROAD SHARES  CORPORATION,  AND  UTILITIES  HYDRO 
&  RAILS  SHARES  CORPORATION 

A.  Summary 

C.  D.  Parker  &  Co.,  Inc.,  an  investment  banking  firm  of  Boston,  Massachusetts, 
in  1929  organized  Seaboard  Utilities  Shares  Corporation,  an  investment  company; 
and,  after  the  partial  distribution  of  the  securities  of  that  company,  sponsored 
two  additional  investment  companies,  Railroad  Shares  Corporation  and  Utilities 
Hydro  &  Rails  Shares  Corporation.  The  three  investment  companies  received  a 
total  of  approximately  $25,000,000  from  the  sale  of  their  shares  to  investors, 
althougii  this  figure  is  substantially  less  than  the  amount  paid  to  the  sponsor 
and  dealers  by  such  investors  in  purchasing  these  shares. 

Cash  of  the  three  investment  companies,  amounting  to  $3,304,766.62  by  De- 
cember 21,  1935,  was  deposited  with  C.  D.  Parker  &  Co.,  Inc.,  the  sponsor, 
although  the  latter  was  not  authorized  to  act  as  a  bank  of  deposit  at  any  time. 
Approximately  half  of  this  amount,  including  $1,295,000  in  certificates  of  de- 
posit, was  transferred  to  C.  D.  Parker  &  Co.,  Inc.,  after  March  1931,  the  earliest 
date  at  which  the  insolvency  of  C.  D.  Parker  &  Co.,  Inc.  has  been  established. 
In  1934,  when  the  Banking  Act  of  1933,  requiring  the  divorcement  of  private 
banking  from  investment  banking,  became  operative,  the  sponsor  did  not  return 
the  funds  of  the  investment  companies  which  were  supposed  to  be  on  deposit  with 
it.  Instead,  the  sponsor  during  the  period  of  insolvency  changed  the  entries 
on  the  books  of  accoimt  of  the  investment  companies.  Accounts  which  had  been 
previously  termed  "checking  accounts."  "certificates  of  deposit,"  and  "funds 
reserved  for  the  payment  of  securities  under  order"  were  designated  as  "funds 
reserved  for  the  purchase  of  securities  under  order."  Receivers  were  appointed 
for  the  sponsor  in  April  1935  and  these  cash  deposits  amounting  to  $3,304,766.62 
probably  represented  a  total  loss  to  the  stockholders  of  the  investment  companies. 

In  the  latter  part  of  1929,  Seaboard  Utilities  Shares  Corporation,  having  in- 
vested all  its  funds  in  securities,  borrowed  funds  from  banks  for  the  purpose 
of  purchasing  additional  securities,  pledging  portfolio  securities  as  collateral. 
These  loans  amounted  to  $1,285,000  in  April  1932.  During  the  declining  market 
from  1929  to  1932,  the  investment  company  delivered  portfolio  securities  to  supply 
additional  collateral  for  these  loans  until  over  two-thirds  of  the  market  value 
of  the  entire  portfolio  of  the  investment  company  was  in  the  hands  of  the  banks. 
Portfolio  securities  valued  at  $2,000,000  as  at  December  31,  1931  were  pledged 
to  secure  the  loans.  In  April  1932,  the  banks  called  the  loans  and  sold  this 
collateral.  When  the  loans  were  called  the  investment  company  had  over 
$1,270,000  on  deposit  with  C.  D.  Parker  &  Co.,  Inc.  the  sponsor,  which  failed  to 
make  this  amount  available  to  the  investment  company  to  meet  its  obligations 
to  the  banks  and  permitted  the  banks  to  foreclosure  the  collateral. 

C.  D.  Parker  &  Co..  Inc.  converted  approximately  $250,000  of  the  portfolio 
securities  of  the  three  investment  companies  by  hypothecating  them  as  collateral 
for  its  own  loans. 

The  various  practices  of  C.  D.  Parker  &  Co.,  Inc.  were  not  disclosed  to  the 
stockholders  or  to  the   directors  of  the  investment   companies.     The  public   ac- 
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countants  engaged  by  Bowen  Tufts,  who  actually  managed  the  sponsor  and  the 
investment  companies,  were  substantially  influenced  by  the  desires  of  Bowen 
Tufts  in  the  course  of  their  audits.  The  financial  statements  certified  by  these 
accountants  were  misleading  and  incomplete  in  material  respects.  The  state- 
ments failed  to  show  that  practically  all  the  cash  funds  of  the  investment  com- 
panies were  in  the  custody  of  the  sponsor  and  not  on  deposit  in  authorized  banks 
of  deposit.  The  certified  statements  issued  for  one  investment  company  failed 
to  mention  that  over  two-thirds  of  the  portfolio  securities  were  pledged  for  bank 
loans.  The  statements  of  another  investment  company  showed  capital  stock  as 
issued  and  paid  for  when  such  stock  was  merely  at  the  perpetual  call  of  the  sponsor 
at  $10  a  share.  The  statement  of  each  company  included  as  an  asset,  without 
explanation,  an  item  called  "contracts"  representing  a  substantial  valuation 
placed  by  the  directors  on  a  contract  to  receive  management  services  from  C.  D. 
Parker  &  Co.,  Inc.  without  cost.  The  accountants,  without  physically  examining 
the  securities,  accepted  letters  of  confirmation  from  the  sponsor  as  verification 
that  portfolio  securities  owned  by  the  investment  companies  were  in  the  sponsor's 
custody. 

Of  the  $25,000,000  actually  received  by  the  three  investment  companies, 
$4,000,000  was  returned  to  investors,  through  repurchases  of  shares  amounting  to 
approximately  $1,700,000  and  through  dividends  amounting  to  approximately 
$2,300,000.  Virtually  the  entire  balance  of  $21,000,000  has  been  lost,  except 
for  any  small  amounts,  which  may  possibly  be  salvaged  by  the  receiver  of  these 
three  companies. 

B.     C.  D.  Parker  &  Co.,  Inc.,  the  Sponsor 

C.  D.  Parker  &  Co.,  Inc.,  an  investment  banking-  firm  of  Boston, 
Massaclmsetts/  organized  three  investment  companies  during  the 
year  1929 :  Seaboard  Utilities  Shares  Corporation  in  March ;  Bailroad 
Shares  Corporation  in  July ;  and  Utilities  Hydro  &  Rails  Shares  Cor- 
poration in  November. 

C.  D.  Parker  &  Co.,  Inc.  had  experienced  financial  difficulties  in 
1907.  1914,  1921,  and  1929.  By  March  1931  the  firm  showed  a  deficit 
of  several  hundred  thousands  of  dollars  and  thereafter  its  financial 
stress  increased  in  1932  and  1933.^  In  1935,  C.  D.  Parker  &  Co.,  Inc. 
went  into  receivership.^ 

Immediately  prior  to  the  formation  of  the  three  investment  compa- 
nies, the  principal  activity  of  C.  D.  Parker  &  Co.,  Inc.  was  the  dis- 
tribution of  the  securities  and  management  of  Massachusetts  Utilities 
Associates,  a  utility  holding  company,  in  which  it  held  an  investment 
position.^  In  the  early  part  of  1929,  C.  D.  Parker  &  Co.,  Inc.  sold 
its  investment  position  and  turned  over  the  management  of  the  Mas- 
sachusetts Utilities  Associates  to  the  New  England  Power  Association.^ 
After  this  sale,  C.  D.  Parker  &  Co.,  Inc.  organized  the  first  of  three 
investment  companies  it  sponsored,  Seaboard  Utilities  Shares  Cor- 
poration, an  investment  company  of  the  management  type,  to  invest 
principally  in  public  utility  securities.® 

'  Tlip  officers  and  principal  stocl?holclers  of  C.  D.  Parker  &  Co.,  Inc.  were  Chauncey 
D.  Parlcer,  president ;  Bowen  Tufts,  vice  president  and  general  manager ;  Merton  E. 
Grush,  vice  president ;  Harold  B.  Lament,  vice  president ;  Charles  R.  Adams,  vice  presi- 
dent ;  and  Edward  L.  Bennett,  treasurer.  (Public  E.xamination,  C.  D.  Parker  &  Co.,  Inc., 
at  2088.5-7.) 

-  Public  E.xamination.  C.  D.  Parker  &  Co.,  Inc.,  at  20936-7. 

=  Id.,  at  21000. 

Md..  at  20888.  20894-G. 

^^  Id.,  at  20897. 

8  Id.,  at  21045. 


153373— 40— pt.  3- 


78  SECURITIES   AND   EXCHANGE    COMMISSION 

C.  Seaboard  Utilities  Shares  Corporation 

Seaboard  Utilities  Shares  Corporation  was  organized  originally  in 
Massachusetts  on  March  20,  1929,  but  subsequently  was  reorganized 
and  incorporated  under  the  laws  of  Delaware  on  Januarj^  2, 1930/ 

The  charter  authorized  the  issuance  of  2,500,000  shares  of  common 
stock  of  no  par  value. ^  The  sponsor,  which  had  the  underwriting" 
contract  but  no  firm  commitment,  formed  a  syndicate  to  sell  the  shares 
to  the  public.''  The  net  proceeds  to  the  company  from  the  sale  of 
1,600,000  shares  to  the  public  were  $16,525,000.^° 

While  the  investment  company  received  an  average  of  $10.32  a  share 
the  sponsor  distributed  the  shares  to  the  public  at  $11  a  share  and 
upwards  through  dealers,  who  in  the  main  had  day-to-day  options. 
Distribution  of  the  shares  was  apparently  still  proceeding  in  August 
1929,  when  the  market  price  of  the  shares  reached  its  high  of  $18.25 
a  share.^^  It  appears  that  the  excess  of  the  price  paid  by  investors 
over  the  price  paid  to  the  investment  company  was  divided  among- 
dealers  and  the  sponsor,  although  the  extent  or  division  of  the  dis- 
tribution profits  is  not  indicated.  The  sponsor  held  no  investment 
position  in  the  investment  company  except  insofar  as  it  had  an 
interest  in  the  syndicate  which  was  selling  the  shares  of  the  company .^^ 

As  an  aid  in  marketing  the  shares  of  the  investment  company,  the 
security  dealers  of  the  syndicate  which  distributed  the  shares  to  the 
public  were  elected  to  the  board  of  directors  of  the  investment  com- 
pany. J.  Lewis  Henry,  a  dealer  director  of  the  investment  companies, 
testified  that  the  election  was  "flattery"  and  gave  the  dealers  "a  better 
standing  with  their  present  *  *  *  and  prospective  clientele  in  the 
matter."  ^^ 

The  board  of  directors  consisted  of  45  members  of  whom  17  were 
employees  or  officers  of  the  sponsor  and  28  were  dealers  and  dis- 
tributors of  securities  located  throughout  the  country.  Approxi- 
mately this  same  proportion  of  emj)loyees  and  officers  of  the 
sponsor  and  the  security  dealers  on  the  board  of  directors  was 
maintained  from  1929  to  1934.^*  Four  of  the  principal  officers  and 
stockholders  of  the  sponsor  were  principal  officers  of  the  investment 

'  The  sponsor  was  advised  by  counsel  that  the  Massachusetts  law  did  not  permit  the 
payment  of  dividends  from  income  on  investments  when  there  was  an  impairment  of 
capital  due  to  the  depreciation  of  the  market  value  of  the  portfolio  securities.  (Id.,  at 
20901.)  Harold  B.  Lament,  vice  president  and  secretary  of  the  sponsor,  testified, 
(id.,  at  20901-2)  :  "It  seemed  at  that  time  that  it  was  unjust  to  the  shareholders  of  the 
corporation  if  they  should  be  deprived  of  any  dividends  that  the  corporation  might  earn 
due  to  a  fluctuation  in  the  value  of  its  securities." 

Although  the  right  to  pay  dividends  when  there  was  an  impairment  of  capital  due  to 
depreciation  of  the  market  value  of  portfolio  securities  was  the  factor  which  induced 
the  sponsor  to  reorganize  the  company  in  Delaware  (id.,  at  20902),  dividends  aggregating 
$1,504,923.05  were  distributed  during  the  first  two  years  of  the  company's  existence  from 
July  1,  1929,  to  August  1,  1931,  but  no  dividends  were  paid  thereafter.  (Id.,  at  21035,. 
20905,  and  Commission's  Exhibit  No.  8246.) 

8  Op.  cit.  supra,  note  2,  at  20907. 

^  Id.,  at  20908. 

^°  Id.,  Commission's  Exhibit  No.  3244. 

"Id.,  at  21036,  21046-7,  20900.  C.  D.  Parker  &  Co.,  Inc.  offered  500,000  shares  of 
Seaboard  Utilities  Shares  Corporation  at  $11  per  share  in  June  1929.  (Moody's  Manual 
of  Investments,  Banks,  etc.,  1930,  p.  2288.) 

12  Id.,  at  20910. 

"  Id.,  at  21048. 

"  Id.,  Commission's  Exhibit  No.  3241. 
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company,  namely,  Cliauncey  D.  Parker,  president ;  Bowen  Tufts,  vice 
president;  Merton  E.  Grush,  treasurer;  and  Edward  L.  Bennett, 
secretary.  ^^ 

The  control  of  the  sponsor  over  the  activities  of  tlie  investment  corn- 
pan}'  was  achieved  in  large  measure  by  preserving  this  type  of  board 
of  directors.  At  the  first  meeting  in  1929,  the  board  of  directors  dele- 
gated to  Bowen  Tufts,  the  executive  vice  president  and  director,  sole 
control  over  the  purcliase  and  sale  of  the  securities  in  the  portfolio  of 
the  investment  company.^*'  The  domination  of  C.  D.  Parker  &  Co., 
Inc.  was  further  insured  by  a  management  contract  with  the  in- 
vestment company  for  a  period  of  20  years,"  under  which  C.  D,  Parker 
&  Co.,  Inc.  was  to  receive  no  management  compensation.  This  contract 
was  set  up  as  an  asset  on  the  books  of  the  investment  company,  in  an 
account  merely  termed  "Contracts"  valued  at  $16G,6G6.67,  while  a  sur- 
plus account  designated  "Other  Surplus"  was  credited.^^  This  "Con- 
tract" account  was  amortized  against  "Other  Surplus"  on  a  20-year 
basis.  There  was  no  disclosure  in  the  published  financial  statements 
that  this  item  was  its  contract  for  management  by  the  sponsor, 
C.  D.  Parker  &  Co.,  Inc.  In  this  respect,  A.  T.  Stanwood,  who  was 
not  a  certified  public  accountant  but  did  most  of  the  auditing  work 
for  the  investment  company,  testified :  ^^ 

Q.  Whose  idea  was  it  to  set  up  a  management  contract  with  Seaboard  Utilities 
Shares?     In  the  amount  of  $200,000  [sic.  .$166,666.67]? 

A.  I  believe  that  was  a  vote  of  the  board  of  directors,  placing  a  value  of 
$200,000    [sic.    $166,666.67]    on   it. 

Q.  I  think  you  will  agree  with  me  that  that  was  a  rather  ludicrous  thing  to  do, 
wasn't   it? 

A.  It  was  an  amount  of  money. 

******* 

Q.  As  a  matter  of  fact,  this  management  contract  was  anything  but  an  asset, 
wasn't  it?    It  proved  to  be  a  terrific  liability,  didn't  it? 
A.  As  it  turned  out. 

C.  D.  Parkei'  &  Co.,  Inc.  also  acted  as  depositarj'  of  the  cash  funds 
of  the  investment  company.^" 

The  dealers  and  distributors  on  the  board  of  directors  of  the 
investment  company  actually  never  functioned  as  directors.  Mr. 
Henry,  at  that  time  a  member  of  the  firm  of  Biddle  &  Henry,  distrib- 
utors of  investment  securities,  of  Philadelphia,-^  testified  that  notices 
of  the  board  meetings  were  received  by  him  usually  on  the  day  of 
the  meetings  or  the  day  before  the  meetings.  He  complained  to 
Bowen  Tufts  concerning  the  short  notices  of  meetings  in  a  letter,  as 
follows :  ^^ 

1^  Ibid.     See  note  1,  suijia. 

>8Icl.,  at  20940-1. 

"  The  management  contract  was  not  made  available  to  the  Commission.  It  was 
amortized  over  a  20-year  period  and  it  appears  that  it  was  of  20  years'  duration.  (Id., 
Commission's  Exhibit   No.   3240.) 

"Id.,  Commission's  Exhibit  No.  3240. 

"  Id.,  at  20980-1.  Mr.  Stanwood  was  a  member  of  the  firm  of  Cha.s.  E.  Stanwood  & 
Sons,  Inc.,  certified  public  accountants,  engaged  by  Bowen  Tufts  to  audit  the  books 
of  the  investment  companies.  (Id.,  at  20974-5,  21041.)  Mr.  Stanwood  had  previously 
been  connected  with  C.  D.  Parker  &  Co.,  Inc.  in  doing  the  accounting  for  Massa- 
chusetts Utilities  Associates.     (Id.,  at  20904  and  see  note  4,  supra.) 

'^Id.,   at  20938. 

"  Id.,  at  21043. 

=^  Id.,  at  21049. 
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It  is  very  unfortunate  such  short  and  unusual  notice  is  given  of  meetings  of 
these  corporations,  as  it  has  been  my  express  desire  for  a  long  period  of  time 
to  obtain  information  pertaining  to  the  status  of  the  companies  and  I  should 
like  for  the  opportunity  to  plan  to  attend  the  meeting.  Could  not  some  arrange- 
ments be  made  to  give  longer  notices? 

Harold  B.  Lamont,  one  the  principal  stockholders  of  the  sponsor, 
and  a  director  of  the  investment  company,  testified  that  during  his 
period  of  tenure,  he  objected  to  the  manner  in  which  the  portfolio 
securities  were  selected  and  resigned  after  one  year  and  eight  months  ^^ 
because  the  control  of  the  company,  including  the  purchase  of  port- 
folio securities,  was  "all  in  the  hands  of  one  man  practically" — 
Bowen  Tufts.^^ 

In  the  latter  part  of  1929,  after  the  entire  contributed  capital  of 
the  investment  company  was  invested  in  securities.  Seaboard  Utilities 
Shares  Corporation  borrowed  substantial  sums  from  banks  to  pur- 
chase additional  securities  and  collateralized  these  loans  with  port- 
folio securities.-^  As  of  December  31,  1930  these  loans  amounted  to 
$1,750,000  but  were  reduced  to  $1,285,000  by  April  1932  when  the 
loans  were  called.-''  From  1929,  the  year  of  the  loans,  to  1932  the 
market  value  of  the  portfolio  steadily  declined,  and  the  banks  periodi- 
cally required  additional  collateral  to  secure  the  indebtedness.-'  The 
banks  accepted  onlj?^  the  higher  priced  portfolio  securities  as  collateral, 
leaving  the  less  desirable  securities  with  the  investment  company.-'^ 

The  market  value  of  the  portfolio  of  the  investment  company  by 
December  31,  1931  (including  the  securities  pledged  with  the  banks) 
had  depreciated  in  value  to  $3,112,535.89.-^  The  securities  held  by 
the  banks  were  valued  at  market  at  $2,180,853.25,  representing  over 
two-thirds  of  the  total  market  value  of  the  portfolio.^" 

The  balance  sheet  of  December  31,  1931,  purporting  to  describe  the 
situation,  stated  in  a  footnote  that  of  securities  owned  and  purchased 
at  a  cost  of  $14,276,468.52  "certain  of  these  securities  are  pledged  as 
collateral  on  notes  payable  for  purchase  of  securities."  There  was  no 
disclosure  in  the  annual  reports  of  the  fact  that  two-thirds  of  these 
securities,  at  market  value,  were  held  by  the  banks  as  collateral  for 
their  loans.  Mr.  Stanwood,  the  accountant,  admitted  that  this  state- 
ment was  doubly  misleading :  ^^ 

Q.  As  a  matter  of  fact,  through  the  annual  reports  they  believed  that 
$14,000,000  at  cost  of  portfolio  securities  was  held  by  the  trust  and  that  cer- 

2=  Id.,  at  20939-41. 

2*  Id.,  at  20940. 

^  Id.,  at  20948-9,  20977. 

28  Ibid. 

a'  Id.,  at  20950. 

28  Mr.  Lamont  testified    (ibid.)  : 

Q.  Of  course  the  banks  accepted  only  the  better  securities  as  collateral  when 
the  loans  were  made. 

A.  There  was  a  rule  at  that  time  put  into  effect  by  the  banks,  or  the  Federal  Re- 
serve, or  somebody,  that  whenever  a  security  sold  for  less  than  .$10  a  share,  it 
became  unacceptable  as  collateral,  and  it  was  shifted  from  the  loan  to  the  port- 
folio and  substitutions  made  from  the  portfolio  of  stocks  at  a  higher  price  than 
$10. 

Q.  Yes,  that  tended  to  put  the  less  desirable  securities  in  the  portfolio  and  the 
best  securities  in  the  hands  of  the  bank.  As  a  matter  of  fact,  in  order  to  borrow 
and  keep  outstanding  the  indebtedness  in  the  amount  of  .$1,285,000,  additional  col- 
lateral  from  time  to  time  had  to  be  supplied   to   the  bank  out  of  the  portfolio? 

A.  That  is  right. 

29  Id.,  at  20952. 

^  Id.,  Commission's  Exhibit  No,  3240. 
"  Id.,  at  20978-9. 
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tain  of  these  portfolio  securities  were  pledged  as  collateral  not  only  for  loans 
but  also  reserved  for  tbe  purchase  of  other  securities;  isn't  that  so? 

A.  That  is  right. 

Q.  Itt  other  words,  it  was  doubly  misleading;  isn't  that  so? 

A.  It  seems  so  from  these  reports. 

Concerning  the  reason  for  the  faihire  to  show  these  facts  in  the 
tlnancial  statements,  Mr.  Stanwood  testified  that  the  footnote  to  the 
report  originally  set  forth  the  amount  of  the  securities  pledged,  but 
that  he  was  not  permitted  to  put  the  amount  in  the  report  in  it.s 
final  form :  ^- 

A.  For  example,  you  read  a  footnote  a  few  minutes  ago,  "certain  of  these 
securities" ;  I  had  the  amount  of  those  securities  in  there. 

Q.  You  did  have? 

A.  I  was  not  permitted  to  put  that  in. 

Q.  You  were  not? 

A.  No,  sir. 

Q.  Because  the  amounts  would  have  shown  that  over  80  percent  of  the 
securities  of  the  whole  trust  was  in  the  bank  as  collateral  for  loans? 

A.  I  don't  know  the  percentage,  but  it  was  substantial. 

In  April  1932  the  banks  called  the  loans  and,  upon  the  failure  of 
the  investment  company  to  pay,  sold  the  collateral.^^  During  this 
month  when  the  forced  liquidation  of  the  loans  occurred,  the  books  of 
the  investment  company  indicate  that  losses  of  over  $600,000,000  on 
the  basis  of  cost  were  suffered  from  the  sale  of  portfolio  securities.^* 
These  losses  comprised  approximately  half  of  the  total  of  all  losses 
on  the  sale  of  securities  by  the  investment  company  during  its  exist- 
ence.^' At  the  time  when  this  sale  took  place,  the  investment  com- 
pany had  on  deposit  over  $1,270,000  with  C.  D.  Parker  &  Co.,  Inc.«« 
which  had  acted  as  depositary  of  the  cash  funds  of  the  investment 
company  shortly  after  its  inception. ^^  If  this  money  had  been  paid  to 
the  banks  it  would  have  been  approximately  sufficient  to  satisfy  the 
investment  company's  entire  indebtedness  and  thus  might  have  con- 
served a  substantial  part  of  its  assets."**  The  sponsor,  nevertheless, 
did  not  take  any  action  to  avert  the  foreclosure  of  the  collateral.''^ 

Mr.  Stanwood,  the  accountant,  testified  concerning  this  situation 
as  follows :  *'' 

Q.  How  much  collateral  do  you  think  would  have  to  be  on  hand  to  cover 
$1,300,000  [loans  with]  the  bank? 

A.  Probably  a  couple  of  millions. 

Q.  *  *  *  So  that  you  would  have  at  least  80%  of  the  securities  of  the 
trust  pledged  with  the  bank,  isn't  that  so? 

A.  Yes. 

Q.  So  that  the  bank  virtually  owned  the  trust  for  that  loan? 

A.  I  .should  .say  so. 

Q.  Yet  the  stockholders  did  not  know  that? 

A.  That  is  right. 

3=  Id.,  at  20977-8. 

=>"  Id.,  at  20952-.3. 

^■•Derived  from  supplementary  information  supplied  the  Commission  for  C.  D.  Parker 
&  Co.,  Inc. 

^  0i>.  cit.  supra,  note  2,  Commission's  Exhibit  No.  .3244. 

="•  Id.,  at  20954-.5  ;  and  op.  cit.  supra,  note  34. 

^~  Op.  cit.  supra,  note  2,  at  20938. 

3»  Id.,  at  209.52-3. 

^'  The  record  does  not  disclose  the  reason  for  this  failure  to  pay  the  loan.  Probably, 
the  sponsor  which  was  insolvent  at  the  time  did  not  have  available  funds.  (Op.  cit.  supra, 
note  2.) 

'"Id.,  at  20977-8. 


82  SECURITIES    A]!TD    EXCHAISTGE    COMMISSION 

Q.  Now  in  addition  to  that  C.  D.  Parker  &  Co.,  Inc.  had  over  $900,000  [sic, 
$1,270,000]  in  cash  on  deposit,  didn't  they? 

A.  Yes. 

Q.  Belonging  to  the  trust? 

A.  I  should  say  around  that  amount. 

Q.  And  yet  not  a  penny  of  that  cash  was  used  by  C.  D.  Parker  &  Co.,  Inc. 
to  pay  ofE  the  loan  to  the  National  Shawmut  Bank  of  Boston  and  to  avoid  the 
calamity  of  foreclosing  on  virtually  every  share  in  the  portfolio  of  that  trust? 

A.  That  is  so. 

Q.  Now,  what  made  that  possible?     Were  the  shareholders  advised  in  that 

situation? 

A.  Not  through  any  annual  report  that  was  published  that  I  know  of. 

Mr.  Henry,  one  of  tlie  dealer-distributor  directors,  testified  that 
he  and  the  other  dealers  had  no  knowledge  of  the  loan  and  the  cash 
deposits :  *^ 

Q.  At  any  rate,  did  you  know  that  after  substantially  all  of  the  contributed 
capital  was  used  to  purchase  securities  that  were  put  into  the  portfolios  of 
these  companies,  those  securities  were  promptly  pledged  as  collateral  for  a 
loan  from  the  bank,  the  National  Shawmut  Bank  of  Boston,  and  the  cash  so 
obtained  was  used  to  purchase  more  securities? 

A.  On  that  point  my  imderstanding  was,  going  back  to  the  formation  of  the 
company  and  the  distributing  days,  it  would  be  absolutely  contrary  to  the 
policy  of  the  company  to  make  any  loans.  I  have  no  recollection  of  learning 
that  a  loan  had  been  made  for  probably  three  ye'ars  afterwards,  in  1932. 

Q.  Well,  the  fact  is  they  had  borrowed  from  the  National  Shawmut  Bank 
of  Boston  by  April  of  1931 

A.  April  1931? 

Q.  Yes. 

A.  Gee,  that's  funny. 

Q.  They  had  borrowed  $l,200,000-odd  dollars— against  which  they  had 
pledged  over  two-thirds  of  the  whole  portfolio  of  the  trust  as  security.  You 
did  not  know  that? 

A.  I  never  knew  th'at  at  all. 

Q.  And  on  top  of  that  the  bank  foreclosed  on  the  collateral  and  sold  tliem  out 
in  order  to  pay  off  that  indebtedness  at  a  time  when  C.  D.  Parker  &  Company 
held  over  §900,000  [sic,  $1,270,000]  in  cash  belonging  to  the  trvist.  You  did  not 
know  that? 

A.  In  my  opinion  no  dealer  or  stockholder  was  ever  so  advised.  I  never 
learned  that.    I  never  knew  it  until  today. 

Not  only  did  the  sponsor  retain  the  investment  company's  cash  at 
so  critical  a  time,  but  subsequent  to  April  1932,  when  the  bank  loan 
was  called,  it  even  increased  the  amount  of  cash  funds  that  it  pre- 
sumably held  on  deposit  for  Seaboard  Utilities  Shares  Corporation. 
This  procedure  was  also  followed  by  the  sponsor  in  dealing  with  the 
other  two  investment  companies,  Eailroad  Shares  Corporation  and 
Utilities  Hydro  &  Rails  Shares  Corporation. 

In  securing  control  of  the  funds  of  the  investment  companies, 
three  distinct  accounts  were  kept  with  the  sponsor,  C.  D.  Parker  & 
Co.,  Inc.  ostensibly  for  three  separate  purposes :  a  checking  account,^- 
an  account  for  the  purchase  and  payment  of  securities  under  order,*^ 
and  an  account  under  which  the  sponsor  issued  certificates  of  de- 
posit.'*'*  Although  these  three  accounts  bore  different  titles  on  the 
books  of  the  companies  all  three  forms,  according  to  Mr.  Stanwood, 
represented  the  "same  thing."  *^ 

«  Id.,  at  2105.3-4. 
"Id.,  at  21016. 
« Id.,  at  21017. 
"  Ibid. 
«  Ibid. 
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Despite  the  fact  that  the  assets  of  the  three  investment  companies 
'were  constantly  depreciating  in  value,  the  balances  of  the  checking 
accounts  tended  to  increase  throughout  their  existence,  as  did,  in  fact, 
all  the  funds  on  deposit  with  the  sponsor.*^ 

The  manner  in  which  the  sponsor  secured  the  funds  of  the  invest- 
ment companies  as  depository  is  indicated  in  the  following  testimony 
of  Mr.  Stan  wood :  *^ 

Q.  To  recapitulate  the  procedure  adopted  by  G.  D.  Parker  &  Company  in, 
shall  we  say,  capturing  the  funds  of  these  trusts,  it  was  in  three  separate  forms. 
"The  first  form  was  by  way  of  checking  accounts  which  were  opened,  is  that 
right? 

A.  Right. 

Q.  And  then  you  had  the  special  forms  which  were  special  funds  deposited 
to  pay  for  securities  under  order. 

A.  Right. 

Q.  And  then  you  had  the  third  form  which  was  the  certificates  of  deposit 
which  were  issued  by  the  sponsor  to  the  trust,  is  that  right? 

A.  All  meaning  the  same  thing ;  that  is  different  titles. 

Q.  But  they  were  carried  as  separate  accounts.  On  the  books  of  the  trust 
you  had  these  three  separate  accounts  from  the  inception. 

A.  That  is  right. 

*  *  *     '  *  1):  4c  He 

Q.  These  special  funds  that  were  deposited  to  pay  for  the  securities  under 
order,  those  funds  were  augmented  by  the  retention  of  the  proceeds  received 
by  the  sponsor  on  the  sales  of  securities,  weren't  they? 

A.  Right. 

Q.  So  that  it  swelled  in  amount  as  it  went  on. 

A.  Right. 

Q.  Which  was  rather  unusual  for  an  account  which  was  supposed  to  be 
xised  to  purchase  securities  under  order. 

A.  That  is  correct. 

Q.  You  would  normally  find  an  account  in  which  funds  were  deposited  for 
■such  purpose,  gradually  being  eaten  up  through  the  purchase  of  securities. 

A.  That  would  be  the  tendency  with  the  account. 

Q.  But  instead  in  C.  D.  Parker  &  Company  this  fund  kept  swelling  all  the 
time,  isn't  that  so? 

A.  That  is  right. 

Q.  And  with  respect  to  the  checking  accovints  that  were  opened  with  the 
sponsor,  those  were  increased  as  of  year  ends  right  regularly  on  through  the 
period  of  operation  of  these  trusts. 

A.  The  tendency  was  to  increase. 

This  increase  was  substantial  even  after  March  1931,  the  earliest 
date  at  which  the  insolvency  of  C.  D.  Parker  &  Co.,  Inc.  has  been 
established.  A  total  of  $1,798,210.38  was  transferred  by  the  three 
companies  to  C.  D.  Parker  &  Co.,  Inc.  after  December  31,  1930, 
which  amount  includes  $1,295,000  in  certificates  of  deposit  purchased 
by  the  three  investment  companies  in  December  1931.*® 

Although  the  investment  companies  were  entitled  to  interest  on 
the  certificates  of  deposit  as  it  accrued,  the  interest  was  not  actually 
paid  but  was  added  to  an  accrued  interest  account.*^  The  financial 
statements  issued  to  the  public  listed  the  "certificates  of  deposit" 
among  the  assets  but  it  was  not  disclosed  that  these  certificates  of  de- 
posit were  issued  by  the  sponsor  of  the  three  investment  companies, 
C.  D.  Parker  &  Co.,  Inc.  and  not  by  a  bank.^" 

*"  Id.,  at  21018. 

«Icl.,  at  21016-8. 

*^  Id.,  Commission's  Exhibit  No.  3235  ;  and  op.  cit.  supra,  note  34. 

*"  Ibid. 

^•0  Op.  cit.  supra,  note  2,  at  20967-9. 
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Mr.  Henry,  a  director  of  the  investment  companies,  testified  that  he 
was  completely  misled  by  the  financial  statements  issued  by  the  invest- 
ment companies :  ^^ 

Q.  You  found  au  abbreviated  statemeut  or  balance  slieet  giving  you  some 
resultant  figures  and  a  break  down? 

A.  Yes. 

Q.  Three  certificates  of  deposit  were  listed  on  that  statement.  You  never  knew 
whether  the  certificates  of  deposit  were  issued  by  the  National  Shawmut  Bank  of 
Boston  or  by  whom  it  was  issued? 

A.  That  is  correct. 

Q.  You  thought  that  *  *  *  some  bank  authorized  by  the  banking  laws  did 
issue  these  certificates  of  deposit? 

A.  It  is  my  exact  recollection  that  all  fiduciary  activities  were  segregated — 
securities  and  cash — entirely  apart  from  C.  D.  Parker  »&  Company  and  that  was 
always  my  impression  until  today.     I  never  knew  otherwise. 

Q.  You  never  knew  that  C.  D.  Parker  was  acting  as  depository  for  this  cash? 

A.  No,  never — until  about  a  week  or  two  ago. 

Q.  And  certainly  [had  not  issued]  certificates  of  deposit? 

A.  No,  sir. 

By  June  16,  1934,  Seaboard  Utilities  Shares  Corporation  had  de- 
posited with  C.  D.  Parker  &  Co.,  Inc.,  $1,957,417.61,  consisting  of  cash 
deposits  in  a  checking  account  aggregating  $622,491.64;  certificates  of 
deposit  issued  by  the  S]Donsor,  including  accrued  interest  amounting 
to  $888,335.42 ;  and  funds  reserved  for  the  payment  of  securities  under 
order,  amounting  to  $446,590.55.®^  As  will  later  be  shown  in  more 
detail,  the  other  two  investment  companies  by  that  time  had  likewise 
deposited  with  C.  D.  Parker  &  Co..  Inc.  an  aggregate  amount  of 
approximately  $1,182,191.17,  of  which  $478,700.18  comprised  cash 
deposits  in  checking  accounts  and  certificates  of  deposit,  including^ 
interest. 

Thus,  when  the  Banking  Act  of  1933,  compelling  tlie  divorcement 
of  private  and  commercial  banking  from  investment  banking,  went 
into  effect  on  June  17,  1934,®^  the  three  investment  companies  had 
$3,139,608.78  with  their  sponsor,  of  which  $1,989,527.24  was  in  cash 
deposits  in  checking  accounts  and  certificates  of  deposit.^*  Since  C.  D. 
Parker  &  Co.,  Inc.  was  engaged  in  the  investment  banking  business, 
it  was  required  to  return  to  the  investment  companies  the  $1,989,527.24 
on  deposit  with  itself.  However,  at  this  time  the  sponsor  was  in- 
solvent and  these  cash  deposits  were  not  turned  over  to  the  investment 
companies.  Instead,  the  sponsor  changed  the  designation  of  all  de- 
posit accounts,  then  aggregating  $3,139,608.78,  describing  them  as 
"Funds  reserved  for  the  purchase  and  sale  of  portfolio  securities  under 
order"  and  as  "Funds  reserved  for  the  XDurchase  and  sale  of  treasury 
shares  under  order."  ^® 

Mr.  Stanwood,  describing  the  conception  of  the  plan  to  redesignate 
the  cash  deposits  as  a  securities  account,  testified :  ^® 

Q.  Well,  whose  idea  was.it  to  create  this  super-special  fund  into  which  all  the 
cash  on  deposit  with  C.  D.  Parker  &  Company  was  to  be  given  the  appearance  of 
a  brokerage  account? 

A.  Those  were  the  two  funds,  one  to  purchase  treasury  shares,  and  the  other 
portfolio  shares? 

Slid.,  at  21050. 

52  Derived  from  supplementary  information  supplied  the  Commission  for  C.  D.  Parker- 
&  Co.,  Inc. 

=3  12  U.  S.  Code,  Sec.  378. 

^*  Op.  cit.  supra,  note  52. 

^5  Op.  cit.  supra,  note  2,  at  20982-3. 

^«  Id.,  at  20981-3. 
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Q.  That  is  right. 

A.  AVith  quite  a  title  attached  to  it,  that  was  given  to  me  by  Mr.  Tufts. 

Q.  Now,  it  became  necessary  for  C.  D.  Parlier  &  Company  to  do  one  of  two 
things,  to  either  get  up  all  of  that  cash,  which  was  over  three  million  dollars,  and 
turn  it  back  to  the  trust  and  let  the  trusts  deposit  it  in  an  authorized  bank  because 
of  the  Banking  Act  of  1933,  or  do  what? 

A.  Or  else. 

Q.  That's  it,  or  else,  and  it  had  to  "or  else",  isn't  that  so?  As  Itake  it,  Mr. 
Bowen  Tufts  was  the  one  who  devised  the  ingenious  scheme  of  taking  this  three 
million  dollars,  if  he  only  had  it,  and  labeling  it  what?  *  *  *  "Funds  re- 
served for  the  pui'chase  and  sale  of  portfolio  securities  under  order,"  was  that 
correct  ? 

A.  That  is  correct. 

Q.  That  little  catch  phrase  was  supposed  to  catch  three  million  dollars,  isn't 
that  so? 

A.  Well,  it  went  in  there. 

Q.  *     *     *     It  was  supposed  to  go  in  there. 

A.  That  was  the  idea.     To  put  it  in  that  idea. 

In  thi.^  manner,  in  circumvention  of  the  Banking  Act  of  1933,  the 
sponsoi'  Av as  able  to  retain,  and  even  slightly  increase,  the  cash  funds 
of  the  three  investment  companies  that  it  held.  By  December  31, 1935, 
the  sponsor  was  indebted  to  the  three  investment  companies  in  the 
aggregate  sum  of  $3,304,776.62.  Actually,  C.  D.  Parker  &  Co.,  Inc. 
was  insolvent,  and,  with  its  ensuing  bankruptcy,  virtually  the  entire 
amount  of  these  "deposits"  was,  in  the  opinion  of  Mr.  Stanwood,  lost 
to  the  stockholders  of  the  investment  companies.^^ 

According  to  the  books  of  the  investment  companv,  on  December 
31,  1935,  out  of  the  net  worth  of  $2,714,011.34  of  Seaboard  Utilities 
Shares  Corporation,  C,  D  Parker  &  Co.,  Inc.  supposedly  held  on 
deposit  fo]-  it  $2,034,963.28,  constituting  approximately  75%  of  the 
net  worth  of  the  investment  company  at  that  time.^* 

In  addition  to  acquiring  the  cash  fimds  of  Seaboard  Utilities  Shares 
Corporation  as  depositary,  the  sponsor  pledged  securities  owned  by 
the  investment  company  and  which  cost  $155,566.97,  for  loans  to  the 
sponsor  which  had  not  been  repaid  at  the  time  of  the  bankruptcy. 

In  addition,  securities  which  cost  $28,425.88,  belonging" to  the  invest- 
ment company,  for  which  C.  D.  Parker  &  Co.,  Inc.,  was  accountable, 
could  not  be  traced  or  found.  These  securities  and  the  cash  ostensibly 
on  deposit  with  the  sponsor  constituted  approximately  90%  of  the 
book  net  worth  of  the  company  as  of  December  31,  1935.*^ 
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D.  Railroad  Shares  Corporation 

The  second  investment  company,  Kailroad  Shares  Corporation, 
sponsored  by  C.  D.  Parker  &  Co.,  Inc.  was  organized  in  Massachusetts 
on  July  3. 1929,  within  four  months  after  the  organization  of  Seaboard 
Utilities  Shares  Corporation.*'*^ 

C.  D.  Parker  &  Co.,  Inc.  formed  a  syndicate  to  market  the  shares 
of  Railroad  Shares  Corporation,  and  followed  the  same  plan  employed 

"  Id..    Commission's   Exhibit    No.    3235 ;    see   also    id.,    at    21020,    21023,    21025. 
»  Id.,  Commission's  Exhibit  No.  3232. 

"Id.,  at  21021,  and  Commission's  Exhibit  No.  32-33.  Mr.  Stanwood.  the  accountant, 
testified  that  the  stoclvholders  of  the  investment  company  are  unlilvely  to  recover  any 
portion  of  the  contributed  capital  : 

Q.   So   that  you  can   virtually  say   that   the  stockholders  lost  every   penny   of  their 
contributed  capital  in  the  Seaboard  Utilities  Shares  Corporation? 
A.  That  is  right. 
■«>0p.  cit.  supra,  note  2,  at  20921. 
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in  the  sale  of  the  stock  of  the  first  investment  company.^^  Similarly^ 
the  sponsor  employed  the  same  methods  to  attain  complete  domina- 
tion of  this  investment  company  and  its  assets.  As  in  the  case  of  the 
first  investment  company,  Eailroad  Shares  Corporation  entered  into 
a  management  contract  with  the  sponsor  mider  which  it  paid  no  com- 
pensation. This  contract  was  set  up  on  its  books  as  an  asset  at  a 
value  of  $250,000.'*2 

The  syndicate,  composed  of  the  sponsor  and  dealers,  distributed  the 
shares  at  prices  exceeding  $10  each,  and  paid  into  the  treasury  of  Rail- 
road Shares  Corporation  $10  for  each  share  sold.  The  excess  was 
retained  as  payment  for  marketing  the  shares.''^  The  syndicate  ap- 
parently had  a  commitment,  and  the  sponsor  and  the  various  dealers, 
as  members  had  participating  commitments.''*  Approximately  six 
months  after  the  organization  of  the  investment  company,  C.  D. 
Parker  &  Co.,  Inc.,  as  manager  of  Eailroad  Shares  Corporation  com- 
mon stock  account,  released  the  various  dealers  of  the  syndicate  and 
itself  from  any  obligation.''^ 

The  published  financial  statements  purported  to  disclose  that  1,000,- 
000  shares  were  issued  and  outstanding  and  that  the  contributed 
capital  was  $10,000,000.^^  In  fact,  the  actual  contributed  capital  was- 
$6,767,000.*^^  The  basis  of  the  representation  that  $10,000,000  had 
been  received  by  the  investment  company  from  the  sale  of  its  shares 
was  the  fact  that  a  so-called  note  for  $8,000,000  payable  to  the  invest- 
ment company  had  been  executed  and  $2,000,000  had  been  paid  in 
cash  to  the  investment  companj^  Against  this  the  investment  com- 
pany issued  1,000,000  shares,  but  retained  800,000  shares  as  collateral 

61  Id.,  at  20912. 

62  Id.,  Commission's  Exhibit  No.  3227. 

«3Id.,  at  21009.  The  amount  of  the  profit  to  C.  D.  Parker  &  Co.,  Inc.  has  not  been' 
disclosed. 

"^  Id.,  at  20914. 

OS  Id.,  at  20915-7  and  Commission's  Exhibit  No.  3226.  The  letter  of  release  dated' 
December  78,  1929  stated  (id..  Commission's  Exhibit  No.  3226)  :  "As  managers  of 
Railroad  Shares  Corporation  Common  Stock  Account  dated  September  5,  1929,  we  wish  to- 
advise  that  the  account  is  in  a  substantial  short  position  taking  into  consideration  com- 
mitments made  by  various  banking  houses,  dealers,  etc.,  to  whom  the  account  has  con- 
firmed sales.  In  view  of  the  existing  market  situation  C.  D.  Parker  &  Company,  Inc.,  as- 
managers  of  the  account,  have  determined  it  to  be  advisable  to  cooperate  with  those 
who  have  made  commitments  to  purchase  shares  from  the  account  and  have  not  taken 
down  the  shares  committed  for  by  agreeing  to  a  cancellation  of  one-half  of  the  com- 
mitments for  shares  which  have  not  been  taken  down  and  paid  for,  plus  an  extension  of 
sixty  days  to  all  houses  in  which  the  remaining  half  of  the  commitments  may  be  taken 
down  and  paid  for,  with  a  further  extension  of  sixty  days  upon  the  understanding  that 
at  any  time  during  the  second  sixty-day  extension,  the  managers  may  demand  that 
the  uncancelled  portion  of  the  commitment  be  taken  down  and  paid  for  on  five  days* 
notice,  and  that  upon  failure  of  any  house  to  take  down  and  pay  for  the  uncancelled' 
commitment  the  account  may  cancel  the  same." 

Subsequently,  in  a  second  letter  dated  December  20,  1929,  it  was  stated  (ibid.)  : 
"In  view  of  the  fact  that  Railroad  Securities  (Shares)  Corporation  still  has  a  substantial 
amount  of  cash,  we  can  see  no  reason  for  imposing  any  loss  on  the  members  of  the 
Syndicate  which  would  merely  operate  to  supply  the  Railroad  Shares  Corporation  with 
additional  cash.  In  our  opinion,  the  entire  undelivered  balance  of  stock  bought  at  orig- 
inal prices  should  be  cancelled.  This  cancellation  could  first  be  made  by  Railroad 
Shares  Corporation  to  C.  D.  Parker  &  Company,  which  will  eliminate  your  liability,  and 
you  in  turn  could  cancel  these  sales  to  the  members  of  the  Syndicate.  This  would  not 
impose  any  loss  either  on  Railroad  Shares  Corporation  or  the  members  of  the  Syndicate- 
and  any  loss  to  you  would  be  a  loss  of  your  profit  on  the  transaction." 

«"  Op.  cit.  supra,  note  2,  at  21007,  21012,  and  Commission's  Exhibit  No.  3231. 

67  Id.,  at  21037  and  Commission's  Exhibit  No.  3244. 
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for  tlie  payment  of  the  note.^®  The  procedure  was  to  reduce  the 
amount  of  the  note  as  the  syndicate  succeeded  in  disposing  of  the 
shares.^^  Of  the  1,000,000  shares  issued,  all  but  323,300  shares  had 
been  sold,  and  consequently  the  original  $8,000,000  note  was  reduced 
to  $3,233,000  and  a  new  note  executed/" 

Railroad  Shares  Corporation  included  the  note  of  $3,233,000  in  its 
financial  statements  under  assets  in  an  item  entitled  "Collateral 
Loans."  The  report  of  the  financial  condition  of  the  investment 
company  as  of  1930  contains  the  item  "Cash  and  Time  Loans  secured 
by  Collateral,  $3,532,518.81."  '^  Concealed  in  that  item  was  the  note, 
at  that  time  reduced  to  $3,233,000.'^-  Mr.  Stanwood,  in  explanation 
of  this  method  of  carrying  the  $3,233,000  note  and  approximately 
$200,000  in  cash  as  a  single  item  in  the  financial  statement,  testified :  ^^ 

Q.  And  yet  there  was  only  $200,000  there,  isn't  that  so?    In  cash? 
A.  It  seems  so. 

Q.  And  that  item  is  represented  by  the  note  which  the  sponsor  gave  and  it 
was  collateralized  by  the  very  stock  of  the  company  itself,  isn't  that  true? 
A.  That  is  right. 

******* 

Q.  Isn't  it  a  fact  that  in  reading  that  statement  which  was  issued  by  you, 
this  balance  sheet,  you  could  not  tell  for  the  life  of  you  that  $3,000,000  worth 
of  that  stock  had  not  been  paid  for? 

A.  Well,  it  all  depends.    You  mean  paid  for  in  cash? 

Q.  Now  you  refer  to  it  as  a  time  loan.    You  know  it  is  not  a  time  loan. 

A.  At  that  time  it  was. 

Q.  Was  it  changed  later? 

A.  The  whole  document  was  changed  from  time  to  time. 

Q.  That  is  what  I  was  trying  to  get  from  you  originally.  Yoii  say  that  the 
note   was  changed? 

A.  I  believe  so,  in  the  wording. 

Q.  And  the  wording  changed  that  note,  so  much  so  that  it  became  no  obliga- 
tion of  any  kind  on  the  part  of  C.  D.  Parker  &  Company  to  pay  one  penny  of 
that  note,  isn't  that  so? 

A.  That  is  the  way  it  ultimately  worked  out  on  the  $.3,300,000. 

Q.  Because  by  December  31,  1930,  certainly  C.  D.  Parker  &  Company  was  not 
going  to  pay  $10  per  share  for  that  stock  to  the  trust  was  it? 

A.  No. 

Q.  But  still  it  was  there  as  cash  and  time  loan  secured  by  collateral? 

A.  The  shares  were  issued  for  that. 

Q.  Well,  if  the  shares  were  issued  for  that  note,  the  shares  couldn't  have  been 
security  for  the  note — the  shares  couldn't  have  been  collateral  for  it? 

A.  The  transfer  agents  showed  those  shares  as  issued  and  outstanding  and  I 
couldn't  very  well  disagree  with  them. 

.  This  note  of  $3,233,000,  secured  by  the  unsold  shares  of  the  invest- 
ment company,^*  contained  a  provision  that  payment  was  to  be  made 
only  if  the  syndicate  succeeded  in  selling  the  collateral. '^^  At  the 
option  of  the  sponsor,  the  note  was  renewable  every  six  months,  and 
constituted  practically  a  perpetual  call  on  the  capital  stock  of  the 

«»Id.,  at  21008. 

•"Id.,  at  21007-9. 

™  Id.,  Commis.sions  Exhibit  No.  3244  and  Moody's  Matwal  of  Investments,  Banks,  etc., 
1935,  p.  1604.  The  note  was  signed  "Railroad  Shares  Corporation  Common  Stock 
Account,  September  5,  1929,  by  C.  D.  i'arker  &  Co.,  nic  Mass.,  by  Bowen  Tufts,  Vice 
President,  by  C.  R.  Adams,  Director." 

'1  Op.  cit.  supra,  note  2,  at  21011  and  Commission's  Exhibit  Xo.   3231. 

'2  Id.,  at  21011-2. 

'aid.,  at  21007,  21011-13. 

'■'  Id.,  at  20918-9,  and  derived  from  supplementary  information  supplied  the  Commission 
for  C.  D.  Parker  &  Co.,  Inc. 

«  Op.  cit.  supra,  note  2,  at  21002. 
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investment  company  at  $10  per  shareJ^  This  miilateral  arrangement 
did  not  require  the  sponsor  to  take  down  stock  from  the  investment 
company  if  the  price  was  below  $10  but  permitted  the  sponsor  to 
acquire  stock  from  the  investment  company  at  $10  per  share  even 
though  the  market  price  w^as  above  $10.^'  Although  the  note,  as 
reduced  to  $3,233,000,  was  carried  on  the  books  of  the  investment 
company  as  an  asset  under  "collateral  loan,"  the  sponsor,  in  fact, 
never  paid  this  note  in  its  reduced  amount,  because  it  apparently 
never  succeeded  in  disposing  of  any  of  these  collateral  shares/® 

The  deception  of  the  public  with  respect  to  this  transaction  is 
illustrated  by  the  letter  of  complaint  of  George  A.  Hume,  a  stock- 
holder. Mr.  Hume's  attorney  wrote  to  Mr.  Henry,  a  dealer-director 
of  the  investment  company,  on  June  4,  1934,  as  follows :  '^^ 

We  are  informed  that  in  purchasing  these  shares  Mr.  Hume  relied  upon  a 
statement  of  the  directors  of  that  corporation  in  ascertaining  the  value  of  its 
stock.  In  the  assets  column  of  this  statement  was  the  figure  $3,233,000  carried 
as  "collateral  loan." 

It  is  our  understanding  that  this  was  not  a  "collateral  loan"  but  represented 
shares  of  the  corporation  which  the  brokers  who  were  engaged  in  selling  such 
shares  in  the  open  market  had  been  unable  to  purchase  in  accordance  with  the 
terms  of  their  agreement. 

Four  days  later,  after  Mr.  Henry  had  replied  that  he  was  unaware 
of  the  facts,  the  stockholder,  through  his  attorney,  wrote  to  Mr.  Henry 
as  follows :  ^* 

The  situation,  so  far  as  my  client  (George  A.  Hume)  is  concerned  is  as 
follows : 

In  the  early  part  of  1931,  he  received  a  financial  statement  of  the  corporation 
showing  "cash  and  time  loans  secured  by  collateral  $3,5.32,519"  and  a  later  state- 
ment showing  "cash  and  time  loans  secured  by  collateral  $3,515,319.80."  As  a 
matter  of  fact  the  corporation  had  cash  to  the  extent  only  of  about  $200,000  and 
the  balance  represented  unsold  treasury  shares  of  the  corporation  of  a  face  value 
of  about  $3,300,000. 

Mr.  Henry  communicated  his  concern  over  this  matter  to  Bowen 
Tufts,  who  gave  the  following  explanation  of  the  item  "collateral 
loan :"  ^^ 

For  your  information,  as  a  Director  of  the  Company,  I  wish  to  advise  that 
this  item  has  appeared  in  all  Balance  Sheets  of  the  Company  published  since 
February  1,  1930,  the  effective  date  of  the  loan.  All  such  balance  sheets  have 
been  prepared  by  the  public  accountants  auditing  the  books  of  the  Company,  and 
I  am  advised  that  the  item  has  been  designated  as  "collateral  loans"  in  accord- 
ance with  usual  and  proper  accounting  methods. 

The  present  amount  of  the  item  "collateral  loans"  which  appears  in  the 
balance  sheet  of  the  Company  represents  the  balance  due  to  Railroad  Shares 
Corporation  on  a  loan  made  to  the  Syndicate  which  marketed  and  distributed 
the  shares  of  the  Corporation.  As  the  Common  Stock  of  the  Company  which 
was  pledged  as  collateral  for  the  payment  of  the  loan  has  been  sold  and 
distributed  by  the  Syndicate,  the  loan  has  been  proportionately  reduced. 

The  amount  of  the  loan  does  not  exceed  the  amount  paid  to  the  Company 
for  the  Shares  which  are  pledged  as  collateral  on  the  loan,  and  which  Shares 
have  never  been  distributed  to  the  public  by  the  syndicate.  As  the  Shares  have 
been  distributed,  the  same  have  been  released  from  the  collateral  and  the  loan 
proportionately  reduced. 

■^^  Id.,  at  21003. 
"  Id.,  at  21003-4. 
■    '8  la^  Commission's  Exliibit  No.  3242. 
™  Id.,  Commission's  Exhibit  No.  3230. 
80  Ibid. 
«  Ibid. 
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Mr.  Stanwood,  however,  admitted  that  the  stockholders  had  the 
right  to  believe  that  the  company  was  entitled  to  that  amount  in  cash 
and  that  they  were  misled  by  the  term  "collateral  loan."  ^- 

Q.  Now,  obviously  somebody  was  misled  by  this  $3,300,000  transaction,  isn't 
that  so? 

A.  It  must  be. 

Q.  He  [the  stockholder]  certainly  had  the  right  to  believe  that  the  company 
actually  had  that  cash  coming  to  it,  didn't  he? 

A.  It  .seems  so. 

Q.  There  is  no  question  about  that. 

A.  No. 

Followiiig  the  procedure  adopted  in  dealing  with  the  first  invest- 
ment company,  the  sponsor  had  possession  of  most  of  the  cash  deposits 
of  Railroad  Shares  Corporation.  Certificates  of  deposit  were  issued 
by  C.  D.  Parker  &  Co.,  Inc.,  as  in  the  case  of  Seaboard  Utilities 
Shares  Corporation,  although  the  financial  statements  did  not  specify 
that  they  were  issued  by  the  sponsor  and  not  by  a  bank.*^  So,  too, 
when  the  Banking  Act  of  193S  was  passed,  the  sponsor  evaded  the 
law  by  changing  the  designation  of  these  deposit  accounts.^*  On 
December  31,  1935,  the  sponsor  held  cash  of  the  investment  company, 
amounting  to  $893,378.51.^5     ^i^,  Stanwood  testified :  ^^ 

Q.  I  .say  that  C.  D.  Parker  &  Company  in  December  1935  had  $893,378.51  in 
that  .so-called  special  account  that  was  created  after  the  Banking  Act  was 
passed  ? 

A.  Right. 

Q.  And  the  shareholders  of  Railroad  Shares  Corporation  have  no  hope  or 
expectancy  of  ever  receiving  any  part  of  that  money,  isn't  that  so? 

A.  I  doubt  it. 

The  sponsor,  as  in  the  case  of  Seaboard  Utilities  Shares  Corpora- 
tion, converted  $22,299.04  of  portfolio  securities  of  Railroad  Shares 
Corporation  by  hypothecating  them  for  its  own"  loans.  These  loans 
were  not  paid  and  the  securities  were  sold  to  satisfy  the  debt.®^ 

Wliile  the  books  of  Railroad  Shares  Corporation  as  of  December  31, 
1935.  indicate  a  net  worth  of  $4,183,519.46,  this,  of  course,  must  be 
diminished  by  the  previously  described  item  of  $3,233,000  carried  as 
an  asset  under  "collateral  loans"  and  for  which  apparently  no  recovery 
is  possible.  Of  the  bahince,  $893,378.51  consisted  of  claims  against 
the  bankrupt,  C.  D.  Parker  &  Co.,  Inc.,  for  cash  deposits  made  by  the 
investment  company  and  $22,299.04  consisted  of  the  securities  con 
verted  by  the  sponsor.  The  remainder  of  $34,841.91  comprised  miscel 
laneous  items.-"*  The  accountant,  A.  T.  Stanwood,  stated  that  it  was 
doubtful  that  the  stockholders  would  recover  any  part  of  their  original 
investment.*'* 

E.  Utilities  Hydro  &  Rails  Shares  Corporation 

Prior  to  the  market  break  in  October  1929,  C.  D.  Parker  &  Co.,  Inc. 
had  succeeded  in  selling  to  the  public  $23,250,000  of  the  securities  of 
the  two  investment  com})anies  it  had  organized  and  managed.     The 

»2  Id.,  at  21007. 

»»Id.,  at  20967,  et  spri. 

■«*  Id.,  at  20981-2. 
^^  Id.,  ("ommissiorrs  Exhibit  No.  32.34. 

*>  Id.,  at  2102.3. 

»Md.,  at  20124. 

8»  Id.,  at  21022  and  Commission's  Exhibit  No.  .'i234. 

^Id.,  at  21024. 
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sponsor  then  contemplated  a  third  investment  company,  which  was 
to  exceed  in  size  the  two  previously  organized,  and  incorporated  Utili- 
ties Hydro  &  Rails  Shares  Corporation  in  Delaware  on  November  5, 
1929,  with  15,000,000  shares  of  authorized  common  stock  of  no  par 
value.^°  The  third  venture,  however,  was  not  launched  until  shortly 
after  the  market  break,  and  this  third  investment  company  realized 
only  $1,573,508.80  from  the  sale  of  its  stock  issue  to  the  public.®^ 

The  same  procedure  was  used  in  selling  the  shares  of  this  company 
as  was  employed  in  the  case  of  the  first  two  companies,  with  the  addi- 
tional fact  that  option  warrants  were  included  with  the  offering  of 
stock.  The  sponsor  likewise  resorted  to  the  same  means  to  preserve 
its  control  of  this  investment  company,  including  the  customary 
twenty-year  management  contract.  This  management  contract,  under 
which  no  compensation  was  to  be  paid  to  the  sponsor,  was  set  up  by 
the  investment  company  as  an  asset  with  a  value  of  $100,000.^^ 

As  with  the  first  two  investment  companies,  C.  D.  Parker  &  Co., 
Inc.  acted  as  depository  of  the  funds  of  this  company.  The  special 
accounts  created  after  the  National  Banking  Act  of  1933  amounted  to 
$376,434.83  on  December  31,  1935,  at  which  time  the  net  worth  of  this 
investment  company  was  $513,425.86.^^  The  sponsor,  as  in  the  cases 
of  the  earlier  companies,  also  used  portfolio  securities  of  the  Utilities 
Hydro  &  Rails  Shares  Corporation  which  cost  $56,961.58  as  collateral 
for  loans  to  the  sponsor.^*  The  $376,434.83  which  the  sponsor  sup- 
posedly held  as  depository  for  the  investment  company  and  the  value 
of  the  converted  securities  amounted  to  approximately  84%  of  the 
net  worth  of  the  company  as  of  December  31,  1935,  according  to  the 
books  of  the  company.^^  The  accountant,  A.  T.  Stanwood,  testified 
that  the  stockholders  could  not  expect  to  salvage  any  part  of  their 
investment  in  this  company.^ 
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F.  Relation  of  Accountant  to  Accounting  Practices  and  Reports 

Tlie  derelictions  of  the  sponsor,  C.  D.  Parker  &  Co.,  Inc.  including 
the  conversions  of  securities  and  cash  funds,  were  facilitated,  as  has 
been  indicated,  by  the  use  of  certain  accounting  practices  and  mis- 
leading reports  to  stockholders.  By  participating  in  these  practices 
there  is  a  grave  question  as  to  whether  the  public  accountants  subor- 
dinated their  duty  to  the  investors  to  the  desires  of  the  sponsor.  When 
examined  regarding  the  obligations  of  the  accountant  to  the  company, 
Mr.  Stanwood  testified  as  follows :  ^^ 

Q.  What  did  you  understand  the  obligation  of  an  accountant  for  an  investment 
trust  to  be  when  tlie  investment  trust  hired  your  firm ;  to  whom  were  you  answer- 
able in  your  conscience? 

A.  Mr.  Bowen  Tufts. 

Q.  You  say  you  were  answerable  only  to  Mr.  Bowen  Tufts? 

A.  He  engaged  us  to  do  this  work  and  make  certain  examinations  of  those 
financial  audits  only  and  report  solely  to  him. 

sold.,  at  21037. 

"1  Id.,  Commission's  Exhibit  Xo.  3244. 
"2  Id..  Commission's  Exhibit  No.  3243. 
93  Id.,  Commission's  Exhibit  No.  3237. 
»*  Id.,  Commission's  Exhibit  No.  3238. 
"^Id.,  Commission's  Exhibit  No.  3237. 
«« Id.,  at  21026. 
^m.,  at  20975. 
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Q.  Now,  did  you  feel  any  obligation  on  the  part  of  your  firm  as  account- 
ants to  these  trusts  to  the  stockholders  of  these  trusts? 

A.  Only  insofar  as  that  information  would  clear  through  the  manager-director, 
Mr.  Tufts. 

Mr.  Stanwood  further  testified :  ^^ 

'Q.  And  when  you  were  paid  for  them  [accounting  reports],  you  were  paid 
■with  the  funds  belonging  to  the  trusts? 

A.  Right. 

Q.  So  that  it  was  the  stockholders'  contributions  to  the  trust  that  made  your 
compensation  possible? 

A.  Right. 

******* 

Q.  Now,  don't  you  think  that  in  all  good  conscience  you  owed  them  a  duty,  at 
•least  equivalent  to  that  which  you  owed  to  Mr.  Bowen  Tufts? 

A.  I  should  say  so. 

Q.  Now,  in  performing  that  duty  don't  you  think  that  the  primary  obligation 
•on  your  part  was  to  tell  to  the  stockholders  through  the  instrumentality  of  your 
reports  exactly  what  was  transpiring  with  respect  to  their  funds  in  those  trusts 
in  the  language  of  accounting? 

A.  If  it  was  permitted  by  the  manager  director. 

Q.  You  mean  that  your  managing  director  prohibited  you  from  giving  authentic 
reports  and  clear  and  unequivocal  reports  to  the  stockholders? 

A.  No ;  I  did  not  say  that. 

Q.  Well,  what  is  the  insinuation  of  your  last  remark? 

A.  I  say  that  in  certain  of  the  wording  of  our  reports  that  were  presented  to 
Tiim,  there  were  certain  things  that  I  could  not  put  in  there. 

Q.  For  example? 

A.  For  example,  you  read  a  footnote  a  few  minutes  ago  [on  a  certain  balance 
fiheet  of  one  of  the  investment  companies]  "certain  of  these  securities."  I  had 
the  amount  of  those  securities  in  there. 

Q.  You  did  have? 

A.  I  was  not  permitted  to  put  that  in. 

Tlie  influence  on  the  accountant  of  the  desires  of  the  sponsor  is 
indicated  by  the  fact  that  bahmce  sheets  were  sometimes  prepared 
numerous  times  before  Bo^Yen  Tufts  selected  the  draft  that  to  his 
satisfaction  reflected  the  financial  conditions  of  the  investment  com- 
panies. Because  numerous  documents  were  prepared  for  Bowen 
Tufts'  scrutiny,  Harold  B.  Lamont  refused  to  make  a  positive  asser- 
tion that  a  document  submitted  to  him  for  identification  had  been 
used  publicly.     He  stated  his  reasons  as  follows :  ^^ 

Q.  You  don't  question  the  authenticity  of  this  document,  do  you? 
A.  I  don't  know  that  the  document  was  ever  used. 

******* 

The  Examinee.  His  question  was  if  you  doubted  the  authenticity  of  the 
document  which  you  were  being  interrogated  about.  Your  answer  was  you  don't 
know  whether  it  was  ever  used.  I  don't  think  that  is  in  response  to  that 
question. 

The  Witness.  It  is  in  this  way  because  only  those  who  are  familiar  with  Mr. 
Tufts  would  realize  there  might  be  ten  or  fifteen  different  balance  sheets  sub- 
mitted to  him  at  different  times  and  perhaps  none  of  them  would  be  used  because 
lie  might  have  studied  them  over  and  found  out  they  didn't  reflect  the  conditions 
as  they  were.  He  may  have  gotten  hold  of  a  balance  sheet  that  was  never 
used. 

Bowen  Tufts  generally  required  two  reports  in  connection  with 
each  audit,  one  report  for  himself  containing  detailed  financial  state- 
ment and  explanatory  remarks  and  one  for  publication  in  condensed 

»s  Id.,  at  20975-6. 
»»Id.,  at  20930-1. 
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form  without  the  vital  explanations.     In  this  connection  Mr.  Stan- 
wood  testified  i^"*' 

Q.  And  I  take  it  that  the  influence  of  Bowen  Tufts  brouglit  about  that  situa- 
tion, which  was  sad  enough,  isn't  that  so? 

A.  I  don't  know  as  I  would  say  "influence."  Our  first  report  in  tlie  year  was 
in  some  great  detail.  I  don't  believe  you  have  seen  any  of  those,  explaining 
certain  of  those  items,  where  they  were,  what  they  were ;  and  then,  of  course, 
for  publication  they  wanted  those  condensed,  and  that  was  sent  out. 

Q.  In  other  words,     *     *     * 

A.  It  was  filed  with  Mr.  Tufts.  At  the  end  of  every  calendar  year  anyhow, 
a  detailed  statement  setting  forth  the  story  of  our  each  and  every  asset  and 
liability. 

Q.  In  other  words,  you  had  rendered  to  Bowen  Tufts  two  kinds  of  reports ; 
[and]  incorporated  *  *  *  i^  ^i^q  body  of  [one]  report  *  *  *  [were]; 
the  explanatory  notes. 

A.  Yes. 

The  abbreviated  versions  published  by  the  investment  companies 
did  not  reflect  the  true  financial  conditions  of  the  affairs  of  the  in- 
vestment companies,  and  in  no  wise  enlightened  the  stockholders,, 
although  these  condensed  reports  were  certified  by  the  accountant. 
The  accountant  testified  as  follows :  ^°^ 

Q.  In  connection  with  the  reports  that  were  issued  to  the  stockholders,  you 
had  no  control,  you  say,  over  those  reports? 

A.  Those  were  put  out  by  the  company.  We  furnished  reports  and  then  they 
were  condensed  for  the  stockholders. 

Q.  And  those  condensed  reports  are  certified  by  you.  though,  aren't  they? 

A.  That  is  right. 

Q.  I  am  now  talking  of  these  reports  which  are  in  evidence — they  do  not 
enlighten  the  stockholders. 

A.  In  certain  instances  they  may  not. 

Mr.  Stanwood  acknowledged  that  the  accountant  has  a  grave  re- 
sponsibility as  the  interpreter  of  the  financial  conditions  of  invest- 
ment companies  and  that  any  explanations  of  the  affairs  of  investment 
companies  necessarily  must  be  obtained  by  the  stockholders  and  in- 
vesting public  through  the  services  and  medium  of  the  accountants 
He  testified :  ^"^ 

Q.  Now,  I  think  you  will  agree  that  an  investment  trust,  as  a  company,  can- 
not do  any  talking  for  itself.  It  cannot  talk  back  to  you.  It  can't  make  any- 
explanations,  and  the  only  way  you  know  anything  about  it  is  through  the 
instrumentality  of  its  accountants,  isn't  that  so? 

A.  Yes. 

Q.  Even  Bowen  Tufts,  in  order  to  know  what  was  transpiring  had  to  call  upon 
you  for  you  to  tell  him  from  the  examination  of  the  books  just  where  thev  were, 
isn't  that  so? 

A.  Yes  and  reports  were  furnished  on  that. 

Q.  That  is  correct.  So  that  the  interpreter  for  an  investment  trust  is  the 
accountant? 

A.  Yes. 

Q.  And  when  the  shareholders  paid  the  accountant  out  of  their  funds  of  the 
trust  to  interpret  what  is  transpiring,  they  expect  it  to  be.  In  plain  English,  isn't 
that  so? 

A.  That  makes  it  easier. 
******* 

Q.  Well,  you  will  agi-ee  with  me  that  as  far  as  any  information  given  by  the 
reports  to  them  (the  stockholders),  they  didn't  know  what  was  transpiring? 

A.  Those  all  cleared  through  the  management  of  the  trust. 

"Old.,  at  20979. 
wild.,  at  21039-40. 
Ki^Id.,  at  20984-5. 
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Q.  I  am  not  taking  issue  witli  yoii  and  I  am  not  laying  any  blame  at  your 
door  and  I  am  not  absolving  you.  I  am  asking  yoii  the  fact.  It  is  a  fact  that 
they  didn't  know? 

A.  Not  from  those  reports,  they  didn't  know  the  details,  unless  other  details 
went  out  from  the  management  that  I  wasn't  aware  of. 

Q.  And  you  felt  sure  that  it  would  not  go  out? 

A.  I  had  an  idea. 

The  accountant's  failure  to  check  physically  the  possession  of  the 
portfolio  securities  of  the  investment  companies  enabled  the  sponsor 
to  conceal  its  conversion  of  these  securities.  As  confirmation  of 
physical  custody  of  portfolio  securities,  the  accountant  accepted  let- 
ters of  confirmation  from  C.  D.  Parker  &  Co.,  Inc.  as  to  the  invest- 
ment company  securities  in  its  custody  as  if  they  were  the  equivalents 
of  letters  of  confirmation  from  a  nonaffiliated  bank.'"^  The  ac- 
countant justified  his  position  by  claiming  that  it  was  not  part  of  his 
job  to  go  behind  the  letters  of  confirmation  and  physically  check  the 
securities,  although  the  letters  of  confirmation  came  from  the  sponsor 
and  manager  of  the  investment  com]:)anies,  whose  transactions  with 
the  companies  had  to  be  checked.     Mr.  StanM'ood  stated :  '^°'^ 

Q.  Well,  anyway  you  can  see  the  danger  of  allowing  securities  belonging  to  an 
inanimate  trust  company,  to  be  in  tlie  hands  of  any  one  particular  individual 
without  having  some  one  chargeable  with  the  responsibility  of  checking  the 
physical  possession  of  those  securities. 

A.  I  don't  believe  that  it  is  any  part  of  an  accountant's  job.  If  lie  gets  a  letter 
from  a  reputable  house  and  they  state  they  are  holding  them,  it  is  good  enough 
for  me. 

The  actual  financial  conditions  of  tlie  investment  companies  were 
concealed  not  only  from  the  stockholders  but  also  from  the  directors, 
for  they  received  only  the  same  financial  statements  which  were  sent 
to  the  stockholders.^"^ 

G.  Receivership  of  the  Investment  Companies 

Early  in  1935,  a  receiver  was  appointed  for  the  three  investment 
companies,  as  Avell  as  for  C.  D.  Parker  &  Co.,  Inc."*^ 

The  total  capital  actually  received  by  the  three  investment  com- 
panies amounted  to  $24,865,508.80,  although  the  investors  paid  sub- 
stantially more  for  the  stock  of  the  companies.^"'  Over  the  period  of 
their  existence  $4,006,075.57  had  been  returned  to  investors  in  the 
form  of  dividends  and  repurchases  of  stock.^"^  As  of  December  31, 
1935,  the  net  assets,  as  shown  on  the  books  of  the  three  companies, 
were  $4,177,956.66.i''9  Of  this  amount  $3,304,776.62  was  the  amount 
of  cash  deposited  witli  tlie  sponsor  and  $234,827.59  was  the  value  of 
the  converted  securities,  both  of  which  sums  represent  probably 
worthless  claims  against  the  bankrupt  C.  D.  Parker  &  Co.,  Inc.  The 
remaining  items  carried  as  assets,  valued  on  the  books  of  the  invest- 
ment companies  at  cost,  amounted  to  $638,352.45.  The  record  does 
not  disclose  what  recovery,  if  any,  will  actually  be  realized  by  the 
stockholders  by  virtue  of  these  claims  and  assets. 

103  Id.,  at  20992. 

10*  Id.,  at  20993. 

i«5  Id.,  at  210i50-l. 

^08  Bowen  Tufts  died  in  April  1935.  Arthur  F.  Bickford  was  appointed  as  receiver 
of  the  three  investment  companies  shorUy  thereafter.      (Id.,  at  20995,  21000.) 

i<"  Id.,  Commission's  Exhibit  No.  3244. 
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III.  OILS  &  INDUSTRIES,  INC.  (FORMERLY  KNOWN  AS 
OIL  SHARES  INCORPORATED) 

A.  Summary 

Oils  &  Industries,  Inc.  was  organized  as  Oil  Shares  Incorporated  in  1928  and 
approximately  $13,200,000  was  paid  by  investors  for  units  of  its  preferred  and 
common  stock.  After  giving  effect  to  repurchases  toy  the  company  of  its  own 
stock  for  $6,250,000  and  dividends  paid  of  $1,600,000  by  1935,  the  public's  net 
investment  amounted  to  approximately  $5,400,000.  By  December  31,  1935,  the 
investment  company's  net  assets  totaled  $928,000,  indicating  a  realized  and  un- 
realized loss  of  more  than  $4,000,000  to  its  stockholders. 

Until  October  1931,  the  investment  company  was  sponsored  and  controlled  by 
Pettigrew  &  Meyer,  Inc.,  although  this  fact  was  not  speciiically  disclosed  to  the 
stockholders.  Prior  to  the  public  sale  of  the  investment  company's  stock,  a 
wholly-owned  corporation  of  the  sponsor  obtained  a  contract  to  manage  the 
investment  company  for  a  term  of  nine  years  at  a  monthly  fee  of  1/24  of  1%  of 
the  investment  company's  net  assets,  plus  20%  of  the  profits  in  excess  of  $1.50 
per  share  on  the  common  stock. 

Early  in  1930,  because  no  market  for  its  stock  existed,  the  investment  company 
amended  its  charter  to  permit  redemption  of  the  units  in  500-unit  lots  at  91% 
of  their  asset  value  and  agreed,  without  knowledge  of  the  stockholders,  to  pay 
the  sponsor  the  remaining  9%. 

By  October  1931,  the  pecuniary  emoluments  accruing  to  the  sponsor  from  its 
association  with  the  investment  company  amounted  to  $674,700.  In  October  1931, 
when  the  management  fees  had  diminished,  as  a  result  of  the  "drying  up"  of  the 
trust  caused  by  the  redemption  of  its  stock,  the  sponsor,  without  informing  the 
stockholders,  agreed  to  sell  the  management  contract  for  $145,000  to  Holman, 
Happ  &  Co.,  a  Philadelphia  investment  banking  firm,  which  also  agreed  to  pur- 
chase from  the  investment  company  10,000  units  of  its  securities  for  $167,000. 

Holman,  Rapp  &  Co.  was  acting  on  behalf  of  Thomas  Watson,  Joseph  Herzberg 
and  Montifiore  Kahn,  who  did  not  possess  the  funds  to  fulfill  the  obligations  which 
Holman,  Rapp  &  Co.  had  contracted  on  their  behalf.  This  group,  by  representing 
that  it  was  to  acquire  control  of  Oils  &  Industries,  Inc.,  succeeded  in  inducing 
a  bank  to  lend  the  investment  company  $177,000,  to  be  repaid  as  soon  as  control 
w^as  obtained.  This  group  arranged  the  closing  of  the  contracts  with  the  sponsor 
and  the  investment  company  in  the  ofiices  of  the  bank,  where  an  official  of  the 
bank  exhibited  a  cashier's  check  for  $167,000  payable  to  the  investment  company 
for  the  10,000  units  and  delivered  to  the  sponsor  a  cashier's  check  for  $10,000  as 
part  payment  on  account  of  the  management  contract.  The  check  for  $167,000 
was  deposited  to  the  account  of  the  investment  company  in  the  bank,  which 
immediately  applied  it  to  the  reduction  of  the  loan  of  $177,000. 

The  existing  board  of  directors  of  the  investment  company  resigned  and  was 
replaced  by  nominees  of  the  Watson  group.  Once  in  control,  this  group  liquidated 
a  portion  of  the  portfolio  of  the  investment  company  and  used  the  proceeds  to 
satisfy  the  balance  of  the  bank's  loan  of  $10,000  and  pay  the  sponsor  $135,000 
still  due  on  the  piirchase  price  of  the  management  contract.  Within  a  short  time 
after  acquisition  of  control  of  the  investment  company,  this  group  had  defrauded 
the  investment  company  of  $284,000  of  which  only  $15,000  had  been  recovered  as 
at  the  date  of  the  Commission's  public  examination. 

Upon  discovery  of  the  "fraudulent  conduct"  of  the  Watson  group,  the  old 
board  of  directors  assumed  the  management  of  the  investment  company  until 
May  1932,  when,  again  without  consulting  the  stockholders,  the  board  appointed 
Arthur  S.  Kleeman,  the  president  of  Home  and  Foreign  Securities  Corporation, 
another  investment  company,  as  president  of  Oils  &  Industries,  Inc.,  and  per- 
mitted him  to  appoint  a  majority  of  a  new  board  of  directors.  Opposition  arose 
to  Mr.  Kleeman's  management  and,  in  order  to  remove  this  opposition,  Mr.  Klee- 
man induced  David  Milton,  president  of  The  Equity  Corporation,  an  investment 
company,  to  have  one  of  his  companies  purchase  the  opposing  block  of  stock. 
Thereafter  Mr.  Milton's  nominees  constituted  half  of  the  board  of  the  investment 
company. 

By  1934  the  David  Milton  interests  had  acquired  approximately  40%  of  the 
stock  of  Oils  &  Industries,  Inc.  In  order  to  prevent  the  contemplated  absorption 
of  Oils  &  Industries,  Inc.  by  The  Equity  Corporation  by  means  of  an  exchange 
offer  of  stock,  Mr.  Kleeman  caused  his  Home  and  Foreign  Securities  Corporation 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  95 

to  purchase  the  David  Milton  holdings  at  a  price  in  excess  of  their  asset  value. 
In  order  to  obtain  cash  to  make  this  purchase,  Home  and  Foreign  Securities  Cor- 
poration, without  knowledge  of  its  minority  stockholders,  liquidated  virtually 
its  entire  portfolio  and  borrowed  $360,000. 

Thereafter  Mr.  Kleeman  utilized  his  control  to  effect  a  recapitalization  of  the 
investment  company,  which  enabled  Home  and  Foreign  Securities  Corporation  to 
obtain  from  Oils  &  Industries,  Inc.  the  necessary  funds  to  repay  the  loan  of 
$360,000.  Although  previously  the  preferred  stock  which  had  been  originally 
issued  by  Oils  &  Industries,  Inc.  was  eliminated  to  remove  dividend  arrearages 
by  reclassifying  such  preferred  stock  as  common,  the  new  recapitalization  plan 
authorized  the  issuance  of  new  preferred  stock,  without  voting  power,  to  be  dis- 
tributed to  the  stockholders  as  a  stock  dividend,  redeemable  by  the  company  at 
95%  of  their  asset  value  in  1,000-share  lots  only  and  for  a  period  of  three  weeks. 
The  stockholders  approved  this  plan  and  Home  and  1^  fjign  Securities  Corpora- 
tion redeemed  all  of  the  new  preferred  stock  it  acquirj^,!  j^nd  applied  the  proceeds 
to  repay  the  balance  of  the  bank  loan  of  $360,000.  no  other  stockholder  ten- 
dered, or  apparently  was  in  a  position  to  tender,  1,000-share  lots  of  new  preferred 
stock  for  redemption.  Since  the  new  preferred  stock  had  no  voting  power.  Home 
and  Foreign  Securities  Corporation's  40%  control  of  Oils  &  Industries.  Inc.  was 
not  disturbed. 

Although  the  stockholders  of  Oils  &  Industries,  Inc.  had  by  the  end  of  1935 
suffered  realized  and  unrealized  losses  in  excess  of  $4,000,000,  the  four  different 
groups  which  successively  controlled  it  were  enabled  to  derive  large  profits, 
directly  or  indirectly,  from  their  association  with  the  investment  company. 

B.  Organization 

Oils  &  Industries,  Inc.,  an  in\^estment  company,  was  incorporated 
as  Oil  Shares  Incorporated  in  Maryland  on  February  18,  1928,  under 
the  sponsorship  of  Pettigrew  &  Meyer,  Inc.,^  which  had  done  ex- 
tensive research  in  oil  company  securities.^  The  connection  of  the 
sponsor  with  the  investment  company  was  not  disclosed  in  the  pro- 
spectus of  the  company  or  revealed  to  stockholders  in  any  statement 
or  report.^  Nevertheless,  the  sponsor  was  in  actual  control  of  the 
company  until  October  1931. 

C.  Management  Activities 

On  March  29,  1928  the  investment  company  entered  into  a  manage- 
ment contract  w^ith  Petroleum  Research  Corporation,  all  of  the  stock 
of  which  was  owned  by  the  sponsor  through  an  intermediate  holding 
company.*  The  manager  was  to  act  as  broker  for  and  to  aid  in  the 
selection  of  the  investments  of  Oils  &  Industries,  Inc.  for  a  period  of 
nine  years,  ending  on  December  31,  1937,  and  was  to  receive  as  com- 
pensation a  monthly  fee  equivalent  to  1/24  of  1%  of  the  capital,  sur- 
plus, and  undivided  profits  of  the  investment  company,  and  20%  of 
all  dividends  in  excess  of  $1.50  per  share  paid  on  the  common  stock. 
In  addition  thereto,  the  sponsor  was  to  receive  at  the  expiration  of 
the  management  contract  20%  of  the  undistributed  profits  in  excess 
of  $1.50  per  share  on  the  common  stock  per  annum  and  20%  of  all  ap- 
preciation in  the  value  of  the  assets  of  the  investment  company, 

^Public  Examination,  Oils  &  Industries,  Inc.,  at  1411,5  and  Commission's  Exhibit  No. 
1425.  The  change  from  Oil  Shares  Incorporated  to  Oils  &  Industries,  Inc.,  was  made 
on  April  17,  1934.     (Id.,  at  14115.) 

2  Id.,  at  14113. 

3  Id.,  at  14117  and  Commission's  Exhibit  No.   1427. 

*  Id.,  at  14132  and  Commission's  Exhibit  No.  1435.  Petroleum  Research  Corporation 
was  wholly  owned  by  Petroleum  Management  Corporation  which  in  turn  was  wholly 
owned  by  Pettigrow  &  Meyer,  Inc.     (Id.,  at  14131.) 
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which  payment,  however,  was  subject  to  diminution  to  the  extent  of 
20%  of  any  depreciation  in  the  vahie  of  the  assets.^ 

Todd  M.  Pettigrew  and  Joseph  Mej^er,  Jr.,  both  of  whom  owned 
all  of  the  stock  of  Pettigrew  &  Meyer,  Inc.,  did  not  become  di- 
rectors of  Oils  &  Industries,  Inc.  but  personally  selected  the  entire 
board  of  directors.'' 

The  stock  of  the  investment  company  consisted  of  preferred  stock 
of  par  value  of  $50  per  share,  redeemable  at  $52.50  XDer  share  plus 
accrued  dividends  and  common  stock  of  no  par  value,  each  having 
equal  voting  rights.^  On  April  9,  1928,  the  investment  company 
entered  into  a  contra^^vith  P.  H.  Whiting  &  Co.,  Inc.,  by  which  the 
latter  agreed  to  disf  in^te  the  investment  company's  shares  in  units 
consisting  of  one  shaJt^of  preferred  stock  and  one  share  of  common 
stock.®  XFltirnatelv,  the  public  purchased  181,000  units  for  approxi- 
mately  $13,212,000,  of  which  $1,090,000  or  over  8%  was  retained  as 
gross  commissions  by  the  distributors  of  the  securities  to  the  public.® 
Of  these  gross  commissions,  $56,700  ^°  was  XDaid  to  the  sponsor  for  its 
services  in  disposing  of  a  block  of  the  company's  unit  in  Europe  ^^  and 
the  remainder  was  paid  to  P.  H.  Whiting  &  Co.,  Inc. 

1.  REDEMPTION  OF  SHARES 

Following  the  crash  in  the  market  prices  of  securities  in  October 
1929,  stockholders  of  the  investment  company  were  unable  to  find  a 
market  for  their  shares.  On  December  27,  1929,  the  directors  of  the 
investment  company,  wlio  had  been  selected  by  the  sponsor,  voted  to 
recommend  to  the  stockholders  the  adoption  of  an  amendment  to  the 
certificate  of  incorporation  to  permit  the  redemption  of  the  units  of 
securities  in  500-unit  lots  only,  by  transferring  to  redeeming  stock- 
holders portfolio  securities  of  a  market  value,  at  the  date  of  redemp- 
tion, equivalent  to  91%  of  the  asset  value  of  the  units  redeemed.^^ 
On  the  same  day,  Petroleum  Research  Corporation,  also  controlled 
by  the  sponsor,  agreed  to  maintain  an  open  offer  to  purchase  any  and 
all  units  at  91%  of  the  asset  value,^^  and  to  assist  the  investment  com- 
pany to  resell  the  redeemed  units.  In  consideration  of  these  under- 
takings on  the  part  of  Petroleum  Research  Corporation,  the  invest- 

"Id.,  Commissiou's  Exhibit  No.   1435. 

"  Id.,  at  14120-1.  The  board  of  directors,  some  of  whom  had  made  substantial  invest 
ments  in  the  investment  company's  securities  (id.,  at  14121),  included  Francis  de  C. 
Sullivan,  the  president  of  Oils  &  Industries,  Inc.,  at  its  inception  and  a  director  of  the 
Interborough  Rapid  Transit  Company  ;  J.  W.  Campbell,  chairman  of  The  Credit  Clearing 
House  of  New  York  ;  Francis  Henderson,  a  former  vice  president  of  Empire  Trust  Com- 
pany of  New  York ;  Arnold  L.  Davis,  an  attorney ;  Da  vid  L.  George,  an  investment 
banker ;  Liston  L.  Lewis,  an  attorney ;  and  Robert  E.  Miller,  a  vice  president  of  The 
Bank  of  New  York  &  Trust  Company.  (Id.,  Commission's  Exhibit  No.  1427.')  The  names 
of  these  and  other  directors  and  their  connections  were  prominently  indicated  in  the 
prospectuses  used  to  distribute  the  investment  company's  securities.      (Ibid.) 

''  Id.,  Commission's  Exhibit  No.  1427. 

s  Id.,  Commission's  Exhibit  No.  1431. 

"  Id.,  Commission's  Exhibit  No.  1437  and  reply  to  the  Commission's  Questionnaire  for 
Oils  &  Industries,  Inc.,  Pt.  I,  Exhibit  8. 

^°  Op.  cit.  supra,  note  1,  at  14128. 

"  Ibid. 

'2  Reply  to  the  Commission's  questionnaire  for  Oils  &  Industries,  Inc.,  Pt.  I,  Exhibit  7a. 
13  Ibid. 
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ment  conipaJB  agreed  to  pay  to  the  former  9%  of  the  liquidating 
value  of  aM^M[ts  redeemed  by  the  investment  company  itself  or  pur- 
chased by  ^^BDleum  Research  Corporation  and  then  redeemed  by  the 
investment^^npany.^*  This  agreement  was  not  mentioned  in  the 
written  notice  of  the  stockholders'  meeting  to  ratify  the  amendment  to 
the  charter  ^^  nor  was  it  ever  subsequently  revealed  to  the  stock- 
holders. 

The  redemption  privilege  became  effective  on  April  8,  1930.  Prior 
^  to  that  time  the  investment  company  had  repurchased  - 11,774  units 
at  a  cost  of  $767,000.  During  1930  and  1931  the  investment  company 
redeemed  90,000  units  by  transferring  portfolio  securities  having  a 
market  value  of  $5,276,000,  a  sum  equivalent  to  the  full  asset  value  of 
its  own  redeemed  securities.  However,  stockholders  surrendering 
these  units  received  only  91%  of  this  sum  or  $4,801,000,  and  Petroleum 
Eesearch  Corporation  received  the  remaining  9%,  or  $475,000.^'^ 

No  reason  other  than  the  prospect  of  profits  to  the  sponsor  appears 
to  explain  the  failure  to  pay  the  stocldiolders  the  full  liquidating 
value.  Nor  does  the  record  reveal  any  reason  for  not  dissolving  the 
investment  company  when  its  size  was  reduced  to  $1,200,000,  and  re- 
turning all  its  assets  to  the  stockholders.  On  this  point,  Joseph 
Meyer,  Jr.,  one  of  the  owners  of  Pettigrew  &  Meyer,  Inc.,  testified :  " 

Q.  Why  wasn't  it  submitted  to  the  stockholders  that  the  trust  be  liquidated 
and  everybody  get  100%? 

A.  Well,  that  of  course,  I  don't  recall.  I  don't  remember  just  what  was  paid 
or  whether  that  was  discussed,  but  why  it  was  not  done,  I  don't  recall  at  this 
time. 

Q.  Throughout  the  entire  study  we  have  never  gotten  a  satisfactory  answer 
as  to  why  these  trusts  f^eve  not  liquidated  at  the  time  the  management  was 
-convinced  that  their  operations  were  unsuccessful,  and  why  it  was  always  nec- 
■essary  to  try  to  inject  new  life  into  the  dying  corpse  either  by  trying  to  raise 
new  money  or  having  redemption  provisions  like  yours  or  turning  them  over 
to  people  v.ho  were  strangers,  as  far  as  the  stockholders  were  concerned.  You 
do  not  remember  why  they  didn't  say  "Well,  we  managed  it,  but  we  are  unsuc- 
cessful ;  lefs  give  the  stockholders  their  money  and  go  home." 

A.  No.  My  recollection  is  that  they  figured  that  Oil  Shares  were  no  more 
unsuccessful  than  anytliing  else  at  this  time. 

Q.  I  am  not  saying  that  the  other  companies  should  not  have  been  liquidated 
at  the  time. 

A.  I  mean  other  investments. 

Q.  This  was  virtually  a  prt)vision  where  the  trust  could  be  liquidated,  because 
you  had  no  assurance  that  everybody  would  not  turn  in  the  stock. 

A.  The  only  thing  I  remember  was  to  provide  a  medium  for  taking  care  of 
the  distressed  unit  holders. 

Q.  And  the  distressed  unit  holders  had  to  pay  9%  to  avail  themselves  of 
the  help  in  their  distress. 

A.  That  is  right:  which  was  very  much  better  than  whatever  the  secondary 
market  w:is  at  that  time  in  the  open  market. 

'*  Ibid. 

"Id.,  Exhibit  .V. 

1"  Op.  cir.  supra,  note  1.  at  14149  aii<l  C'ommi.ssion'.s  Exhibit  No.  14.37.  Joseph  Meyer,  Jr. 
of  Pettigrew  &  Meyer,  Inc.,  testified  (id.,  at  141.37)  : 

Q.  So  tlmt  after  pa.ving  J>'/r  [in  selling  commis.sions  to  the  original  distributors 
of  the  company'.s  securities]  for  the  privilege  of  getting  in,  and  after  paying  the 
flat  [management]  fee.  and  after  giving  the  management  a  cut  in  any  profits,  if 
the  management  was  unsuccessful  and  he  [the  stockholder]  wanted  to  get  out  he 
had  to  pay  D  percent  to  get  out.  isn't  that  so? 

A.  That  is  one  angle  of  it.      I   think  tliat  came  up  along  in 

Q.   First,  that  is  the  fact,  is  it  not?     *      *      * 

A.  That  is  the  fact 

'"Id.,  at  14158^60. 
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2.  EMOLUMENTS  TO  SPONSORS 

Mr.  Meyer  testified  that  9%  of  the  asset  value  of  reti.^ed  shares 
was  awarded  to  Petroleum  Research  Corporation  to  compensate  it  for 
the  loss  of  management  fees  due  to  the  "drying  up  of  the  trust"  re- 
sulting from  the  redemption  of  the  units :  ^^ 

Q.  And  yet  because  the  performance  was  not  so  good  and  you  had  undertaken 
this  obligation  under  the  contract  in  order  to  meet  expenses  this  arrangement 
was  made  to  compensate  you  for  the  lack  of  profit  under  the  Research  contract? 

A.  No ;  to  compensate  for  the  drying  up  of  the  trust  so  to  speak,  because  as 
the  units  were  turned  in  there  was  less  compensation  earned  monthly,  and  in 
the  meantime  the  salaries  and  expenses  of  the  Research  organization  were 
running  on  just  the  same. 

By  September  1931,  the  investment  company  had  returned  to  its 
stockholders  approximately  $1,536,000  ^^  by  way  of  dividends  and 
$5,568,000  -°  through  repurchases  and  redemptions  of  its  own  secu- 
rities or  a  total  of  $7,104,000  of  the  $13,200,000  originally  invested  in 
the  company  by  its  stockholders.  As  at  September  30,  1931,  approxi- 
mately $1,200,000^^  remained  of  the  stockholders'  remaining  invest- 
ment of  $6,096,000.  In  other  words,  the  stockholders  had  suffered  a 
loss  of  $4,896,000,  or  80%  of  their  remaining  investment  in  the  enter- 
prise. 

In  contrast  to  the  loss  suffered  by  the  investment  company's  stock- 
holders, the  sponsor  had  derived  emoluments  of  approximately 
$674,700  as  follows:  $475,000  as  commissions  on  the  redemption  of 
the  investment  companj^'s  securities,  $56,700  as  selling  commissions 
for  placing  some  of  the  investment  company's  units  with  European 
buyers,  and  $143,000  as  management  fees  from  1928  to  September 
1931,  received  through  its  controlled  company,  Petroleum  Research 
Corporation. 
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D.  Sale  of  Management  Contract  and  Control  to  Watson,  et  al. 

Because  of  the  redemption  privilege  accorded  to  the  company's 
stockholders  after  April  9,  1930,  the  investment  company's  assets 
began  to  diminish  rapidly  as  stockholders  exercised  their  right 
of  withdrawal.  As  Mr.  Mej'er  asserted,  the  trust  was  "drying  up."  -^ 
Compensation  under  the  management  contract  held  by  Petroleum  Re- 
search Corporation,  the  wholly  owned  corporation  of  the  sponsor,  had 
diminished  sharplj^  after  1929.     In  1928  the  management  compensa- 

«Id.,  at  14142. 

1"  Reply  to  the  Commission's  questionnaire  for  Oils  &  Industries,  Inc.,  Pt.  II,  Sched- 
ule 20. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1437. 

21  Id.,  Commission's  Exhibit  No.  1441. 

22  Id.,  at  14143-4.  It  will  be  recalled  that  compensation  under  the  management  con- 
tract was  fixed  at  a  monthly  percentage  of  the  investment  company's  assets  so  that  the 
manager  was  assured  at  all  times  of  compensation  irrespective  of  the  performance  record 
of  the  investment  company.  On  this  point  Mr.  Johnson,  counsel  to  the  investment  com- 
pany, in  reply  to  a  question  to  Mr.  Meyer,  testified  (id.,  at  14152)  : 

Q.  Throughout  this  entire  examination.  Mr.  Meyer,  the  thought  keeps  cropping 
up  in  my  mind  "How  about  the  stockholder  in  this  position."  The  managers  assured 
themselves  without  the  obligation  of  investing  one  dollar  in  this  picture,  of  a  flat 
fee  regardless  of  their  performance,  isn't  that  so?  First,  isn't  that  so  for  the- 
period  when  the  agreement  was  to  terminate? 

A.  Regardless  of  the  results  they  had  to  perform. 

«Id.,  at  14142. 
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tioii  was  $30,378.00;  in  1929,  $59,052.62;  in  1930,  $39,520.71.^^  In 
1931,  the  year  after  the  redemption  privilege  became  elfective,  manage- 
ment fees  amomited  to  $13,594,17.  By  September  1931,  the  net 
assets  of  the  investment  company  totaled  $1,200,000,  which  indi- 
cated a  management  fee  of  a  maximum  of  only  $6,000  for  1932. 

Petroleum  Research  Corporation  found  it  difficult  to  replenish  the 
investment  company's  diminishing  assets  by  resales  of  the  redeemed 
units.  As  a  result,  by  the  spring  of  1931,  the  sponsor,  although  not 
anxious  to  sell  the  management  rights  held  by  Petroleum  Research 
Corporation,  at  least  was  not  unwilling  to  do  so.  Mr.  Meyer 
testified :  -= 

Q.  Now  were  you  prone  or  were  you  inclined  to  sell  your  management  contract 
at  that  time? 

A.  Oh,  I  wouldn't  say  that ;  not  definitely  so. 

Q.  Did  you  have  a  sense  of  futility  or  despair  that  would  seem  to  be  prev- 
alent among  most  of  the  investment  experts  who  were  managing  investment 
trusts  at  that  time? 

A.  No,  I  wouldn't  say  so. 

Q.  You  were  not,  you  say,  definitely  seeking  to  sever  your  connection  with 
the  investment  trust  because  you  were  discouraged  with  the  performance? 

A.  No,  sir. 

Q.  Although  you  weren't  particularly  pleased  with  the  performance? 

A.  Oh,  we  were  all  worried  in  those  days. 

Although  the  compensation  receivable  under  the  management  con- 
tract was  steadily  declining,  the  contract,  nevertheless,  placed  the 
sponsor  in  an  impregnable  position  with  reference  to  control  of  the 
investment  company.  No  dissolution  of  the  investment  company  or 
change  in  its  management  could  occur  without  compensating  Petro- 
leum Research  Corporation  for  the  loss  of  its  management  contract. 
Thus  Mr.  Meyer  testified :  ^^ 

Q.  No  person  was  going  to  make  a  substantial  investment  in  that  situation 
with  a  management  contract  outstanding  whereby  you  wei'e  to  get  payments 
and  participate  in  the  earnings  of  the  trust,  isn't  that  so? 

A.  Oh,  probably  not. 

Q.  Isn't  that  right? 

A.  Of  course,  that  depends  upon  the  temper  of  the  group. 

Q.  So  that  at  least  in  any  negotiations  which  looked  to  extrication  of  the 
stockholders  from  their  predicament,  involving  a  change  of  management,  your 
management  contract  at  least  was  an  impediment  to  that  transfer  of  control 
or  change  in  management. 

A.  Certainly.     Any  group  would  have  to  give  it  serious  consideration. 

Q.  That  is  right,  and  this  management  contract  was  signed,  in  force  and 
effect  before  the  units  were  sold  to  the  public.  Now,  you  said  [to  the  stock- 
holders] "you  will  take  it  this  way  or  you  can't  come  in"? 

A.  Yes ;  correct. 

Q.  But  if  you  did  come  in,  and  if  the  situation  did  arise  where  it  was  to  the 
best  interests  of  stockholders  that  there  be  a  change  of  management,  they 
could  do  nothing  about  it  if  the  new  interests  desired  to  oust  the  Petroleum 
Research  O^rporation  unless  the  new  interests  took  care  of  the  Petroleum 
Research  Corporation,  isn't  that  so? 

A.  Still  of  course,  it  is  like  any  other  contract.  If  the  service  was  not  per- 
formed, they  could  sue  for  cancelation. 

As  a  consequence  of  the  "control"  value  of  the  management  con- 
tract, groups  which  desired  to  acquire  control  of  the  investment  com- 

*»  Id.,  at  14143-4. 
» Id.,  at  14176-7. 
*«  Id.,  at  14147-8. 


100  SECURITIES    AND   EXCHANGE    COMMISSION 

pan}^  for  their  own  purposes  apparently  were  willing  to  pay  a  sub- 
stantial price  for  the  contract.-' 

Control  of  the  investment  company  was  acquired  by  Thomas  H. 
Watson,  Montifiore  Kahn,  and  Joseph  Herzberg,  who  were  with- 
out substantial  funds  ^®  but  nevertheless  successfully  acquired  con- 
trol by  the  use  of  the  investment  company's  own  funds.  In  the  spring 
of  1931,  Mr.  Watson,  ostensibly  the  agent  for  others,^^  approached 
Pettigrew  &  Meyer,  Inc.,  to  negotiate  for  the  purchase  of  the  stock 
of  Petroleum  Research  Corporation,  which,^s  has  been  stated,  actually 
held  as  its  only  asset  the  management  contract  with  Oils  &  Indus- 
tries, Inc.,  and  by  September  of  1931  Mr.  Watson  offered  to  pay 
$145,000  for  such  stock.  That  this  offer  was  in  excess  of  the  intrinsic 
value  of  the  management  contract  is  evident  from  the  fact  that,  based 
on  the  value  of  the  assets  of  the  investment  company  at  that  time,  the 
contract  holder  would  receive  annual  compensation  at  the  rate  of 
$6,000  or  a  total  of  $36,000  for  the  remaining  six  years  of  the  term. 
The  prospect  of  a  rise  in  security  prices  which  would  increase  the 
assets  of  the  investment  companj^,  and  therefore  the  amount  payable 
under  the  management  contract,  seemed  to  be  remote  at  that  time. 
And  although  Mr.  Meyer  contended  that  Petroleum  Kesearch  Cor- 
poration was  credited  by  the  investment  company  with  the  sum  of 
$76,000  ^^  on  account  of  its  contractual  interest  in  the  undistributed 
profits  of  the  investment  compan}^  such  sum  was  payable  at  the  end 
of  the  term  of  the  management  contract  and  was  subject  to  reduction 
at  its  expiration  to  the  extent  of  20%  of  the  depreciation  of  the  in- 
vestment companv's  portfolio.  As  has  been  indicated,  by  September 
1931  the  net  investment  of  $6,096,000  of  the  stockholders  in  the  in- 
vestment company  had  depreciated  80%  or  by  $4,896,000, 

Both  the  sponsor  and  the  directors  of  the  investment  company  de- 
manded the  names  of  the  principals  represented  by  Mr.  Watson.  The 
board  of  directors  led  by  Mr.  Sullivan,  president  of  the  investment 
company,  also  indicated  to  Mr.  AVatson  that  a  transfer  of  the  manage- 
ment contract  would  be  sanctioned  only  to  parties  who  would  also  pur- 

"^  By  the  spring  of  1931  other  investment  companies  evinced  an  interest  in  acquiring 
•  control  of  Oils  &  Industries.  Inc.  Pettitn-ew  &  Meyer,  Inc.  conducted  negotiations 
(id.,  at  14175)  with  Arthur  Kleeman.  the  president  and  largest  stockholder  of  an  invest- 
ment company  known  as  Home  and  Foreign  Securities  Corporation.  (Id.,  at  14791.) 
Mr.  Kleeman  testified  that  he  discontinued  his  negotiations  because  the  price  asked  by 
Mr.  Meyer  for  the  management  contract  was  "far  out  of  line."  (Public  Examination,  Home  u^ 
and  Foreign  Securities  Corporation,  at  14820.)  Atlas  Corporation,  through  P.  H.  Whit- 
ing &  Co.,  Inc.,  the  distributors  of  the  securities  of  Oils  &  Industries,  Inc..  also  made 
some  attempt  to  acquire  control.  (Op.  cit.  supra,  note  1,  at  14175  :  and  Public  Exami- 
nation, Atlas  Corporation,  Commission's  Exhibit  No.   1982.) 

^  Op.  cit.  ^upra,  note  1,  Commission's  Exhibit  No.  1444.  The  exhibit  contains  the  oral 
opinion  of  Judge  Guy  Fake,  of  the  United  States  District  Court  for  the  District  of  New 
Jersey,  in  Oil  Shares,  Inc.  v.  Kahn,  in  which,  holding  the  latter  civilly  liable  for  the 
loss  suffered  by  the  investment  company  due  to  Kahn's  and  his  associates'  '-fraudulent 
conduct."  the  court  stated  :  "These  negotiations  had  their  inception,  as  I  gather  from 
the  evidence  in  this  case,  in  the  minds  of  Watson,  Herzberg.  and  Kahn.  It  is  quite 
apparent  from  the  testimony  that  they  were  in  no  financial  position  to  take  over  so 
important  and  delicate  an  enterprise ;  but  by  virtue  of  their  conspiring  and  confederat- 
ing, they  were  able  to  put  them^-elves  in  a  position  behind  respectable  houses,  which 
caused  such  firms  as  Holman,  Eapp  &  Company  and  others  to  permit  themselves  to  be 
used  as  agents  I'or  the  conspirators  who  remained  concealed  in  the  background." 

29  Op.  cit.  supra,  note  1,  at  14177-79. 

^"M.,  at  14184. 
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chase  a  stock  interest  in  the  investment  company  and  aid  in  the  public 
distribution  of  its  redeemed  and/or  autliorized  but  unissued  units  of 
stock.^^ 

Messrs,  Watson,  Herzberg,  and  Kahn,  whose  backgrounds,  it  was 
subsequently  dicovered,  ''would  not  bear  investigation,"  ^-  then  enlisted 
the  services  of  other  individuals  to  act  as  principals  in  the  purchase  of 
the  stock  of  Petroleum  Research  Corporation  from  the  sponsor.  Hol- 
man,  Rapp  &  Company,  a  Philadelphia  investment  banking  firm, 
headed  by  Val  B.  Holman,  was  induced  by  Mr.  Watson  and  his  asso- 
ciates to  act  as  ostensible  principal  in  the  transaction.'^^  Mr.  Holman's 
cooperation  was  secured  by  a  promise  of  a  commission  of  $12,000  for 
his  services  and  the  presidency  of  Oils  &  Industries,  Inc.^*  Further,  a 
contract  between  Holman,  Rapp  &  Company  and  Oils  &  Industries, 
Inc.,  was  to  be  executed  under  which  the  former  would  become  the  dis- 
tributor of  the  securities  of  the  investment  company.^^  Jackson  & 
Curtis,  a  New  York  brokerage  firm,  and  Carter,  Martindell  &  Com- 
pany, a  firm  of  investment  counselors,  were  also  enlisted  •^''  to  act  as 
agents  representing  Holman,  Rapp  &  Company,  the  ostensible  prin- 
cipal in  the  transaction."'  Carter,  Martindell  &  Company  apparently 
was  promised  a  management  contract  with  Oils  &  Industries,  Inc., 
after  Messrs.  Watson,  Herzberg,  and  Kahn  had  acquired  control. ^^  In 
addition  Carter,  Martindell  &  Company  and  Jackson  &  Curtis  were  to 
receive  a  joint  fee  of  $25,000  for  their  services.^'' 

In  August  1931,  Carter,  Martindell  &  Company  and  Jackson  & 
Curtis,  acting  as  agents  for  Holman,  Rapp  &  Company,  offered  to  pur- 
chase from  the  sponsor  all  of  the  stock  of  Petroleum  Research  Corpora- 
tion for  $145,000  and  agreed  to  purchase  from  the  investment  company 
10,000  units  of  its  preferred  and  common  stock  at  their  asset  value, 
$167,000.40  Mr.  Meyer  testified  that  the  price  that  Holman,  Rapp  & 
Company  was  willing  to  pay  for  the  management  contract  did  not 
urouse  his  suspicion  as  to  the  ultimate  purpose  of  the  purchasers." 

On  September  25,  1931,  the  board  of  directors  of  Oils  &  Industries, 
Inc.,  relying  on  the  fact  that  Holman,  Rapp  &  Company  (which  the 
directors  had  investigated)  was  the  principal  in  the  transaction,"*-  ap- 
proved the  sale  of  10,000  units  of  the  investment  company's  stock  and 
the  sale  of  the  stock  of  Petroleum  Research  Corporation  by  the 
sponsor.  At  the  same  time  Mr.  Watson  represented  to  Francis  Sulli- 
van, the  president  of  the  investment  company,  that  after  the  passage 
of  control  of  tlie  investment  company  to  Holman,  Rapp  &  Couipany, 
Mr.  Sullivan  would  be  em})loyed  in  an  advisory  capacity  at  a  salary 

»Id.,  at  14188-90. 

32  Id.,  Commission's  Exhibit  No.   143f),  at  17. 

^  Id.,  Commission's  Exhibit  No.  1439. 
.^  Id.,  at  4-5,  13-14. 

^'-  Id.,  at  4-.".. 

^  Id.,  at  3,  11. 

^  Id.,  at  11  and  Commission's  Exhibit  No.  144:'.,  at  26. 

'^  Id.,  Commission's  Exhiliit  No.  1439.  at  5. 

™  Id.,  at  14189  and  Commission's  Exhibit  No.  1439,  at  11.  C.  Shelby  Carter,  of  Carter, 
Martindell  &  Comijuny,  testified  that  his  tirm  eventuall.y  received  $15.00(1  and  Jackson  & 
Curtis  received  $10,000  in  commissions  for  their  part  in  these  transactions.  (Public 
Examination,  All  America  General  Corporation,  at  15775,  15778,  15782.) 

'"Op.  cit.  supra,  note  1,  at  14191. 

"Id.,  at  14181-14186. 

"Id,,  at  14189,  and  Commission's  Exhibit  No.  1443  (p.  27). 
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of  $12,000  per  nnnum.*^  Mr.  Sullivan,  however,  never  received  this 
salary. 

Holman,  liapp  &  Company  did  not  intend  to  use  its  own  funds  to 
provide  the  approximately  $312,000  required  to  purchase  the  stock  of 
Petroleum  Research  Corporation  and  the  10,000  units  of  Oils  &  Indus- 
tries, Inc.  Messrs.  Watson,  Herzberg,  and  Kahn  represented  to  Mr. 
Holman  that  they  were  acting  on  behalf  of  a  syndicate  which  had 
"made  a  large  sum  of  money  running  into  some  millions  of  dollars 
through  operating  in  real  estate  in  New  York  City."*  **  Mr.  Herzberg 
told  Mr.  Holman  that  in  the  opinion  of  the  syndicate  ''stocks  were 
cheap  and  that  anyone  who  bought  at  the  prevailing  market  prices 
would  reap  a  handsome  profit  over  a  period  of  time,  and  that  the 
syndicate  was  aware  that  by  buying  shares  of  investment  trusts  they 
could  get  better  value  for  their  money  than  by  buying  shares  of  sepa- 
rate corporations  because  the  shares  of  many  investment  trusts  were 
selling  very  much  below  their  liquidating  value."  ^'^  In  fact,  no  syndi- 
cate existed,  and  Messrs.  Watson,  Herzberg,  and  Kahn  did  not  possess 
the  $312,000  necessary  to  effect  the  shift  in  control  of  Oils  &  Industries, 
Inc.  to  themselves. 

From  time  to  time  the  closing  of  the  transaction  was  adjourned.*^ 
Finally,  Messrs.  Watson,  Herzberg,  and  Kahn  devised  a  scheme  to 
effect  an  ostensible  payment  for  the  Oils  &  Industries,  Inc.  units  and 
the  stock  of  the  Petroleum  Research  Corporation.  They  arranged 
the  closing  of  the  transaction  in  the  offices  of  the  Commercial  Trust 
■Company  of  New  Jerse}^  in  Jersey  City  on  October  9,  1931.  Previ- 
ously, Mr.  Watson  stated  to  Edward  Groth,  a  vice  president  of  the 
Commercial  Trust  Company  of  New  Jersey,  that  he  and  his  group 
were  acquiring  control  of  Oils  &  Industries,  Inc.*''  On  October  9, 
1931,  prior  to  the  meeting  to  close  the  purchase  of  the  management 
contract,  Mr.  Watson  requested  the  bank  to  lend  $177,000  to  Oils  & 
Industries,  Inc.,  as  of  October  10,  1931.  The  bank  agreed  to  make 
the  loan  and  to  issue  two  cashier's  checks  dated  October  10,  1931,  one 
in  the  sum  of  $167,000  and  the  other,  $10,000.  The  bank,  through  its 
representative  at  the  closing,  however,  was  to  keep  physical  posses- 
sion of  the  larger  check,  merely  exhibit  it,  and  then  deposit  it  in  an 
account  of  Oils  &  Industries,  Inc.,  which  was  to  be  opened  in  the 
bank  the  next  day.  At  6  p.  m.  on  October  9th,  1931.  the  closing 
took  place.     The  $167,000  cashier's  check  was  exhibited  by  the  bank's 

"Id.,  at  14230  and  Commission's  Exhibit  No.  1439,  at  13. 

« Id.,  Commission's  Exhibit  No.  1439,  at  2. 

«Id.,  Commission's  Exhibit  No.  1439,  at  2-3. 

'"'  Mr.  Holman  -was  advised  by  Messrs.  Herzberg  and  Kahn  that  the  delay  in  the  clos- 
ing of  the  transaction  was  due  to  the  illness  of  an  alleged  member  of  the  syndicate 
they  purported  to  represent,  who  was  a  "millionaire  several  times  over"'  and  who  aj>- 
peared  at  the  "settlement  of  all  deals  with  his  pocket  check  book  and  would  write  out 
checks  for  large  amounts  from  this  small  book."  On  October  6,  1931,  Mr.  Herzberg 
informed  Mr.  Holman,  "wuth  a  downcast  look  on  his  face,"  that  the  member  had  died 
and  that  this  would  cause  a  little  delay  as  each  member  of  the  syndicate  would  have  to 
put  up  a  little  more  money.      (Id.,  Commission's  Exhibit  No.   1439,  at  S-9.) 

*"  Id.,  Commissions  Exhibit  No.  1443,  at  50.  From  the  inception  of  the  investment 
company  untU  July  31,  1931,  the  Commercial  Trust  Company  of  New  Jersey  had  been 
the  depository  of  the  funds  and  the  custodian  of  its  portfolio  securities.  (Id.,  at  14214—5.) 
Apparently  Mr.  Watson  had  informed  the  Commercial  Trust  Company  of  New  Jersey  that 
•on  the  accession  of  his  group  to  control  of  Oils  &  Industries,  Inc.  the  banking  business 
and  the  custodianship  of  its  securities  would  be  restored  to  the  bank.  (Id.,  Commission's 
Exhibit  No.  1443,  at  51.) 
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representative  to  the  directors  of  Oils  &  Industries,  Inc.,  who  there- 
upon turned  over  10,000  units  of  the  investment  company's  stock 
to  Holman,  Rapp  &  Company.  The  $10,000  check  was  given  to  Mr. 
Meyer  in  part  payment  for  the  stock  of  Petroleum  Research  Cor- 
poration.*^ Pettigrew  &  Meyer,  Inc.  agreed  to  accept  Mr.  Hol- 
man's  note  payable  November  2,  1931,  for  the  $135,000  balance  due 
on  the  stock  of  Petroleum  Research  Corporation,  which  held  the  man- 
agement contract  of  the  investment  company.*^  The  $167,000  cash- 
ier's check,  after  being  exhibited  to  the  directors  of  Oils  &  Indus- 
tries, Inc.,  never  left  the  possession  of  the  bank,  and  was  deposited 
to  an  account  of  Oils  &  Industries,  Inc.,  in  the  Commercial  Trust 
Company  of  New  Jersey,  opened  the  next  day.^^  The  $177,000  "loan" 
of  Oils  &  Industries,  Inc.  from  the  bank  was  reduced  to  $10,000  on 
October  10,  1931,  by  a  credit  of  the  $167,000  check  to  the  account  of 
the  investment  company.^^  The  effect  of  the  transaction  with  respect 
to  the  $167,000  check  was  that  the  bank  merely  drew  this  check,  deb- 
ited the  account  of  the  investment  company,  then  "deposited"  this 
<'.heck  and  credited  the  investment  company  with  $167,000,  thus  wip- 
ing out  the  loan  of  $167,000.  It  was  tantamount  to  drawing  the 
check,  exhibiting  it  at  the  closing,  and  then  destroying  it. 

1.  CONVERSION  OF  INVESTMENT  COMPANY'S  FUNDS  BY 

THE  NEW  MANAGEMENT 

At  the  closing  on  October  9,  1931,  all  the  previous  directors  and 
oflScers  of  Oils  &  Industries,  Inc.  resigned  and  were  replaced  by  Mr. 
Holman  and  Mr.  Watson  and  his  associates.  Mr.  Holman  became 
president  and  Mr.  Kahn  vice  president  of  the  investment  company.^^ 
The  stockholders  of  Oils  &  Industries,  Inc.  were  informed  of  this 
change  in  the  management  only  after  its  occurrence. 

«  Id.,  at  14220-24. 

•"•M.,  Commission's  Exliibit  No.  1443,  at  29. 

^"  Mr.    Sullivan,    the    president    of   the   investment    company    at    tlie    time,    testified    (id., 
at  14221-2)  : 

A.  *  *  *  Mr.  Groth  [vice  president  of  the  Commercial  Trust  Company]  said 
that  it  was  after  banking  hours  and  he  would  deposit  the  check  to  the  credit  of  Oil 
Shares  in  the  Comiuercial  Trust  Company. 

Q.  What  business  was  that  of  his  if  it  was  after  banking  hours? 

A.  *  *  *  I  claimed  that  we  had  no  account  thei-e.  that  we  had  no  money  in 
the  bank,  that  it  was  closed  out,  and  I  wa.s  told  by  counsel  that  the  Commercial 
Trust  Company  were  reputable  people  and  it  M'as  quite  all  right  to  let  Mr.  Groth  give 
a  receipt. 

******* 

Q.  Did  anyone  say   to  Mr.  Groth,  "Just  mind  your  own  business  ;  we  will  deposit 
the  money  where  we  please"?     And  after  all.  that  was  your  check. 
A.  I  said  that  to  an  extent,  but  not  quite  the  words. 

Q.  At  any  rate,   Groth  refused  to  give  physical  possession  of  the  check. 
A.  He  did. 

Q.  And  he  insisted  that  he  retain  it  and  that  the  account  be  opened  in  his 
bank  ? 

A.  He  did. 
Subsequently  Oil  Shares  Incorporated  now  known  as  Oils  &  Industries,  Inc.,  sued  Commer- 
cial Trust  Company  of  New  Jersey  and  Mr.  Watson  and  his  associates  to  recover  the  losses 
it  suffered  as  a  result  of  the  "looting"  of  its  assets  by  Messrs.  Watson,  Herzberg,  and  Kahn 
on  the  theory  that  the  bank  had  conspired  with  Mr.  Watson  and  his  associates  to  defraud  the 
investment  company.     The  United  States  Circuit  Court  of  Appeals,  however,  affirmed  the 
Judgment  of  the  Federal  District  Court  of  New  Jersey  absolving  the  bank  from  any  participa- 
tion in  the  conspiracy  of  Messi's.  Watson,  Herzberg,  and  Kahn  to  defraud  Oils  &  Industries, 
Inc.      {Oil  Shares,  Inc.  v.  Kahn  et  al.,  94  F.  [2d]  751  [C.  C.  A.  3rd,  1938].) 
"Id.,  at  14242-44,  and  Commission's  Exhibit  No.  1443  (p.  39). 
=^  Id.,  at  14224  and  Commission's  Exhibit  No.  1439,  at  12. 
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On  October  10,  1931,  Messrs.  Watson,  Herzberg,  and  Kahn,  then  in 
control  of  Oils  &  Industries,  Inc.  proceeded  to  "loot"^^  the  invest- 
ment company.  On  that  day  they  borrowed  $200,000  from  Redmond  & 
Company,  a  firm  of  New  York  brokers,  and  used  portfolio  securi- 
ties of  Oils  &  Industries,  Inc.  as  collateral.^*  This  money  was  de- 
posited with  the  Commercial  Trust  Company  of  New  Jersey  for  the 
account  of  the  investment  company."^  The  bank  deducted  $10,000 
on  account  of  the  cashier's  check,  given  to  Pettigrew  &  Meyer,  Inc. 
in  part  payment  for  the  stock  of  Petroleum  Management  Corpora- 
tion.^'^ On  the  same  day.  National  Public  Service  Corporation,  a 
corporation  organized  by  Messrs.  Watson,  Herzberg,  and  Kahn  ®^  to 
act  as  a  holding  company  for  Oils  &  Industries,  Inc.,  received  from 
Holman,  Rapp  &  Co.  the  10.000  units  of  the  investment  com- 
pany's stock  and  delivered  to  Mr.  Holman  a  cashier's  check  of  the 
Commercial  Trust  Company  of  New  Jersey  in  the  sum. of  $12,000  for 
his  commission.  The  $12,000  check  was  actually  charged  against  the 
account  of  Oils  &  Industries,  Inc.^^  Three  days  later  National  Public 
Service  Corporation  borrowed  $100,000  from  Oils  &  Industries,  Inc. 
on  the  security  of  the  10,000  units  of  the  latter's  stock.°^  It  will  be 
remembered  that  Oils  &  Industries,  Inc.  did  not  receive  any  money 
for  these  units,  because  the  investment  company's  account  was  debited 
$167,000  upon  the  issuance  of  the  cashier's  check  and  then  credited' 
with  $167,000  upon  deposit  of  the  check.  National  Public  Service 
Corporation  never  repaid  this  "loan.""^''  Of  this  sum  apparentljr 
$25,000  was  paid  to  Carter,  M.artindell  &  Company  and  to  Jackson  & 
Curtis  for  their  services.*^^ 

On  October  10,  1931,  the  investment  company  paid  to  Mr.  Watson 
$10,000  as  "legal  fees." ''^  On  October  10  and  OctobeM3,  1931,  the 
investment  company  paid  to  Mr.  Kalm  a  total  of  $14,000  as  "advance 
salary."  ^^ 

"Messrs.  Watson,  Herzberg,  and  Kahn  continued  to  liquidate  the 
portfolio  securities  of.  the  investment  company  and  to  deposit  the 
proceeds  to  the  credit  of  Oils  &  Industries,  Inc.''* 

On  November  2,  1931,  Messrs.  Watson,  Herzberg,  and  Kahn.  deliv- 
ered to  Pettigrew  &  Me^-er.  Inc.,  a  cashier's  check  of  the  Com- 
mercial Trust  Company  of  New  Jersey  ipr  $135,000  to  complete  the 
payment  for  the  stock  of  P.etroleum  Research  Corporation,*^'  the  sum 
of  $135,000  being  charged  against  the  account  of  the  investment  com- 
pany maintained  in  the  bank.''^  Thus,  Pettigrew  &  Meyer,  Inc, 
was  paid  for  its  management  contract  with,  and  Messrs.  Watson^ 
Herzberg,  and  Kahn  obtained  control  by,  the  use  of  the  investment 
company's  own  funds. 

"  Oil  Shares,  Inc.  v.  Kahn  et  al.,  94  F.  (2cl)   751   (C.  C.  A.  Srd,  1938). 
p  54  Qp    pii-    supra    note  1,  at  14242-44. 

«  Ibid. 

5«  Ibid. 

°'Id.,   at   14233;   and   Commission-g  Exhibit   Xo.    1443.   at   40-41. 

=«  Id.,  at  14244  ;  Commis.sion's  Exhibit  No.  143!i.  at  13. 
t*)  s»  Id.,  at  14245  aod  Commission's  Exhibit  No.  1443,  at  41. 

^  ""Ibid. 

"1  See  note  39,  supra. 

•52  Op.  cit.  sup/a,  note  1.  at  14244  and  Commission's  Exhibit  No.  1439,  at  19.. 

"^  Ibid.,  and. Commission's  Exhibit  No.  1443  (p.  7). 

«^Id.,  at  14244. 

"=  Ibid,  and  Commission's  Exhibit  No.  1443,  at  48.    .  ' 

«« Ibid. 
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B}'  November  9,  1931,  Messrs.  Watson,  Herzberg,  and  Kahn  had 
diverted  approximately  $284,000  of  the  funds  of  Oils  &  Industries, 
Inc.,  to  their  own  purposes.**"  Meanwhile,  however,  Mr.  Holman  had 
been  informed  concerning  the  background  of  these  individuals  and 
had  become  suspicious  of  them.'**  On  or  about  November  9,  1931,  Mr. 
Holman  and  his  attorneys  inspected  the  books  of  the  investment  com- 
pany, and  the  duplicity  of  Messrs.  Watson,  Herzberg,  and  Kahn  was 
revealed.  Mr.  Holman,  as  president  of  Oils  &  Industries,  Inc.,  swore 
out  a  warrant  for  the  arrest  of  Messrs.  Watson,  Herzberg,  and 
Kahn.**^  Mr.  Kahn  was  arrested  but  never  brought  to  trial,^"  and 
Messrs.  Watson  and  Herzberg  were  never  apprehended.  In  a  civil 
action  against  Mr.  Kahn,  brought  by  the  investment  company,  a 
judgment  for  the  amount  of  its  losses  as  a  result  of  his  "fraudulent 
conduct"  was  obtained,'^^  which,  however,  was  never  satisfied.^^  The 
investment  company  also  sued  Pettigrew  &  Meyer,  Inc.,  to  recover 
$145,000  of  the  funds  of  the  company  which  had  been  paid  for  the 
stock  of  Petroleum  Research  Corporation.  This  action  was  settled 
for  $50,000."  As  of  April  1,  1937,  $15,000  had  been  paid  on  account 
of  the  settlement.'^  If  it  be  assumed  that  the  full  $50,000  had  been 
paid  by  Pettigrew  &  Mej^er,  Inc.,  the  losses  of  Oils  &  Industries, 
Inc.,  due  to  the  "fraud"  "^  of  Watson,  Kahn  &  Herzberg,  will  total 
$234,000. 

It  is  obvious  from  the  foregoing  recital  that  the  liquidity  of  the  assets 
of  investment  companies  and  the  comparative  ease  with  which  such  as- 
sets can  be  diverted  to  the  use  of  those  in  control  of  these  companies 
assisted  Messrs.  Watson,  Herzberg,  and  Kahn  in  their  "looting"'' **  of  the 
assets  of  Oils  &  Industries,  Inc.  As  has  been  indicated,  the  approval  of 
the  stockholders  of  Oils  &  Industries.  Inc.  to  the  transfer  of  the  man- 
agement contract  or  control  of  the  company  was  not  obtained;  nor  were 
they  apprised  in  advance  of  these  contemplated  shifts.^'      Francis 

«■  Id.,  at  14244. 

<»  Id. ;  Commission's  Exhibit  No.  1439,  at  20. 

s'-M./at  14235  and  Commission's  Exhibit  No.  1439.  at  19-20. 

■">  Id.,  at  14236. 

''Oral  opinion  of  Judge  Fake  in  Oil  Shares.  Inc.  v.  Kahn  et  al.  (op.  cit.  supra, 
note  1.   Commission's  Exhibit   No.   1444)  ;   aff'd   94  F.    (2d)    751    (C.   C.   A.   3rd,    1938). 

'-  Op.  cit.  supia,  note  1.  at  14260. 

"  Id.,  at  14262. 

"  Ibid. 

"°  See  supra,  note  71. 

'«  See  Oil  t^harcs.  Inc.  v.  Kahn  et  al,  94  F.   (2d)  751   (C.  C.  A.  3rd,  1938). 

"The  United  States  Circuit  Court  of  Api^eals  for  the  Third  Circuit  in  its  opinion 
in  Oil  Shares  Inc.  v.  Kahn,  94  F.  (2d)  751  (C.  C.  A.  3rd,  193S).  holding  Mr.  Kahn  and 
others  liable  to  the  investment  company  for  its  losses  suffered  by  their  '•looting"  of  its 
funds,  by  way  of  dictum,  stated  with  reference  to  the  liability  of  the  old  directorate  which, 
without  con.sulting  the  stockholders,  turned  control  of  the  company  over  to  Messrs.  Wat- 
son, Herzberg.  and  Kahn  : 

The  individual  members  of  the  old  board  are  not  before  us  and  we  have  no 
thought  of  criticizing  tliem  unheard,  but  no  one  more  than  they  now  realize  the  serious 
mistake  they  made.  Reference  to  the  date  of  this  transaction  would  in  itself 
soften  criticism  of  what  any  board  of  directors  did  whose  corporation  was  in  dire 
need  of  funds  to  be  supplied  with  fresh  capital.  Overeagerness  to  get  the  money 
would  blind  them  to  the  need  of  looking  closely  into  the  source  of  its  supply.  None- 
theless, any  board  which  did  what  tliis  board  did  would  be  taking  upon  itself  a 
grave  responsibility.  The  assets  of  their  corporation  belonged  to  the  then  stock- 
holders. What  the  board  did  was  to  turn  over  the  assets  to  the  control  of  a  new 
boai'd  without  asking  for  the  sanction  of  the  stockholders  to  whom  the  assets  be- 
longed. Nothing  would  excuse  them  from  taking  this  responsibility  upon  them- 
selves except  to  have  what  was  done  turn  out  well.  If  it  turned  out  otherwise,  as 
here,  they  could  not  escape  deserved  criticism.  Good  intentions  would  not  avail 
them  as  a  defense. 
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Sullivan,   the   former   president  of   Oils   &   Industries,   Inc.,  when 
examined  on  the  transfer  of  control,  testified :  '  * 

Q.  You  knew,  of  course,  that  Petroleum  Research  Corporation  was  going  to- 
sell  its  management  contract. 

A.  Yes. 

Q.  Now,  of  course,  when  the  stockholders  bought  this  stock,  Mr.  Sullivan^ 
they  bought  it  in  reliance  at  least  that  the  other  members  of  the  Board  were 
going  to  be  on  the  Board,  isn't  that  so,  and  that  Petroleum  Research  Corporation 
had  a  10-year  management  contract,  isn't  that  so? 

A.  I  think  they  did. 

Q.  And  then  one  fine  morning  they  woke  up  and  found  that  everybody  on 
the  old  Board  was  not  there  any  more,  including  the  officers? 

A.  It  is  quite  true.     I  admit  it     *     *     *. 

Q.  *  *  *  But  as  far  as  the  stockholders  were  concerned,  without  even  the 
slightest  intimation  in  any  official  way  from  the  corporation,  there  was  a  com- 
plete change  of  management,  and  as  soon  as  the  money  was  turned  over  the 
entire  'old  board  is  out  and  the  old  Research  Corporation  is  out  and  a  new 
corporation  and  new  individuals  are  in  there? 

A.  I  think  I  will  have  to  admit  that. 

Q.  Although  the  situation  was  that  as  far  as  the  stockholders'  position  or 
predicament  was  concerned,  if  they  wanted  to  get  a  new  management  in  there 
they  could  not  do  it  because  Petroleum  Research  Corporation  had  a  10-year  con- 
tract, isn't  that  so? 

A.  I  think  they  did  have  a  10-year  contract;  that  is  true. 

♦  **♦*** 

Now  the  belief,  and  I  am  not  going  to  give  any  excuse  now,  the  belief  was 
that  we  were  helping  the  company  along  to  get  new  money  into  the  organization, 
to  select  their  own  advisory  capacity,  and  to  sell  additional  securities  through 
this  house,  with  that  experience  I  would  not  do  it  again.  I  will  answer  your 
question  that  way. 

Q.  And  also  the  situation  is  that  there  was  always  a  possibility  that  the 
belief  might  be  wrong  and  then  the  consequences  may  be  very  dire,  isn't  that  so? 

A.  That  is  right. 

Q.  That  is  particularly  true,  as  I  say,  in  an  investment  trust,  because  if  you 
turn  a  steel  plant  over  to  anybody  he  cannot  sell  it  overnight,  but  he  can  soil 
10,000  shares  of  steel  [stock]  overnight,  can  he  not? 

A.  Yes. 

Mr.  Sullivan  testified  further :  ^^ 

Q.  Looking  back  over  that  experience,  Mr.  Sullivan,  do  you  get  any  ideai 
with  respect  to  what  could  be  done  to  protect  the  investor  in  that  instance? 
He  did  not  know  a  thing  about  this,  did  he?  I  mean,  he  did  not  know  a  thing 
about  the  fact  that  there  was  a  contemplated  change  in  management  there  with 
respect  to  the  old  Board  of  Directors  and  the  officers  and  with  respect  to  the 
advisory  contract? 

A.  I  feel  now  that  very  full  information  on  any  particular  change  in  any 
organization  should  be  put  up  to  the  stockholders  themselves  so  that  they  may 
have  full  knowledge  before  a  change. 

'8  Id.,  at  14224-14227.  Arthur  S.  Kleeman,  who  subsequently  became  the  president  of 
Oils  &  Industries,  Inc.,  testified  (Public  Examination,  Home  and  Foreign  Securities 
Corporation,  at  14863)  : 

Q.  A  person's  competence  and  ability  will  have  to  be  presumed  in  the  first 
instance? 

A.  Yes.  sir ;  and  frequently  it  is  judged  in  the  light  of  his  performance.  If 
everything  works  out  very  fine  it  is  all  right,  and  if  not,  there  is  criticism. 

Q.  But  you  think  not  only  is  it  desirable  but  it  may  be  essential  that  in  view 
of  the  particular  nature  of  an  investment  trust  the  assets  of  which  are  usually 
in  cash  or  marketable  securities,  or  in  liquid  form  on  wliich  it  is  easy  to  lay  one's 
hands,  that  some  provision  should  be  made  for  some  weeding-out  process  of  undesir- 
ables who   are  in   control  of  investment  trusts ;   is  that  right  ? 

A.  I  feel  that  very  strongly  and,  of  course.  I  feel  there  ought  to  be  some  way  of 
testing  the  integrity  of  a  man  at  the  time  he  becomes  a  member  of  the  board  of 
directors  of  an  investment  trust. 

"  Id.,  at  14254-5. 
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Mr.  Sullivan  testified  with  reference  to  the  transfer  of  control  to  a 
new  group :  ^'^ 

Q.  But  you  can  visualize  that  this  situation  can  be  one  of  easy  occurrence, 
isn't  that  so? 

A.  Yes ;  surely  it  can. 

Q.  And  it  can  occur  more  frequently  in  the  investment  trust  situation  than 
in  the  industrial  corporation  because  of  the  liquidity  of  their  assets?  All  yoiL 
have  to  do  is  to  cross  the  street,  get  the  key  to  the  vault  aiid  take  the  securities- 
out,  every  nickel  of  them? 

A.  Yes. 

E.  Transfer  of  Management  to  Arthur  S.  Kleeman 

Following  the  discovery  of  the  "fraud"  ^^  practiced  by  Messrs. 
Watson,  Herzberg,  and  Kahn,  the  old  board  of  directors  again  took 
over  the  management  of  Oils  &  Industries,  Inc. ;  but  the  changes  in 
the  management  of  the  investment  company  did  not  cease.  On  May  16, 
1932,  the  board  of  directors  requested  Arthur  S^  Kleeman,  the  presi- 
dent and  largest  stockholder  of  the  Home  and  Foreign  Securities  Cor- 
poration,*^ an  investment  company  organized  by  him  in  1929,  to  take 
over  the  management  of  Oils  &  Industries,  Inc.  ®^  Mr.  Kleeman  ac- 
cepted the  presidency  of  Oils  &  Industries,  Inc.,  at  an  annual  salary 
of  $6,000,«*  which  later  was  increased  to  $8,000  and  finally  to  $10,000.*^ 
Although  neither  Mr.  Kleeman  nor  his  investment  company,  Home 
and  Foreign  Securities  Corporation,  owned  a  single  share  of  Oils  & 
Industries,  Inc.,  the  existing  directors  permitted  Mr.  Kleeman  to  nom- 
inate his  own  slate  of  directors.*^  All  but  two  of  the  old  directors 
resigned."  Stockholders  were  informed  of  this  second  change  in  the 
management  of  the  investment  company  only  after  it  had  occurred.** 

On  July  28,  1933,  under  Mr.  Kleeman's  management,  and  with  the 
approval  of  the  stockholders,  the  outstanding  82,940  units  of  pre- 
ferred and  connnon  stock  were  reclassified  into  82.940  shares  of  com- 
mon stock,*^  thus  changing  the  capitalization  of  the  investment  com- 
pany. The  privilege  of  the  stockholder  to  redeem  his  stock  in  only 
500 -share  lots  at  91%  of  asset  value  was  retained.^"    Later,  on  April 


8«Id.,  at  14256-7. 

^  See  supra,  note  71. 

82  Public  Examination,  Home  and  Foreign  Securities  Corporation,  at  14791  and  14837. 

^  Id.,  at  14822. 

^m.,  at  14823. 

*  Id.,  at  14867. 

^  Id.,  at  14822. 

s'  Id.,  at  14822-3. 

^Id..  at  14865. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1442,  Item  4.  The  purpose  of  this 
amendment  was  to  create  a  capital  surplus  of  $1,615,815  by  marking  down  by  that 
amount  the  stated  capital  of  the  investment  company's  stock  as  reclassified.  From  thi.s 
"surplus,"  it  was  possible  under  the  Maryland  law  to  pay  dividends.  Prior  to  the 
recapitalization,  the  total  assets  of  the  investment  company  were  exceeded  by  its  stated 
capiTRl  applicnble  to  its  preferred  stock,  a  condition  which  prevented  the  payment  of 
dividpnds  on  the  preferred  stock  under  Maryland  law.  The  recapitalization  also  elim- 
inated dividend  arrearages  on  the  preferred  stock.  (Public  Examination,  Home  and 
Foreign  Securities  Corporation.  Commission's  Exhibit  No.  1519.)  Thereafter  dividends 
of  25  cents  a  share  were  paid  on  the  common  stock  as  reclassified.      (Ibid.) 

'"  Id.,  Commission's  Exhibit  No.  1442,  Item  4. 
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17,  1934,  the  number  of  shares  required  for  the  exercise  of  the  privi- 
lege was  increased  to  1,000  and  the  redemption  price  Avas  raised  to 
95%  of  the  asset  value.^^ 

F.  Transfer  of  Control  to  Arthur  S.  Kleeman  and  The  Equity 

Corporation 

Immediate  opposition  developed  to  Mr.  Kleeman's  management. 
A  Canadian  investment  house  representing  a  large  group  of  Canad- 
ian stockholders  holding  a  substantial  number  of  shares  of  the  in- 
vestment company,  attempted  to  gain  control.^-  In  order  to  remove 
this  "frankly  hostile"  ^^  group,  Mr.  Kleeman  induced  David  Milton, 
the  president  of  The  Equity  Corporation,  to  cause  one  of  its  sub- 
sidiaries. Group  Assets,  Inc.,  to  purchase  the  shares  of  Oils  &  In- 
dustries, Inc.  held  by  the  Canadian  group,  which  constituted  ap- 
proximately 40%  of  the  outstanding  stock  of  the  investment  com- 
pany and  was  by  far  the  largest  individual  stock  interest.  In  No- 
vember 1933,  six  representatives  of  jNIr.  Milton  and  his  associates 
were  elected  to  the  board  of  directors  of  Oils  &  Industries,  Inc.''* 
Mr.  Milton  and  his  associates  were  actually  in  control  of  Oils  &  In- 
dustries, Inc.,  altliough  Mr.  Kleeman  remained  as  president  and  he 
and  five  of  his  nominees  constituted  half  of  the  investment  company's 
board  of  directors. 

1.  OPPOSITION  OF  ARTHUR  S.  KLEEMAN  TO  MERGER  OF 
OILS  &  INDUSTRIES,  INC.  WITH  THE  EQUITY  CORPO- 
RATION 

It  was  neither  Mr.  Kleeman's  intention  nor  iniderstanding  that 
Oils  &  Industries,  Inc.  was  to  be  merged  ultimately  with  The  Equity 
Corporation.    Mr.  Kleeman  testified :  ^° 

Q.  Was  it  your  intention  that  the  Milton  interests  should  ultimately  acquire 
control  of  this  situation,  and  that  they  would  take  over  the  management  of 
Oil  Shares  Incorporated? 

A.  No.  There  were  a  great  many  discussions  between  Mr.  Milton  and  myself, 
in  which — I  do  not  recall  his  name 

Q.  Ellery  C.  Huntington  V 

A.  Ellery  C.  Huntington  participated'  about  our  cooperating  iii  the  further 
development  of  Oil  Shares  Incorporated. 

Q.  Well,  it  was  not  your  intention,  was  it,  to  have  the  INIilton  interests  acquire 
control  and  ultimately  relieve  you  of  the  management  and  take  over  the 
management  themselves  ? 

A.  As  a  matter  of  fact,  it  was  not  their  intention  when  they  came  in.  There 
were  many  discussions  about  my  continuing  tlie  management. 

Q.  The  immediate  problem  was  to  get  the  block  of  stock  out  of  the  Canadian 
hands  into  the  hands  of  interests  that  you  considered  more  friendly  to  your 
management. 

A.  Not  only  friendly,  but  cooperative. 

l^n^iatever  may  have  been  the  understanding  of  Mr.  Kleeman, 
Group  Assets,  Inc.  continued  to  accumulate  the  stock  of  Oils  &  Inclus- 

"1  Id.,  Commission's  Exhibit  No.  1442,  Item  6.  At  the  same  time  the  stockholders  voted 
to  change  the  name  of  the  corporation  from  Oil  Shares  Incorporated  to  Oils  & 
Industries,   Inc.      (Ibid.) 

^  Op.  cit.  supra,  note  82.  at  1482.3-4. 

"3  Id.,  at  14825-7. 

"  Id.,  at  14827. 

»2  Id.,  at  14825-6. 
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tries,  Inc.,  and  by  June  1934  had  accumulated  25,000  shares  of  the 
capital  stock  or  approximately  44%  of  the  56,000  shares  of  the  latter's 
stock. ^0  Late  in  May  1934  Mr.  Milton  informed  Mr.  Kleeman  that 
The  Equity  Corporation  intended  to  make  an  offer  of  exchange  for 
the  remaining  outstanding  shares  of  Oils  &  Industries,  Inc.  Ulti- 
mately, if  the  exchange  offer  was  successful.  Oils  &  Industries,  Inc. 
was  to  be  merged  with  The  Equity  Corporation."^ 

Mr.  Kleeman,  having  undertaken  to  rehabilitate  Oils  &  Industries, 
Inc.,  and  desiring  to  retain  control  for  "business  reasons,"  ^^  inforihed 
David  Milton  that  if  an  exchange  offer  were  made  he  would  recom- 
mend that  the  investment  company's  stockholders  exercise  their  priv^^  i 
ilege  of  redemption  and  obtain  95%  of  the  asset  value  of  their  stock; 
and  that  he  would  cause  a  trustee  to  be  appointed  to  receive  and  pool 
for  redemption  the  holdings  of  stockholders  owning  less  than  the  num- 
ber of  shares  required  for  the  exercise  of  the  redemption  privilege. 
Mr.  Kleeman  testified :  ^^ 

Q.  And  there  would  be  no  sense  in  Mr.  Milton  making  the  exchange  offer 
as  he  would  wind  up  only  with  his  own  stock. 

A.  That  is  true. 

Q.  So  that  [it  was]  this  suggestion  or  threat  that  they  would  resort  to  that 
proceeding  *  *  *  that  led  Mr.  Milton  to  say  that  he  was  willing  to  talk 
about  the  possibility  of  selling  his  shares? 

A.  Well,  the  word  "threat"  I  do  not  like  in  that  connection  because  it  has  a 
bad  connotation.  I  thought  I  was  keeping  faith  with  the  stockholders  if  I  gave 
them  the  same  opportunity. 

Q.  T  was  not  hnputing  to  you  any  motive. 

A.  Well,  1  do  not  like  the  word. 

Q.  The  suggestion  to  Mr.  Milton  that  lie  might  find  himself  in  [the]  pre- 
dicament *  *  *  if  he  made  the  exchange  offer  *  *  *  that  he  was  the 
only  one  who  would  accept  the  exchange,  made  him  willing  to  talk  about  the 
possible  transfer  of  the  Oils  &  Industries. 

A.  That  is  right. 

The  eventual  merger  of  Oils  &  Industries,  Inc.  with  The  Equity 
Corporation  might  have  meant  the  termination  of  Mr.  Kleeman's 
connection  with  the  investment  company .^°°  Mr.  Kleeman,  when  ex- 
amined as  to  the  motives  which  impelled  him  to  resist  the  contem- 
plated exchange  offer  of  The  Equity  Corporation,  testified :  i°^ 

Q.  *  *  *  Now  there  were  the  Milton  interests  with  25,000  shares  of  com- 
mon, which  was  a  controlling  block — no  doubt  about  that — and  the  Milton  inter- 
ests said  we  are  going  to  make  an  exchange  offer  and  acquire  sufficient  of  the 
stock  of  Oils  &  Industries  to  make  it  part  of  the  Equity  picture;  isn't  that  so? 

A.  Yes,  sir. 

Q.  You  virtually  said  to  Mr.  Milton,  "I  don't  agree  with  that,  and  as  far 
as  I  am  concerned  I  will  redeem  my  stock  and  make  it  possible  for  other  i)eople 

""Id.,  at  14827;  Public  Examination,  Oils  &  Industries,  Inc.,  Commission's  Exhibit 
No.  1442. 

•'Mr.  Kleeman  testified  (op.  cit.  supra,  note  82,  at  14828)  : 

Q.   So     that    :iftcr     the    Milton    interests    acquired     substantial     interests    in     that 
stock,    tliey    contemplated    making-   an    exchange    offer    to   all   the   stockholders   •which 
woulil  ultimately  look  to  the  dissolution  or  the  absorption  of  Oils  &  Industries,  into 
the  Equity  picture? 
A.  Y.'s.  sir. 

"Md..  at  14829. 

""Id.,  at  148.^3-4. 

'""Mr.  Kleeman  testified  (id.,  at  14828)  : 

Q.  Of  course  that  [the  absorption  of  Oils  &  Industries  by  The  Equity  Corpora- 
tion]   would   relieve  you   of  the  management  of  that  situation?     Isn't   that  so? 

A.  They  asked  me  to  stay  on  the  board;  but  I  did  not  think  it  would  make  any 
difference  in  my  salary  as  I  remember  it ;  but  it  was  to  become  a  part  of  The 
Equity  Coi-poration  eventually  or  one  of  their  other  companies. 

""  Id.,  at  14860-70. 
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who  concur  in  my  opinion  to  redeem  their  stock  through  the  appointment  of  a 
trustee." 

A.  That  is  right. 

Q.  Would  Mr.  Milton  say  to  you,  "By  what  token  are  you  undertaking  to 
stand  in  my  way  since  you  have  no  stock  interest  in  this  situation  and  we  have?" 
I  mean,  was  there  any  discussion  of  your  right  to  control  and  his  right  to 
control? 

A.  There  was  a  definite  statement  on  my  part  as  to  why  I  took  that  position. 
I  refer  to  the  first  letter  sent  out  to  the  shareholders  when  I  became  president  of 
the  company,  which  was  a  letter  to.  the  effect,  if  not  in  so  many  words,  we  stated 
we  would  try  to  rebuild  the  company  where  the  shareholders  would  get  a  return 
and  a  chance  to  recover  their  principal.  I  didn't  want  any  exchange  for 
securities  for  anything  in  the  Equity  picture  that  might  stop  that.  Now,  I  had 
two  reasons  for  it;  one,  I  wanted  to  continue  the  program  and  see  it  through, 
and  number  two,  I  felt  I  should  use  the  opportunity  that  I  had  in  there  to  do  a 
constructive  piece  of  work  for  the  shareholders  and  myself,  too.  I  am  not  trying 
to  be  holy  about  it,  but  I  had  those  two  objectives,  and  I  think  Mr.  Milton 
understood  that  clearly. 

G.  Transfer  of  Control  to  Home  and  Foreign  Securities 

Corporation 

In  order  to  remove  David  Milton  and  his  associates  from  control, 
Mr.  Kleeman  determined  to  have  his  investment  company,  Home 
and  Foreign  Securities  Corporation,  purchase  the  shares  of  Oils  & 
Industries,  Inc.  held  by  them."- 

In  order  to  consummate  Mr.  Kleeman's  desire  to  retain  control, 
Home  and  Foreign  Securities  Corporation  on  June  8,  1934,  purchased 
from  Group  Assets,  Inc.^*'^  25,000  shares  of  the  capital  stock  of  Oils 
&  Industries,  Inc.  at  an  average  price  of  $21,41  a  share  "'*  for  a  total 
cost  of  approximately  $535,000.  The  then  asset  value  of  each  share 
of  Oils  &  Industries,  Inc.  was  $19.88,^"^  so  that  Group  Assets,  Inc. 
received  a  premium  of  $1.53  per  share  above  the  asset  value  of  the 
stock,  the  total  premium  amounting  to  $38,250."" 

To  finance  the  purchase,  Home  and  Foreign  Securities  Corpora- 
tion was  required  to  liquidate  a  large  portion  of  its  portfolio  of  secur- 
ities and  to  negotiate  a  bank  loan  of  $360,000."^  Ultimately  the 
shares  of  Oils  &  Industries,  Inc.  were  the  principal  asset  of  Home 
and  Foreign  Securities  Corporation."*     The  effect  of  the  purchase 

102  Home  and  Foreign  Securities  Corporation  had  been  organized  and  .sponsored  by 
Mr.  Kleeman  in  1929.  The  net  capital  contribution  made  to  the  corporation  by  its 
stockholders  was  ?2, 872, 000  of  which  $750,000  represented  the  contribution  of  Mr. 
Kleeman.  (Id.,  at  14818,  14797.)  By  June  of  1934,  the  assets  of  Home  and  Foreign 
Securities  Corporation  totaled  approximately  $.3.52,000  (id.,  at  14819),  including  a,  loss 
realized  and  unrealized  to  its  stockholders  of  approximately  $2,500,000.  From  1929  to 
1934,  these  large  losses  had  been  the  result  of  specialization  in  bank  stocks.  (Id.,  at 
14810-5.)      Mr.  Kleeman  testified   (id.,  at  14815)  : 

Q.  Well,  let  me  ask  you  this  general  question :  The  experience  of  Home  and 
Foreign  in  the  course  of  its  investments  in  banking  situations  was  rather  unfortu- 
nate ? 

A.  I  think  that  is  an  accurate  description. 

^"^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1442  ;  op.  cit.  supra,  note  82,  at 
14835,   14854. 

10*  Op.  cit.  supra,  note  82,  at  14851,  14854. 

^^  Id.,  at  14854. 

^"«  No  active  market  for  the  Oils  &  Industries,  Inc.  stock  existed.  Home  and  Foreign 
Securities  Corporation  could  only  liquidate  the  stock  at  a  loss  by  presenting  it  to  Oils  & 
Industries,  Inc.  for  redemption  at  95%  of  its  liquidating  value  and,  as  will  be  described 
later,  the  privilege  of  redemption  afforded  to  stockholders  of  Oils  &  Industries,  Inc. 
was  subsequently  eliminated. 

107  Id.,  at  14836-7. 

M8  Id.,  at  14834. 
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was  to  transform  Home  and  Foreign  Securities  Corporation  into  a 
holding  company  of  an  investment  company  and  subject  its  minority 
stockholders  to  a  duplication  of  salaries  for  management.  Home  and 
Foreign  Securities  Corporation,  which  paid  Mr.  Kleeman  annual  com- 
pensation of  $6,000,"^  in  essence  had  assets  consisting  only  of  its  pro 
rata  interest  in  the  assets  of  Oils  &  Industries,  Inc.  On  the  other 
hand,  Oils  &  Industries.  Inc.  paid  Mr.  Kleeman  as  at  December  31, 
1937,  an  annual  salary  of  $10,000.    Mr.  Kleeman  testified :  ^^^ 

Q.  So  as  is  the  case  in  every  instance  wliere  one  investment  trust  buys  the 
securities  of  another  investment  trust,  you  have  a  double  management  salary, 
a  double  management  fee.  isn't  that  so? 

A.  You  won't  mind  if  I  differ  from  your  way  of  stating  it? 

Q.  No. 

A.  I  feel  this  way  about  it,  since  I  devote  909f  of  my  time  in  trying  to  rebuild 
these  companies  I  am  entitled  to  all  I  am  getting  from  the  two  companies  but 
the  salary  is  divided  in  that  way  because  we  don't  want  to  put  too  much  burden 
on,  either  one.  That  doesn't  change  the  result  in  any  way  but  it  is  a  different 
theory. 

Q.  I  knovr,  but  if  Home  and  Foreign  now  took  part  of  its  diversified  portfolio 
and  changed  it  to  Oils  &  Industries 

A.  That  is  true. 

Q.  So  that  the  comiJensation  that  you  get  in  the  form  of  a  salary  from  Home 
and  Foreign  for  managing  Hume  and  Foreign  is  for  the  entire  fund,  isn't  that 
so?  Now,  part  of  the  fund  of  securities  from  which  you  are  getting  compensa- 
tion is  from  another  source,  isn't  that  so? 

A.  That  is  true. 

Moreover,  under  the  management  of  Mr.  Kleeman  the  ratio  of 
management  salaries  and  other  expenses  to  the  net  assets  and  ordi- 
nary income  of  Oils  &  Industries,  Inc.  had  increased  sharply.  As  at 
December  31,  1937,  in  contrast  to  the  annual  management  fee  amount- 
ing to  one-half  of  1%  of  its  average  monthly  net  assets  formerly 
paid  by  Oils  &  Industries,  Inc.  to  Petroleum  Research  Corporation, 
Mr.  Kleeman's  salarv  of  $10,000  was  in  excess  of  1%  of  the  investment 
company's  then  net 'assets  of  $798,936.i" 

iMId..  at  148G7. 

no  Id.,  at  14867-8. 

ai  As  at  December  31,  1937,  Oils  &  Industries,  Inc.,  had  net  assets  of  $798,930  and  total 
management  and  other  expenses,  including  salaries,  of  $96,000,  equivalent  approximately 
to  12%  of  net  assets.  As  at  September  30,  1931,  prior  to  Mr.  Kleeman's  succession 
to  the  management  of  the  company  its  net  assets  totaled  approximately  $1,200,000, 
and  its  expenses,  including  management  fees  paid  to  Petroleum  Research  Corporation, 
were  approximately  $36,000,  or  about  3%  of  net  assets.  As  at  December  31,  3932,  the 
company  had  net  assets  of  $817,800  and  total  expenses  of  $71,23.3,  or  approximately 
9%  of  net  assets.  As  at  December  31,  1936,  Oils  &  Industries,  Inc.,  had  net  assets 
totaling  $1,424,000  and  total  expenses  of  $90,000,  or  approximately  6%  of  net  assets. 

The  ratio  of  total  expenses  of  Oils  &  Industries,  Inc.,  to  its  ordinary  income  other 
than  capital  gains  during  the  period  of  the  management  of  the  company  by  Mr.  Klee- 
man is  indicated  in  the  following  table : 


Period  ending — 


Sept.  30,  1931. _ 

Under  Management  of  Mr.  Kleeman 

Dec.  31,  1932 

Dec.  31,  1936. 

-  Dec.  31,  1937 


Total 
expense 


$36, 117 

71,  233 
90, 301 
96, 461 


Total 
ordinary 
income 


$45,  676 

60,799 
71, 622 
45, 974 


Ratio  of 

expense  to 

ordinary 

income 


0. 8  to  1 

1. 2  to  1 

1. 3  to  1 
2. 1  to  1 


(Derived  from  supplftmentary  information  supplied  the'  Commission  for  Oils  &  Industries,  Inc.. 
Annual  Reports  to  Stockholders  for  periods  ending  Sept.  30,  1931,  Dec.  31,  1932,  Dec.  31,  1936,  and 
Dec.  31,  1937.) 
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Although  the  purchase  of  the  stock  of  Oils  &  Industries,  Inc.,  con- 
stituted a  substantial  deviation  from  the  previous  activity  of  Home 
and  Foreign  Securities  Corporation,  which  was  the  acquisition  of 
bank  stocks,  nevertheless  the  minority  stockholders  were  given  no 
opportunity  to  be  heard  on  the  change  in  policy  nor  were  the  terms 
and  purposes  of  the  purchase  revealed  to  them."^ 

1.  EECAPITALIZATION  OF  OILS  &  INDUSTKIES,  INC.  TO 
ENABLE  HOME  AND  FOEEIGN  SECURITIES  COEPOEA- 
TION  TO  FINANCE  ITS  PUECHASE  OF  CONTEOL  WITH 
THE  FUNDS  OF  OILS  &  INDUSTEIES,  INC. 

Oils  &  Industries,  Inc.  redeemed  1,000  shares  of  the  25,000  shares 
of  its  common  stock  owned  by  Home  and  Foreign  Securities  Corpora- 
tion, for  $20,000,  95 7o  of  their  asset  value,"=^  which  was  applied  by 
Home  and  Foreign  Sscurities  Corporation  in  reduction  of  its  bank 
loan  of  $360,000,  incurred  to  purchase  its  holdings  of  the  common 
stock  of  Oils  &  Industries,  Inc.  Further  redemption  of  the  remain- 
ing holdings  of  Home  and  Foreign  Securities  Corporation  in  the 
common  stock  of  Oils  &  Industries,  Inc. — 24,000  shares  or  43%  of  the 
voting  stock — would  have  impaired  its  control  of  Oils  &  Industries, 
Inc. 

As  part  of  the  entire  plan  to  purchase  the  control  from  David 
Milton  and  his  associates,  Mr.  Kleeman  had  determined  to  alter  the 
capital  structure  of  Oils  &  Industries,  Inc.  in  a  manner  which  would 
permit  him,  in  effect,  to  utilize  its  assets  to  repaj^  the  $360,000  bank 
loan  incurred  by  Home  and  Foreign  Securities  Corporation.  Briefly, 
the  plan  was  to  have  the  stockholders  of  Oils  &  Industries,  Inc.  au- 
thorize an  issue  of  $1  par  value  participating  preferred  stock  entitled 

^^  Mr.  Kleeman  conceded  that  the  stockholders  should  have  been  informed  of  the 
contemplated  change  in  the  character  of  Home  and  Foreign  Securities  Corporation  prior 
to  its  occurrence  (op.  cit.  supra,  note  82,  at  14857-9)  : 

Q.  Suppose  a  stockholder  got  the  information  you  [Home  and  Foreign  Securities 
Corporation]  were  substantially  interested  in  bank  stocks.  He  had  stayed  with 
this  company  [invested]  in  bank  stocks  during  the  period  of  terrific  decline  in 
bank  stocks  and  he  says  "I  will  hold  on  until  the  bank  stocks  come  back.  Every- 
thing else  is  coming  back,  and  I  don't  feel  I  will  [^ant  toj  get  out  of  this  situa- 
tion. 1  will  stay  with  you."  *  *  *  Then  he  gets  a  report  a  few  months  later 
which  says  he  is  no  longer  in  a  bank  stock  [investment  company]  but  in  a  diversi- 
fied porttolioV 

A.  That  is  correct. 

Q.  I  am  not  saying  that  is  unusual  or  that  you  were  the  only  one  [who  did 
this],  I  am  just  arguing  the  general  principle.  [Even]  if  there  was  no  disclosure 
[of  policy]  in  the  tirst  instance,  when  the  stockholder  becomes  apprised  of  the 
intended  policy  after  the  operations  of  the  company  commenced,  there  may  be  an 
element  of  reliance  bj'  the  stockholder  in  continuing  his  investment  in  that  situa- 
tion, because  over  a  period  of  time  that  was  the  policy  of  the  company,  isn't 
that  so? 

A.  That  is  quite  true. 

Q.  And  then  the  nest  information  he  gets  is  that  he  is  no  more  in  an  invest- 
ment company  specializing  in  bank  stocks,  he  is  now  in  an  investment  company 
which  can  be  considered  either  one  of  two  things,  either  a  holding  company  for 
another  investment  trust  or  a  diversified  investment  trust? 

A.  Yes,  sir ;  and  the  only  answer  I  have  to  that  is  we  felt  it  was  a  move  in  the 
right  direction. 

Q.  I  am  not  disputing  that,  but  don't  we  get  down  to  the  fundamental  problem, 
[an]  individual  who  may  have  been  induced  to  invest  in  that  situation  due  to  the 
fact  that  throughout  the  history  of  the  company  it  was  investing  in  bank  stocks 
is  suddenly  transformed  into  a  [stockholder  of]  different  type  [of  investment  com- 
pany]   even  though   the  management   thought   it  was  the   best  thing  in   the   world? 

A.  *  *  *  we  didn't  have  any  avowal  of  purpose  in  the  beginning  and  we 
didn't  notify  them  of  any  change.  I  think  in  the  light  of  what  happened  we  would 
probabl.v  recite  in  great  more  detail  what  we  were  going  to  do  and  give  notice  of  any 
change  later.     I  think  your  point  is  well  taken. 

lis  Id.,  at  14852. 
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to  a  preference  in  assets  of  $12.50  per  share,  on  any  dissolution  of  the 
investment  company.^"  One  share  of  the  new  preferred  stock  was  to 
be  issued  as  a  stock  dividend  for  each  outstanding  share  of  the  invest- 
ment company's  common  stock.  This  preferred  stock  was  to  be  issued, 
although  on  July  28,  1933,  after  Mr.  Kleeman  had  become  associated 
with  the  company,  all  the  outstanding  units  of  preferred  stock  and 
common  stock — the  inseparable  units  which  had  been  offered  to  the 
public — had  been  reclassified  into  shares  of  common  stock,  the  orig- 
inal preferred  stock  thereby  having  been  eliminated  from  the  capital 
structure.  In  order  to  insure  control  in  the  common  stock  and  to 
maintain  the  43%  voting  power  in  Home  and  Foreign  Securities 
Corporation,  the  new  preferred  stock  was  to  have  no  voting  rights.^^^ 
The  existing  redemption  right  of  the  common  stock  was  to  be  elimi- 
nated but  the  new  preferred  stock  was  to  be  redeemable  at  a  price 
equivalent  to  95%  of  the  stock's  liquidating  value  for  a  period  of 
three  weeks  only  and  in  lots  of  1,000  shares  only.^^''  The  24,000  shares 
of  new  preferred  stock  to  be  issued  to  Home  and  Foreign  Securities 
Corporation  were  to  be  redeemed  under  this  provision.  Thus,  Home 
and  Foreign  Securities  Corporation  would  acquire  the  funds  to  retire 
its  bank  loan.  In  addition,  under  the  recapitalization  plan  Home  and 
Foreign  Securities  Corporation  would  retain  its  working  control  of 
Oils  &  Industries,  Inc.  through  its  ownership  of  the  common  stock 
and  prevent  future  diminution  of  the  latter's  assets  as  the  result  of 
redemptions. 

Few,  if  any,  of  the  stockholders  of  Oils  &  Industries,  Inc.  acquired 
lots  of  1,000  sliares  of  the  new  preferred  stock  as  dividends.  In  fact, 
as  will  be  shown,  Home  and  Foreign  Securities  Corporation  was  the 
only  one  to  exercise  the  limited  redemption  privilege  accorded  to  the 
new  preferred  stock. 

On  August  31,  1934,  approximately  one  and  one-half  months  after 
Home  and  Foreign  Securities  Corporation  acquired  the  stock  of 
Oils  &  Industries,  Inc.,  the  stockholders  of  the  investment  company 
approved  Mr.  Kleeman's  recapitalization  plan.  However,  the  letter  ^^^ 
stating  the  purposes  of  the  meeting  omitted  to  inform  the  stock- 
holders of  the  facts  and  circumstances  under  which  Home  and  Foreign 
Securities  Corporation  had  acquired  control  of  their  company  or  of 
the  fact  that  it  intended  to  redeem  the  new  preferred  stock  to  procure 
funds  to  repay  the  bank  loan  incurred  in  acquiring  such  control.  In 
fact,  any  interest  of  Home  and  Foreign  Securities  Corporation  in  the 
preferred  stock  dividend  was  denied  by  implication,  as  disclosed  in 
the  following  excerpt  from  that  letter :  "^ 

OthPi's,  including  the  management  who  have  recently  acquired  the  largest 
single  interest  would  perhaps  prefer  to  acquire  an  increased  interest  in  the 
common  shares  of  tlie  company  carrying  with  them  the  benefit  of  any  leverage 
created  by  the  preference  stock  and   insuring  the  continuity  of  their  policies. 

Immediately  upon  the  change  in  the  capitalization  of  Oils  &  Indus- 
tries, Inc.,  it  redeemed  from  Home  and  Foreign  Securities  Corpora- 
tion the  stock  dividend  of  24,000  shares  of  new  preferred  stock  re- 

1"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1442,  Item  7. 

^i*Op.  cit.  supra,  note  82,  at  14848;  op.  cit.  supra,  note  1,  Commission's  Exhibit  No. 
1442,  Item  7. 

""  Op.  cit.  supra,  note  82,  at  14843. 
"7  Id.,  Commission's  Exhibit  No.  1519. 
»8  Ibid. 
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ceived  by  Home  and  Foreign  Securities  Corporation.  In  redemption 
of  this  preferred  stock  Oils  &  Industries,  Inc.  transferred  to  Home 
and  Foreign  Securities  Corporation  portfolio  securities  having  a 
market  value  of  $285,000.^^^  These  securities  were  then  sold  by  Home 
and  Foreign  Securities  Corporation  and  the  proceeds  applied  to  repay 
its  bank  loan.  On  the  other  hand,  the  minority  stockholders  of  Oils 
&  Industries,  Inc.  lost  the  benefit  of  the  additional  leverage  which 
would  have  been  afforded  to  their  common  stocks,  had  the  assets  of 
the  investment  company  not  been  diminished  by  Home  and  Foreign 
Securities  Corporation  in  redeeming  its  stock  dividend. 

Mr.  Kleeman  testified  that  the  recapitalization  plan  was  worked  out 
as  part  of  the  plan  for  the  purchase  by  Home  and  Foreign  Securities 
Corporation  of  the  block  of  stock  of  Oils  &  Industries,  Inc.  held  by 
the  Milton  interests.  Thus,  as  a  result  of  the  recapitalization  plan, 
the  Milton  interests  (which  were  not  aware  of  the  plan)  were  en- 
abled, at  least  in  part  because  of  their  contact  with  Oils  &  Industries, 
Inc.  and  their  threat  to  merge  it  with  The  Equity  Corporation,  to 
sell  their  shares  at  a  price  in  excess  of  their  actual  asset  value,  a  price 
which  could  not  have  been  obtained  by  presenting  the  shares  to  the 
company  for  redemption.  Mr.  Kleeman  also  conceded  that  the  plan 
enabled  Home  and  Foreign  Securities  Corporation  to  repay  its  bank 
loan  through  the  sale  of  the  securities  received  on  the  redemption 
of  the  preferred  stock  and  to  retain  working  control  of  Oils  & 
Industries,  Inc.  through  the  retention  of  tlie  common  stock.  Mr. 
Kleeman  testified :  ^^° 

A.  *  *  *  The  program  of  creating  the  new  preferred  stock  of  Oils  &  In- 
dustries, with  a  turn-iu  privilege,  was  worked  out  as  part  of  the  purchase,  or  as 
part  of  the  whole  plan,  is  that  correct,  Mr.  .Johnson  [counsel  for  Oils  &  Industries, 
Inc.]? 

Mr.  Johnson.  Part  of  the  plan. 

Q.  Part  of  the  plan? 

A.  It  was  not  because  it  was  part  of  the  debt  that  they  had  to  pay,  it  was 
all  worked  out  as  part  of  the  plan. 

Q.  In  any  event  you  had  the  bank  loan  which  had  to  be  met. 

A.  That  is  right. 

Q.  Now  you  say,  as  part  of  the  plan  of  the  purchase  of  the  stocks  of  the 
Milton  interests,  there  was  a  further  change  in  the  capitalization  of  Oils  & 
Industries. 

A.  That  is  correct. 

Mr.  Kleeman  also  testified :  ^^^ 

Q.  *  *  *  What  I  said  was  that  the  ultimate  effect  of  the  transaction  was 
that  you  used  the  funds  of  Oils  &  Industries,  partially  at  least  to  enable  Home  and 
Foreign  to  acquire  control  of  Oils  &  Industries. 

A.  I  do  not  think  that  is  correct. 

Q.  Well,  you  purchased  the  stock,  and  you  did  not  have  the  money  to  do  it,  and 
so  you  made  a  loan. 

A.  That  is  right. 

Q.  Now,  you  had  to  pay  that  loan. 

A.  We  had  to  pay  that  loan. 

Q.  Home  and  Foreign  did  not  have  the  money  to  pay  it. 

A.  That  is  correct. 

Q.  And  if  you  did  not  get  the  money  some  place,  the  bank  could  foreclose  on 
the  loan? 

A.  That  is  right. 

"»  Id.,  at  14846. 
120  Id.,  at  14S37-8. 
^1  Id.,  at  14847-50. 
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Q.  So  until  you  paid  the  loau,  you  did  not  really  own  the  Oils  &  Industries 
stock?    The  bank  owned  the  Oils  &  Industries  stock. 

A.  *     *     *     we  had  the  equity  in  it. 

Q.  You  had  the  equity  in  it,  but  the  way  you  eliminated  the  legal  ownership  of 
the  bank  and  made  your  equity  the  legal  ownership  was  to  go  to  Oils  &  Industries, 
get  $285,000  for  the  preferred  stock,  and  pay  the  loan. 

A.  Yes;  but  by  turning  in  the  preferred  stock. 

Q.  There  is  no  doubt  about  that.  Then  the  effect  of  that  was  this,  that  you 
still  held  the  common  stock,  is  that  not  so? 

A.  That  is  right. 

******  i^ 

Q.  And  when  the  preferred  stock  dividend  was  created  the  preferred  stock  had 
no  vote,  is  that  right? 

A.  That  is  right. 

Q.  So  that  the  fact  that  you  turned  in  the  preferred  stock  did  not  in  any  wise 
diminish  the  voting  power  that  Home  and  Foreign  had. 

A.  That  is  correct. 

******* 

Q.  It  still  retained  control  of  the  funds  by  virtue  of  its  common  stock  owner- 
ship? 

A.  Yes ;  we  did  not  have  51  percent,  but  in  effect  we  had  control. 

As  has  been  described,  from  1928  to  1937  four  different  groups  con- 
trolled the  management  of  Oils  &  Industries,  Inc.  Yet  the  stock- 
holders of  the  investment  company  were  given  no  opportunity  to  be 
heard  on  the  selection  of  these  managers.  The  initial  manager  of  the 
investment  company,  Pettigrew  &  Meyer,  Inc.,  was  unknown  to  the 
stockliolders.  The  shift  in  control  to  Messrs.  Watson,  Herzberg,  and 
Kahn  occurred  without  the  stockholders'  immediate  knowledge.  The 
stockholders  were  not  consulted  prior  to  the  selection  of  Mr.  Kleeman 
and  his  associates  as  managers,  nor  were  they  consulted  prior  to  the 
election  of  the  appointees  of  David  Milton  and  his  associates  to  the 
directorate.^^'  Although  each  of  these  groups  profited  directly  or 
indirectly  by  the  association  with  the  investment  company,  by  De- 
cember 31,  1935  the  stockholders  of  Oils  &  Industries,  Inc.  had  suf- 
fered, out  of  a  net  investment  in  the  company  of  approximately 
$5,400,000,  total  realized  and  unrealized  losses  m  excess  of  $4,000,000.^^^ 

IV.  CHATHAM  PHENIX  ALLIED   CORPORATION   (LATER 
KNOWN  AS  SECURITIES  ALLIED  CORPORATION)* 

A.  Summary 

Chatham  Phenix  Allied  Corporation,  organized  on  September  28,  1929,  under 
the  laws  of  Delaware,  was  sponsored  by  Chatham  Phenix  Corporation,  the  security 
affiliate  of  Chatham  Phenix  National  Bank  &  Trust  Company  of  New  York. 

The  investment  company  issued  $2,000,000  shares  of  capital  stock;  1,900,000 
nonvoting  shares  were  offered  to  the  public  at  a  gross  price  of  $27  per  share, 
of  which  the  investment  company  was  to  receive  $25  per  share;  and  the  remaining 
100.000  shares,  which  had  the  sole  voting  power,  were  sold  to  the  security 
affiliate  at  $25  per  share.  Chatham  Phenix  Corporation  therefore  with  an  in- 
vestment of  $2,500,000  acquired  absolute  control  of  the  investment  company  with 
total  assets  of  $50,000,000.    The  security  affiliate  obtained  approximately  $2,245,000 

^2  Id.,  at  14864   5. 

i^As  at  Dpcembpr  31,  1935,  the  net  assets  of  the  investment  company  totaled  $928,000, 
as  compared  with  a  ni-t  investment  by  the  stockholders  of  $5,400,000,  as  of  Docember  31, 
1935,  after  giving  effect  to  repurchases  by  the  investment  company  of  $6,250,000  of  its 
own  securities  and  the  payment  of  dividends  of  $1,600,000.  (Op.  cit.  supra,  note  1, 
Commission's  Exhibit  No.   1437.) 

♦Commissioner  Frank  did  not  participate  in  the  consideration  of  this  account  of 
Chatham  Phenix  Allied  Corporation. 
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in  selling  commissions  and  trading  profits  incident  to  the  public  offering  of  the 
nonvoting  shares,  which  was  only  $255,000  less  than  the  cost  to  it  of  the  100,000 
voting  shares. 

The  security  affiliate,  which  headed  the  selling  syndicate,  agreed  to  pay  for 
the  2  000,000  shares  at  $25  a  share  on  October  8,  1929.  On  this  date  the  seciirity 
affiliate  delivered  its  check  on  Chatham  Phenix  National  Bank  &  Trust  Company 
for  $50,000000  in  payment  therefor.  However,  on  October  9,  1929,  when  the 
check  was  presented  for  payment,  the  drawer,  the  security  affiliate,  had  only 
$32,000,000  on  deposit  with  the  bank.  The  bank,  however,  honored  the  check, 
presumably  because  of  the  common  management  of  the  bank,  of  the  security 
affiliate  and  of  the  investment  company.  In  effect,  the  bank  allowed  an  over- 
draft of  $18,000,000  in  favor  of  the  S3curity  affiliate.  To  meet  the  overdraft,  the 
security  affiliate  then  borrowed  $18,0C0  000  from  Chatham  Phenix  Allied  Corpora- 
tion— the  investment  company  which  the  security  affiliate  had  sponsored  and 
whose  securities  it  had  agreed  to  purchase  for  cash.  The  loan  remained  open 
and  was  not  paid  in  full  until  1931  when  the  investment  company  was  sold 
to  Atlas  Corporation.  In  various  prospectuses  and  applications  for  listings  on 
stock  exchanges,  the  investment  company  stated  it  had  received  payment  in  full 
of  $50  000,000  in  cash  for  its  shares. 

During  the  period  of  management  of  the  investment  company  by  the  security 
affiliate  of  the  bank,  the  investment  company's  funds  were  used  to  trade  in  the 
stock  of  the  bank  in  the  declining  market  after  October  1929. 

The  investment  company  sustained  losses  of  $5,800,000  in  transactions  in  which 
almost  all  of  the  directors  of  the  investment  company  were  pecuniarily  interested 
and  sustained  losses  of  $3,200,000  in  investments  in  companies  of  which  directors 
of  the  investment  company  were  also  directors.  The  depreciation,  as  at  December 
31,  1930,  in  investments  made  in  companies  having  some  association  or  connec- 
tion with  the  sponsor,  or  the  officers  or  directors  of  the  investment  company,  was 
61%.  This  shrinkage  may  be  compared  with  a  figure  of  less  than  30%  consti- 
tuting the  decline  in  investments  made  in  companies  having  no  such  connection. 

The  largest  single  loss  sustained  by  the  investment  company.  $5,410,930,  arose 
from  a  purchase  of  debentures  of  Empire  State.  Inc.,  costing  $6,075,000.  This 
investment  was  made  after  a  prior  investment  of  $5,000,000  had  been  made  by  a 
syndicate  of  which  the  sponsor  was  the  manager  and  which  consisted  of  twelve 
of  the  bank's  directors  ( elsven  of  whom  were  directors  of  the  investment  com- 
pany) to  build  the  Empire  State  Building  in  New  York  City. 

When  the  performance  and  activities  of  the  investment  company  began  to  react 
against  the  reputation  of  the  bank  in  1931,  the  security  affiliate,  which  had  rep- 
resented that  it  would  hold  the  voting  stock  of  the  investment  company  as  a 
permanent  investment,  sold  such  stock  together  with  a  large  block  of  the  invest- 
ment company's  nonvoting  stock  to  Atlas  Corporation  for  more  than  $8,000,000, 
a  price  which  exceeded  both  the  market  and  asset  value  of  the  stock.  Notice  of 
the  sale  of  control  of  the  investment  company  was  not  given  to  its  stockholders 
until  after  its  consummation. 

Atlas  Corporation  borrowed  the  $8,000,000  it  needed  to  make  this  purchase  and 
these  funds  enabled  the  security  affiliate  to  repay  its  indebtedness  to  the  invest- 
m.ent  company.  But  simiiltaneously.  Atlas  Corporation,  with  the  knowledge  and 
consent  of  the  security  affiliate  but  without  the  knowledge  of  the  investment  com- 
pany's stockholders,  sold  to  the  investment  company  for  $8,000,000  large  blocks 
of  the  securities  of  other  investment  companies.  With  the  proceeds  of  these  sales 
Atlas  Corporation  repaid  the  loans  it  had  made  to  obtain  the  funds  necessary  to 
purchase  control  of  the  investment  company  from  the  security  affiliate. 

On  the  date  that  Atlas  Corporation  had  acquired  control,  the  investment  com- 
pany had  assets  of  approximately  $31,000,000  consisting  of  cash  and  diversified 
securities.  As  a  result  of  the  shift  in  control,  the  investment  company  had  placed 
a  substantial  portion  of  its  assets  in  the  securities  of  other  investment  companies. 
By  December  8,  1933,  when  the  investment  company  was  dissolved,  approximately 
$27,000,000  of  its  funds  were  invested  in  the  securities  of  other  investment 
companies  controlled  by  Atlas  Corporation. 

B.  Organization 

Chatham  Phenix  Allied  Corporation  was  incorporated  under  the 
laws  of  Delaware  on  September  28,  1929/  under  the  sponsorship  of 

1  Public  Examination,  Chatham  Phenix  Allied  Corporation,  Commission's  Exhibit  No. 
1588. 
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Chatham  Plienix  Corporation,  the  security  affiliate  of  Chatham  Phenix 
National  Bank  &  Trust  Company  of  New  York  City.^  The  security 
affiliate  was  en<Taged  primarily  in  the  investment  banking  business, 
buying  and  selling  securities  and  the  other  usual  activities  of  bank 
security  affiliates.^ 

As  was  the  general  practice  prior  to  the  enactment  of  the  Banking 
Act  of  1933,  which  divorced  national  banks  from  their  security  affili- 
ates, the  stock  of  Chatham  Phenix  Corporation,  the  security  affiliate, 
was  physically  attached  to  the  stock  of  the  bank  and  was  not  trans- 
ferable except  with  the  bank  stock.  The  stock  of  the  security  affiliate 
was  held  in  a  voting  trust  of  which  the  trustees  were  Louis  G.  Kauf- 
man, president  and  a  director  of  the  bank ;  Samuel  McRoberts,  chair- 
man of  the  board  of  directors  of  the  bank ;  Ellis  P.  Earle,  Haley  Fiske, 
and  Richard  H.  Higgins,*  directors  of  the  bank.^ 

The  bank  and  the  security  affiliate  controlled  the  investment  com- 
pany, Chatham  Plienix  Allied  Corporation,  because  the  security  affili- 
ate acquired  all  the  voting  stock  of  the  investmient  company  and  all 
the  directors  of  the  investment  company  were  officers  or  directors  of 
the  bank,*'  with  Samuel  McRoberts,  president  of  the  investment 
company.'^ 

Samuel  McRoberts  testified  that  this  identity  of  management  of  the 
bank,  the  security  affiliate,  and  the  investment  company  was  inten- 
tional,^ and  was  strongly  emphasized  in  the  literature  offering  the 
stock  of  Chatham  Phenix  Allied  Corporation  to  the  public.^  Mr.  Mc- 
Roberts stated  that  "it  was  the  strength  of  the  offering  that  the  group 
had  that  control."  ^^ 

Several  reasons  evidently  motivated  the  organization  of  the  invest- 
ment company.  Its  avowed  purpose  was  to  operate  as  a  general  invest- 
ment company.     Tlie  prospectus  stated  :  ^^ 

2  Id.,  at  1.5424. 

»Id.,  at  1.5420-1. 

*  Id.,  at  15410. 

^Moody's  Manual  of  Investments,  Banks,  etc.,  1929  p.  2.54. 

«0p.  cit.  supra,  note  1,  at  15425. 

^  The  followirg  table  illustrates  tbe  interlocking  directorates  of  the  bank,  the  security 
affiliate,  and  the  investment  company  (id..  Commission's  Exhibit  No.  1589  and  Moody's 
Manual  of  Investments,  Banks,  etc.,  1930,  pp.  164,  165,  2250)  : 

Bank  Seruritp  affiliate  Investment  company 

{32  directors)  (9  directors)  (16  directors) 

1.  Samuel  McRoberts.  Samuel  McR(  berts.  Samuel  M-Hcberts. 

2.  (*•).  Rollin  C.  Bortle.       •  Rnl'in  C.  Bortle. 
.3.  William  B.   .Toyce.  William  B.  .Joyce.  William  1!.  Joyce. 

4.  Richard  H.   Ilizgins.  Richard  IT.   Iliggins.  Ricbard   H.   Iliggin.s. 

5.  Louis  O.   Kaufman.  Louis  G.  Kaufman.  Louis  O.   Kaufman. 

6.  Ellis  P.  Earlp.  Ellis  P.  Earle.  Ellis  P.  Earle. 

7.  J.  Frederich  Talcott.  J.  Fredcrich  Talcott.  J.   Freder.ch  Talcott. 

8.  S.   B.  Thorne.  S.  B.  Thorne.  S.  B.  Tborne. 

9.  Edgar  S.  Bloom.  Edgar  S.  Bloom.  Edgar  S.  Bloom. 

10.  Harold  I.   Pratt.  Harold  I.  Pratt. 

11.  Edward  P.  Button.  Edward  F.  Hutton. 

12.  Frank  Pbillips.  Frank  Phillips. 

13.  George  MacDonald.  (ieorije  MacDonald. 

14.  Eugene  E.  du  Pont.  Eug-ene  E.  du  Pont. 

15.  Fred  M.  Kirby.  Fred  M.  Kirbv. 

16.  Van  Lear  Black  (and  17  others).  V'an  Lear  Black. 

♦Rollin  C.  Bortle,  although  not  a  director  of  the  bank,  was  a  vice  president. 

'Op.  cit.  supra,  note  1,  at  15425. 

»  Id.,  Commission's  Exhibit  No.  1589  and  the  reply  to  the  Commission's  questionnaire 
for  Securities  Allied  Corporation,  pt.  I  (Exhibit  9). 

'«Op.  cit.  .supra,  note  1.  at  15429. 

"  Reply  to  the  Commission's  que9|tionnalre  for  Securities  Allied  Corporation,  Pt.  I  (Ex- 
hibit 9). 
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Chatham  Phenix  Allied  Corporation,  to  be  organized  under  the  laws  of  Dela- 
ware, will  be  empowered  by  its  charter  to  buy.  sell,  and  trade  in  equities,  stocks, 
and  securities  of  any  kind,  to  participate  in  underwritings  and  syndicates,  and 
to  engage  in  such  other  investment  activities  as  its  Board  of  IDirectors  may 
determine. 

It  appears,  however,  that  the  promoters  created  the  investment  com- 
pany to  raise  a  large  fund  to  be  used  to  reorganize  enterprises  which, 
it  was  believed,  would  shortly  require  financial  rehabilitation. 

"With  reference  to  the  reasons  for  organizing  the  company/-  Mr. 
McEoberts  testified  :^^ 

Q.  What  did  you  visualize  the  nature  of  the  business  of  the  Allied  Corpora- 
tion to  be?     That  is,  at  the  time  that  you  discussed  its  organization. 

A.  Well,  there  seemed — or  a  forecast  of  the  future  would  seem  to  indicate 
that  there  was  some  need  of  some  large  units  of  capital  to  be  used  in  the  reor- 
ganization of  the  companies.  That  was  on  the  theory  that  we  were  con- 
fronted with  a  reaction  in  the  security  market,  and  probably  quite  a  severe 
one,  from  general  finances  of  the  industrial  situation  of  the  country. 

If  that  forecast  had  been  correct  as  to  the  extent  of  it.  there  would  have  been 
many  industrial  institutions  that  would  need  reorganization.  That  would  re- 
quire large  units  of  capital  to  do  it  successfully.  That  was  the  expectation 
that  led  me  to  approve  the  formation  of  the  company. 

Q.  Of  course,  this  was  in  September  of  1929,  when  it  was  ultimately  organ- 
ized, and  there  weren't  any  substantial  rumblings  with  respect  to  any  stock  mar- 
ket crash,  were  there,  at  that  time? 

A.  No. 

Q.  As  I  recall  it,  business  conditions  were  still  good? 

A.  Underlying ;  no. 

Q.  But  you  believed  that  superficially  they  were  good  but  fundamentally 
they  weren't? 

A.  The  speculative  spirit  was  running  very  high. 

Q.  And  I  suppose  with  that  feeling  that  fundamentally  the  busines.s  condi- 
tion of  the  country  was  unsound  although  its  accurate  condition  was  not  shown 
by  the  ticker  tape  of  the  New  York  Stock  Exchange,  you  say  that  *  *  *  the 
Allied  Corporation  was  formed  to  anticipate  the  possible  recognition  of  the 
fimdamental  unsoundness  of  busine.ss? 

A.  Well,  to  take  care  of  a  situation  that  at  least  I  thought  was  fairly  sure 
to  occur. 

That  the  promoters  anticipated  a  marked  business  depression  and 
that  the  funds  of  the  investment  company  would  be  used  to  reorgan- 
ize failing  industrial  institutions  was  not  disclo.?ed  in  any  prospectus 
nor  referred  to  in  any  selling  campaign. 

On  September  30.  1929,  the  sponsor  agreed  to  purchase  all  the 
voting  stock  of  the  investment  company,  100,000  shares,  and  1,900,- 
000  shares  of  nonvoting  stock  of  the  authorized  3.000,000  shares  of 
capital  stock  of  Chatham  Phenix  Allied  Corporation  at  a  price  of 
$25  per  share,  to  net  the  corporation  $50,000,000."  Delivery  and 
payment  for  the  shares  were  to  be  concurrently  made  on  October  8, 
1929."  The  prospectus  offering  the  nonvoting  stock  set  forth  that 
Chatham  Phenix  Corporation  was  to  acquire  all  of  the  voting  stock 
as  an  ''investment.'' ^'^     Thus  with  an  investment  of  $2,500,000,  the 

»  A  letter  dated  September  20.  1929.  to  the  stockholders  of  the  bank,  signed  by  Rollin 
C.  Bortle  as  president  of  the  secnrity  affiliate,  the  sponsor,  soliciting  the  purchase  of  the 
stock  of  the  investment  company,  stated  libid.)  :  "The  organization  of  the  corporation 
will  afford  the  means  of  participation  in  financial  activities  which  are  beyond  the  ordinary 
activities  of  the  Chatham  Phenix  National  Bank  &  Trust  Company  or  of  its  affiliate, 
Chatham  Phenix  Corporation." 

*^0p.  tit.  supra,  note  1,  atl.5422— 3. 

"Id.,   at   15426-7. 

« Id.,  at  154-3.3  and  Commission's  Exhibit  No.  1590. 

« Id.,   Commission's   Exhibit   No.    1-589. 
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Chatham  Phenix  Corporation  acquired  sole  and  absolute  control  of 
the  investment  company  with  total  assets  of  $50,000,000.  In  fact, 
since  Chatham  Phenix  Corporation  derived  approximately  $2,245,- 
000  ^"  in  selling  commissions  and  trading  profits  incident  to  the  pub- 
lic offering  of  the  nonvoting  shares,  the  cost  to  this  affiliate  for  the 
100,000  shares  of  voting  stock  was  only  $255,000  more  than  the  profit 
it  derived  from  the  offering. 

The  representation  that  the  sponsor  would  purchase  the  control 
and  hold  it  for  permanent  investment  was  the  "strength  of  the  of- 
fering."    Mr.  McRoberts  testified :  ^^ 

A.  It  was  the  strength  of  the  ofEeriug  that  the  group  had  that  control.  That 
is  what  made  the  stock  so  well  received  by  the  public. 

Q.  It  was  the  feeling  of  confidence  that  a  stockholder  would  have  that  his 
corporation  was  being  controlled  by  the  officers  and  directors  of  the  bank,  and 
was  directly  owned  by  a  security  affiliate  of  the  bank,  which  was  being  super- 
vised by  banking  officials  and  banking  authorities,  and  he  could  give  a  sigh 
of  relief  that  that  stock  was  not  in  strange,  incompetent  hands,  is  that  correct? 

A.  That  is  correct 

However,  as  will  be  seen,  the  sponsor  sold  control  to  Atlas  Cor- 
poration in  August  of  1931,  less  than  two  years  later,  without  pre- 
viously informing  the  stockholders  of  Chatham  Phenix  Allied  Cor- 
poration of  the  proposed  transfer.^® 

C.  Public  Offering  of  Shares  of  Chatham   Phenix  Allied 

Corporation 

Late  in  September  of  1929,  the  security  affiliate  and  a  selling  group 
of  dealers  offered  to  the  public  at  a  priceof  $27  per  share  the  1,900,000 
shares  of  the  nonvoting  stock.  The  gross  selling  commission  to  the 
security  affiliate  was  $2  per  share.  After  payment  of  selling  group 
connnissions  and  after  including  profits  made  by  the  security  affiliate 
from  trading  in  the  stock  of  the  investment  company,  its  profit  was 
$2,245,000.-" 

On  October  8,  1929,  the  date  on  which  Chatham  Phenix  Allied  Cor- 
poration was  to  receive  $50,000,000  from  the  security  affiliate,  its 
sponsor,  in  payment  for  the  100,000  shares  of  its  voting  stock  and  for 
the  $1,900,000  shares  of  its  nonvoting  stock,  the  security  affiliate  actu- 
ally had  on  deposit  -^  with  Chatham  Phenix  National  Bank  &  Trust 
Company  only  $3,892,995.  Nevertheless,  on  October  8,  1929,  the  se- 
curity affiliate  delivered  t<^  the  investment  company  a  check  in  the 
sum  of  $50,000,000  drawn  on  Chatham  Phenix  National  Bank  &  Trust 
Company  to  the  order  of  the  investment  company,"  On  October  9, 
1929,  when  the  check  was  presented  for  payment,  the  cash  balance  of 
the  security  affiliate  at  the  bank  was  only  $32,341,600.-3  However,  on 
that  date  the  bank  honored  the  check. 

"Id.,  at  3  5564. 

"Id.,  at  15429. 

>"  Id.,  at  15430  and  Conmiissloiis  Exhibit   No.   1617. 

»>  Id.,  at  15562-4.  The  ti'uling  profits  were  apparently  derived  from  purchases  and  sales 
during  the  distribution  of  the  Chatham  Phenix  Allird  Corporation  stock  to  the  public  by 
the  soiling  group.      (Ibid.) 

^  Id.,   Comniis>=ion's  Exhibit  No.   1593. 

=2  Id..  Commisj^ion's  Exhibit  No.   1592. 

«  Id.  ,at  155.56,  15437-8  and  Commission's  Exhibit  No.  1593. 
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Although  Mr.  McKoberts,  president  of  Chatham  Phenix  Allied 
Corporation,  insisted  that  the  public  offering  of  the  nonvoting  shares 
had  been  successful,^*  he  admitted  that  there  had  been  a  delay  by  the 
selling  group  in  taking  down  and  paying  its  subscriptions  for  the 
stock.^^ 

In  order  to  clear  the  check  in  the  amount  of  $50,000,000,  the  invest- 
ment company  on  October  9,  1929  authorized  the  bank  to  debit  the 
investment  company's  account  in  the  sum  of  $18,000,000  and  to  credit 
the  security  affiliate's  account  in  that  amount. 

As  to  this  transaction,  Mr.  McRoberts  stated : 

*  *  *  I  didn't  know  until  long  afterwards  that  there  was  any  discrepancy 
in  the  affliate's  account  with  the  bank  when  they  issued  the  $50,000,(100  check, 
and  I  did  learn  it  afterwards  but  at  the  time  nothing  was  said  to  me  about  it, 
but  they  came  to  us,  and  asked  us  to  loan  them  $18,000,000  against  these  unpaid 
subscriptions,  and  well,  we  had  no  hesitation  in  doing  it  because  there  was  a 
very  powerful  syndicate  back  of  those  subscriptions,  and  they  had  to  be  paid. 

The  loan  was  evidenced  by  a  debit  slip  signed  by  the  treasurer  of 
the  security  affiliate.-® 

Despite  Mr.  McRoberts'  assertion  that  the  honoring  of  the  $50,- 
000,000  check  drawn  by  the  securit}^  affiliate  against  insufficient  funds 
constituted  a  payment  in  cash,-^  it  is  obvious  that  as  a  result  of  these 
transactions  in  which  the  bank  participated.  Chatham  Phenix  Allied 
Corporation  received  for  its  stock,  instead  of  $50,000,000  in  cash,  only 
$32,000,000  in  cash  and  the  initially  unsecured  promise  of  the  security 
affiliate  to  pay  the  additional  $18,000,000.  For  almost  two  years  a 
substantial  proportion  of  the  funds  of  the  investment  company  was 
involved  in  this  loan  to  its  sponsor,  the  security  affiliate,  and  the  in- 
debtedness was  only  completely  repaid  on  August  17,  1931,  when  the 
security  affiliate  transferred  control  of  the  investment  company  to 
Atlas  Corporation.  Apparently  the  security  affiliate  was  only  able 
to  obtain  sufficient  funds  to  repay  its  indebtedness  to  the  investment 
company  (then  amounting  to  over  $10,000,000)  by  selling  to  Atlas 
Corporation  the  100,000  shares  of  voting  stock  of  the  investment  com- 
pany, together  with  a  large  block  of  nonvoting  stock  of  the  invest- 
ment company  that  it  held."'' 

Mr.  McRoberts,  who  was  the  president  of  the  investment  company, 
chairman  of  the  board  of  directors  of  the  bank  and  director  of  the 
security^  affiliate,  and  who  received  the  check  for  $50,000,000  on  behalf 
of  the  investment  company,  testified  that  he  did  not  know  whether 
the  maker  of  the  check,  the  sponsor,  had  $50,000,000  on  deposit  on 
October  8, 1929,^^  but  recalled  only  that  the  check  was  delivered  to  him 

21  Id.,  at   15555. 

-*  Id.,  at  15440.  Apparently  a  considerable  block  of  Chatham  Phenix  Allied  Corporation 
stock  was  never  finally  placed  by  the  security  affiliate  with  the  public.  As  at  November 
14,  1929,  the  minutes  of  a  meeting  of  the  board  of  directors  of  Chatham  Phenix  Corporation 
indicate  that  it  was  carrying  463,352  shares  of  Chatham  Phenix  Allied  Corporation  stock. 
(Id.,  at  15559.)  As  at  August  17,  1931,  when  the  security  affiliate  transferred  control  of  the 
investment  company  to  Atlas  Corporation,  it  held  418,368  shares  of  the  investment 
■company  stock.      fSee  also  note  141,  infra.) 

2<'  Id.,  at  15445-7  and  Commission's  Exhibits  Nos.  1592,  1593,  1595. 

"Id.,  at  15445. 

■■^  Id.,  at  15445-55  and  Commission's  Exhibit  No.   1.595. 

^''Id.,  at  15448. 

">  The  manner  of  this  repayment  and  the   transfer  of   con|trol  will   be  discussed   later. 

SI  Op.  cit.  supra,  note  1,  at  15435  and  155r.t5. 
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and  that  he  ordered  the  stock  issued.^-  Mr.  McRoberts  admitted,  how- 
ever, that  the  records  sho^ved  that  the  sponsor  did  not  have  the 
$50,000,000  in  cash  witli  which  to  meet  its  commitment :  -'^ 

Q.  The  security  affiliate  which  was  closely  tied  up  with  the  bank,  being  the 
same  stockholders,  on  October  8th,  when  it  had  to  meet  its  commitment  of 
$50,000,000,  did  not  have  $50,000,000  in  cash. 

A.  It  would  seem  to  indicate  it  from  those  records. 

******* 

Q.  Well,  the  fact  is.  General,  that  without  this  debit  slip.  Commission's  Ex- 
hibit 1595,  which  enabled  the  bank  to  put  a  credit  on  the  account  of  the  security 
affiliate,  there  wouldn't  have  been  the  $50,000,000  there  to  meet  the  check. 

A.  They  would  have  been  overdrawn. 

That  a  disclosure  to  the  public  of  the  failure  of  the  security  affiliate 
to  raise  the  $50,000,000  in  cash  on  the  date  of  payment  to  Chatham 
Phenix  Allied  Corporation  might  have  had  an  adverse  effect  upon  the 
prestige  and  reputation  of  the  bank,  Chatham  Phenix  National  Bank 
&  Trust  Company,  was  conceded  by  Mr.  McEoberts :  ^* 

Q.  *  *  *  If  I  may  go  back  to  the  origination  of  the  Allied  Corporation,  it 
was  quite  essential,  was  it  not,  that  as  far  as  the  bank  was  concerned  that  the 
impression  should  not  go  out  among  the  public  that  the  issue  of  securities  of  the 
Allied  Corporation  was  not  being  successfully  floated,  otherwise  it  might  redound 
to  the  damage  of  the  bank;  isn't  that  so? 

A.  Well,  it  never  arose,  because  it  was  very  successful. 

Q.  I  was  talking  hypothetically. 

A.  If  it  had  failed,  you  mean? 

Q.  If  the  issue  was  a  failure,  of  course,  that  would  reflect  on  the  bank ;  isn't 
that  so? 

A.  Possibly ;  to  some  extent,  I  mean. 

Q.  Because  here  they  were  sponsoring  an  investment  trust,  and  if  you  would 
not  sell  the  securities  immediately,  people  would  say,  "Well,  there  must  be  some 
difficulty  *  *  *  with  the  bank,  because  people  have  no  confidence  in  them 
and  will  not  buy,"     *     *     *     isn't  that  so? 

A.  Yes ;  that  is  ti'ue,  but  we  took  precautions  on  that. 

Q.  But  you  did  tell  us  that  in  October  when  payments  were  due  on  these 
various  subscriptions  that  there  was  a  lot  of  confusion,  and  that  the  $50,000,000 
on  these  subscriptions  was  not  physically  present  in  the  security  affiliate 
[Chatham  Phenix  Corporation]  on  October  9;  isn't  that  so? 

A.  That  is  true ;  some  of  the  subscriptions  had  not  been  paid. 

Mr.  McRoberts,  when  examined  as  to  whether  the  loan  was  not 
made  to  meet  certain  requirements  of  the  Delaware  law  under  which 
the  company  was  incorporated,  testified :  ^^ 

Q.  Now,  of  course,  it  would  make  a  very  substantial  difference,  would  it  not, 
General — you  are  a  lawyer — whether  there  was  $50,000,000  of  cash  paid  for  this 
stock  rather  than  $32,000,000  of  cash,  and  $18,000,000  being  in  the  form  of  an 
obligation;  isn't  that  so? 

A.  But  I  don't  think  that  is  so,  or  was  so,  in  that  situation. 

Q.  I  am  just  talking  abstractly. 

A.  Certainly,  it  would  make  a  difference  of  $18,000,000. 

Q.  And  it  would  make  a  difference  in  the  legal  effect — in  the  legal  conse- 
quences, because  under  the  Delaware  law  you  cotild  not  issue  stock  on  credit. 

A.  I  didn't  issue  it  until  we  had  a  credit  in  the  bank  of  $.50,000,000. 

Q.  Also,  if  the  stock  was  not  issued  for  cash,  but  was  issued  for  credit,  you 
could  not  pay  dividends  on  the  stock  which  was  issued  for  credit  under  the 
Delaware  law ;  you  know  that. 

A.  Yes;  certainly. 

«2Id.,  at  154.36. 
wid.,  at  15446-7. 
**  Id.,  at  15554-6. 
s'ld.,  at  15556-7. 
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Q.  So  that  it  was  essential  that  the  transaction  be  such  that  the  stock  be 
issued  for  cash  on  October  9th;  isn't  that  so? 

A.  Yes,  sir ;  that  is  right. 

Q.  And  you  say  that  it  wasn't  deliberately  done  to  give  yon  a  credit  of 
$50,000  000  and  an  $18,000,000  loan  made  right  back? 

A.  No,  sir. 

Q.  You  say  that  those  two  transactions  were  .separate  and  independent? 
Is  that  right? 

A.  That  is  right. 

No  collateral  was  initially  given  by  the  sponsor  for  this  loan  of 
$18,000,000.  Mr.  IMcRoberts  testified  that  because  it  was  expected  that 
the  loan  would  run  only  a  few  days  and  he  had  absolute  confidence 
in  the  officers  of  the  sponsor,  no  collateral  was  required.^*'  However, 
practically  an  open  account  existed  between  the  sponsor  and  the 
investment  company  during  the  entire  period  of  almost  two  years  that 
the  sponsor  remained  in  control,-^"  and  the  indebtedness  of  the  sponsor 
to  the  investment  company  always  exceeded  $7,000,000  ^^  initil  finally 
paid  in  August  1931. 

The  first  entry  in  the  loan  account  was  the  $18,000,000  occasioned 
by  the  loan  granted  the  sponsor  on  October  9,  1929,''°  in  connection 
with  the  underwriting  of  the  investment  company  shares.  By  Octo- 
ber 14,  1929,  the  security  affiliate  had  repaid  $11,000,000  of  its 'indebt- 
edness to  Chatham  Phenix  Allied  Corporation,  leaving  a  balance  due 
of  $7,000,000.-^°  Thereafter,  the  security  affiliate  made  additional 
loans  from  the  investment  company  which  were  collateralized.*^  On 
December  31, 1929,*-  the  secui-ity  affiliate  owed  Chatham  Phenix  Allied 
Corporation  $15,700,000;  on  December  31.  1930,*^^  $10,500,000;  and  on 
August  17, 1931,**  $10,556,994.  From  September  1929  to  August  1931, 
when  Atlas  Corporation  acquired  control  of  the  investment  company, 
an  average  of  $10,000,000  or  20%  of  the  assets  of  Chatham  Phenix 
Allied  Corporation  was  continuously  on  loan  to  the  sponsor,  Chatham 
Phenix  Corporation, 

1.  REPRESENTATIONS   IN   CONNECTION   WITH   PUBLIC 

OFFERING 

In  all  the  advertising  material  and  in  the  listing  applications  the 
representation  was  made  that  all  the  stock  of  the  investment  com- 
pany had  been  issued  for  $50,000,000  in  cash.*^  In  seeking  listing 
with  the  Boston  Stock  Exchange,  the  investment  company  repre- 
sented :  *° 

The  Corporation  has  received  payment  in  full  for  its  shares  at  the  rate  of 
$25  per  share  net  in  cash,  such  payment  having  been  made  on  or  about  Octo- 
ber 8,  1929. 

=«Id.,  at   15455. 

■"  Id.,  at  15456-61  and  Commission's  Exhibit  No.  1598, 

'"Id.,  at  15457-9. 

3"  Id.,  Commission's  Exhibits  Nos.  1594-1595. 

■">  Id.,  Commission's  Exhibit  No.  1596. 

*i  Ibid, 

12  Ibid. 

13  Ibid. 
"  Ibid. 

«Id.,  at  15556. 

«Td.,  Commission's  Exhibit  No.   1611. 
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In  a  letter  dated  December  4.  1929,  sent  by  tlie  sponsor  recom- 
mending purchase  of  tlie  investment  company  stock,  it  was  stated :  "^ 

Chatham  Phenix  Allied  Corporation  received  on  October  8,  1929,  $50,000,000 
in  cash  from  the  sale  of  2,000,000  shares  of  common  stock. 

******* 

This  Corporation  was  in  the  advantageous  position  of  having  $50,000,000  in 
cash,  all  of  which  was  available  when  the  serious  decline  in  the  Market  began, 
and  as  of  November  30,  1929,  the  Corporation  was  in  the  fortunate  position  of 
having  $36,615,725  in  cash,  call  or  time  loans,  which  is  over  72%  of  its  total 
assets,  and  amounted  to  $18.30  per  share  on  the  Common  Stock  outstanding. 
The  balance  of  its  assets  has  been  invested  mainly  in  listed  and  readily  market- 
able dividend-paying  common  stocks  of  the  leading  Railroad,  Public  Utility, 
and  Industrial  companies. 

The  Board  of  Directors,  all  the  members  of  which  are  also  directors  of  the 
Chatham  Phenix  National  Bank  and  Trust  Company,  consists  of  men  of  prom- 
inence and  outstanding  ability. 

As  a  matter  of  fact,  on  December  -t,  1929,  among  the  loans  referred 
to  above  was  the  loan  to  the  sponsor  which  then  amounted  to  $15,- 
500,000;  ***  and  among  the  securities  owned  were  13,870  shares  of 
Chatham  Phenix  National  Bank  &  Trust  Company  purchased  at  a 
net  cost  of  $1,690,806.20  «  in  a  declining  market  ="  after  October  25, 
1929. 

D.  Management  Activities 

1.  PORTFOLIO  INVESTMENTS 

The  investment  company  eventually  suffered  severe  losses  ^^  on 
investments  which  were  made  during  the  period  of  its  control  by  the 
security  affiliate.  Approximately  $5,800,000  was  lost  in  transactions 
in  which  the  sponsor  and  directors  had  directly  or  indirectly  a  sub- 
stantial pecuniary  interest.  In  addition,  losses  of  approximately 
$3,200,000  were  suffered  by  the  investment  company  on  investments 
in  companies  of  which  its  officers  or  directors  were  also  directors. 

2.  INVESTMENT  IN  EMPIRE  STATE,  INC. 

The  largest  single  loss  of  the  investment  company  was  sustained 
in  connection  witli  the  financing  of  the  erection  of  the  Empire  State 
Building  in  New  York  City  by  Empire  State,  Inc.  The  investment 
comi)an3^  had  })urcha8ed  $6,750,000  face  amount  of  debentures  of 
Empire  State,  Inc.,  at  a  cost  of  $6,075,000,  on  which  it  ultimately 
suffered  a  loss  of  $5,410,930.  Tliis  investment  was  directly  attribut- 
able to  the  relationsliip  of  the  investment  company  with  Chatham 
Phenix  National  Bank  &  Trust  C'ompany  and  its  security  affiliate, 
Cbatliam  Phenix  (V)rporation. 

Prior  to  the  organization  of  the  investment  company,  Bethlehem 
Engineering  Corjioration,  a  corporation  controlled  by  one  Floyd 
Brown  and  one  George  C^oughlan.  entered  into  a  contract  on  Novem- 
ber 21,  1928,  to  acquire  the  site  of  the  old  Waldorf  Astoria  Hotel  at 
34th  Street  and  Fifth  Avenue  in  the  city  of  New  York,^^  with  the 

«'0p.  cit   supra,  no,te  U,   Pt.  I    (Exhibit  10). 
-*"  Op.  rit.  supra,  note   1,  rommission's  Exhibit  No.   1596. 
«Id..  Commission'.^  Exhibit  No.   161S   (Schedule  3). 
"See  discussion,  infra,  p.  131. 

"Op.  cit.  supra,  note  1,  Commissions  Exhibit  No.  161S. 
^  Id.,  at  15468-71  and  Commission's  Exhibit  No.  1598. 
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purpose  of  erecting  upon  the  site  the  largest  office  building  in  the 
world.  The  contract  purchase  price  for  the  site  was  $3,000,000,  pay- 
able $1,500,000  prior  to  May  1,  1929,  and  $1,500,000  prior  to  June  1, 
1929/3  In  February  1929  Chatham  Phenix  National  Bank  &  Trust 
Company  advanced  to  Bethlehem  Engineering  Corporation  $1,- 
500,000  ^*  to  enable  that  corporation  to  make  the  initial  payment  on 
its  purchase  contract.  Bethlehem  Engineering  Corporation  there- 
after applied  to  the  Metropolitan  Life  Insurance  Company  for  a 
loan  of  $24,000,000  to  erect  the  building,  to  be  secured  by  a  first 
mortgage  upon  the  property."^^ 

Early  in  May  of  1929  Chatham  Phenix  National  Bank  &  Trust 
Company  demanded  payment  of  its  $1,500,000  loan  to  the  Bethlehem 
Engineering  Corporation ;  ^^  but  Messrs.  Brown  and  Coughlan,  who 
controlled  the  Bethlehem  Engineering  Corporation,  resisted  the  de- 
mand on  the  ground  that  their  arrangement  with  the  bank  was  in 
reality  a  joint  venture  to  erect  an  office  building  on  the  Waldorf 
Astoria  site — the  bank  to  finance  the  project  and  Bethlehem  Engi- 
neering Corporation  to  contribute  its  engineering  and  real  estate 
development  skill.^' 

Although  Samuel  McRoberts,  then  the  chairman  of  the  board  of 
directors  of  the  Chatham  Phenix  National  Bank  &  Trust  Company, 
characterized  these  claims  of  Brown  and  Coughlan  as  "wild,"  ^^  he 
admitted  that  had  a  law  suit  been  instituted  by  the  bank  to  enforce 
payment  of  the  loan,  the  public  disclosure  of  an  action  connecting  the 
bank  with  this  particular  real  estate  venture  involving  millions  of 
dollars  would  react  unfavorably  upon  the  bank's  reputation.^"  Mr. 
McRoberts  testified  that  to  avoid  this  consequence  and  also  because 
they  felt  it  to  be  a  good  investment,  several  of  the  directors  of 
Chatham  Phenix  National  Bank  &  Trust  Company  determined  to 
form  a  syndicate  to  acquire  the  contract  rights  of  Bethlehem  Engi- 
neering Corporation  to  purchase  the  real  property  and  to  proceed 
with  its  application  with  the  Metropolitan  Life  Insurance  Company 
for  a  loan  of  $24,000,000.''<' 

On  May  22,  1929,  the  Waldorf  Astoria  Building  Syndicate  ^^^  was 
formally  organized  with  the  security  affiliate,  Chatham  Phenix  Cor- 
poration, as  the  syndicate  manager.  Tlie  members  of  the  syndicate, 
all  of  whom  were  directors  of  the  bank,  agreed  to  become  liable  to 

^  Id., Commission's  Exhibit  No.  1598,  p.  2. 

"■•Icl.,  at  15475  and  Commission's  Exhibit  No.  1598  (Schedule  A,  Item  3). 

°=  Id.,  Commission's  Exhibit  No.  1598  (Schedule  A,  Commitment  2).  This  particular 
application  for  a  mortgage  was  never  granted  by  the  insurance  company.  A  subsequent 
application  by  the  succeeding  interests  for  $27,500,000  was  granted.     (See  infra.) 

^^  Op.  cit.  supra,  note  1,  at  15476. 

'■^  On  this  claim  Mr.  McRobexts  testified  as  follows  (id.,  at  15478-9)  : 

Q.  Will  you  give  us  as  much  detail  as  you  can  of  what  transpired  at  that  time, 
and  what  was  the  friction  that  existed? 

A.  Well,  they  claimed  an  understanding  to  the  effect  that  the  bank  was  a 
partner  with  them. 

Q.  That  is,  by  "them"  you  mean  Brown  and  Coughlan  claimed  that  when  you 
tried  to  enforce  collection  of  the  loan,  that  this  was  a  joint  venture  between 
Bethlehem  Engineerina;  Corporation  and  the  bank,  and  it  was  never  contemplated 
that  they  would  be  obligated  to  pay  that  loan? 

A.   Something  to  that  effect. 

'^  Op.  cit.  supra,  note  1,  at  15479. 

5"  Id.,  at  15480. 

<">  Id.,  at  154S0-1. 

«i  Id.,  Commission's  Exhibit  No.  1598. 
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the  syndicate  in   the   total   sum   of   $5,100,000"-    in    the   following 
amounts :  ^^ 


L.    G.    Kaufman $2,000,000 


Samuel    McRoberts- 

Frank   Phillips 

E.  P.  Earle 

E.  F.   Hutton 

F.  M.   Kirby 


500, 000 
500, 000 
500,  000 
500,  COO 
500,  000 


S.    B.    Thorne $100,000 

J.  F.  Talcott 100,000 

Edgar  S.  Bloom 100,000 

Max  S.  Weil 150,000 

Richard  H.  Higgins 50,000 

Wm.  B.  Joyce 100,000 


The  syndicate  raised  this  $5,100,000  by  borrowing  $2,700,000  from 
the  Chatham  Phenix  National  Bank  &  Trust  Company  and  $2,400,000 
from  the  security  affiliate."*  With  part  of  these  borrowed  moneys, 
the  syndicate  acquired  the  contract  of  Bethlehem  Engineering  Cor- 
poration to  purchase  the  Waldorf  Astoria  site  and  an  assignment  of 
the  application  of  Bethlehem  Engineering  Corporation  for  the 
$24,000,000  mortgage  loan  from  the  Metropolitan  Life  Insurance 
Company,''^  The  consideration  received  bj'  Bethlehem  Engineering 
Corporation  for  these  assignments  was  the  payment  by  the  syndi- 
cate of  the  "debt"  of  Bethlehem  Engineering  Corporation  in  the  sum 
of  $1,500,000  to  the  Chatham  Phenix  National  Bank  &  Trust  Com- 
pany. In  this  manner  the  "loan"  of  the  bank  to  Bethlehem  Engi- 
neering Corporation  was  repaid,  and  the  security  affiliate  and  bank 
became  involved  in  the  Empire  State  building  project. 

The  syndicate  agreement  contemplated  the  formation  of  a  corpora- 
tion to  take  over  the  contract  to  purchase  the  Waldorf  Astoria  site 
and  to  construct  the  building."'^  On  April  30,  1929,  a  corporation 
known  as  Enyan  Corporation  °''  was  formed  by  the  syndicate  for  this 
purpose.  In  June  of  1929,  the  name  of  this  corporation,  after  several 
changes,  became  Empire  State,  Inc.®^  One-half  of  the  capital  stock 
of  the  Empire  State,  Inc.  was  issued  to  the  syndicate  in  consideration 
of  the  transfer  to  the  corporation  by  the  syndicate  of  the  contract  to 
acquire  the  site  (the  contract  was  valued  at  $2,500,000,  the  amount  of 
the  payments  which  had  by  then  been  made  under  it)  and  $2,500,000 
in  cash.*'^  The  Empire  State,  Inc.  stock  received  by  the  syndicate 
was  deposited  with  the  security  affiliate  as  collateral  for  the  loans 
aggregating  $5,100,000  which  were  made  to  the  syndicate  by  the 
security  affiliate  and  Chatham  Phenix  National  Bank  &  Trust  Com- 
pany."°  This  collateral  was  to  secure  the  bank  and  the  security  affil- 
iate jointly,  and  the  proceeds  thereof  w^ere  to  be  shared  by  the 
lenders  in  the  event  of  default  on  the  loans  in  the  ratio  that  each 
loan  bore  to  the  total  loan.'^ 

The  remaining  half  of  the  stock  of  Empire  State,  Inc.,  was  pur- 
chased for  the  sum  of  $5,000,000  by  Pierre  S.  du  Pont  and  John  J. 
Raskob,  whom  Louis  G.  Kaufman,  the  chairman  of  the  board  of 

"2  1(1.,  at  15482. 

"Id.,  at  15483-^. 

•w  Id.,  at  15486-7. 

«»Id.,    Commis-sion's    Exhibit   No.    1.598    (Schedule   A,    Commitment   2). 

"wid.,  Commission's  Exhibit  No.  1598  (p.  3). 

^  Id.,  Commi.ssiou's  Exhibit  No.  1597. 

«8Id.,  at  15485. 

•»  Id.,  at  15493^,   15502. 

"">  Id.,  at  15540  and  Commission's  Exhibit  No.  1608. 
"Id.,  Commission's  Exhibit  No.  1608. 
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directors  of  Chatham  Phenix  National  Bank  &  Trust  Company  and 
one  of  the  syndicate  members,  had  interested  in  the  venture.'- 

The  plans  and  specifications  prepared  by  Empire  State,  Inc.,  for 
the  office  building  to  be  erected  on  the  Waldorf  Astoria  site  contem- 
plated the  erection  of  an  85-story  edifice,  at  a  cost  of  approximately 
$51,000,000."  To  meet  this  estimated  cost.  Empire  State,  Inc.  had, 
as  has  been  indicated,  received  cash  and  other  assets  valued  at  a  total 
of  $10,000,000  as  consideration  for  the  issuance  of  its  capital  stock. 
In  addition.  Empire  State,  Inc.,  in  the  latter  part  of  1929,  had  ob- 
tained a  loan  of  $27,500,000  from  the  Metropolitan  Life  Insurance 
Company.^*  This  loan  was  secured  by  a  first  mortgage  upon  the  land 
and  the  projected  building.  It  was  contemplated  that  the  remainder 
of  the  funds  necessary  to  complete  the  building  would  be  raised  by 
Empire  State,  Inc.  through  a  public  sale  of  second  mortgage  bonds.'^^ 

The  foregoing  account  indicates  the  situation  of  the  Empire  State 
building  venture  on  September  28,  1929,  when  the  investment  com- 
pany, Chatham  Phenix  Allied  Corporation,  was  created. 

Approximately  $12,000,000  was  required  by  Empire  State,  Inc.  to 
complete  the  construction  of  the  building.^"  It  proposed  to  raise  these 
funds  by  an  issue  of  $13,500,000  face  amount  of  debentures  secured 
by  a  second  mortgage  on  the  building.  The  debentures  were  to  be 
sold  at  a  10%  discount  to  the  purchasers  and  were  to  be  accompanied 
by  a  bonus  of  common  stock.  That  the  raising  of  the  additional  funds 
was  imperative  is  indicated  by  the  following  testimony  by  Louis  G. 
Kaufman,  former  president  of  the  Chatham  Phenix  National  Bank 
&  Trust  Company :  ^^ 

Q.  *  *  *  Now,  if  the  second-mortgage  money  could  not  be  raised,  then,  of 
course,  the  investment  of  the  officers  and  directors  of  the  syndicate  was  jeopard- 
ized, isn't  that  so? 

A.  Tliat  is  true  if  the  money  could  not  have  been  raised,  but  perhaps  it  could 
have  been  raised  on  a  building  proposition  of  a  much  smaller  scale. 

Q.  But  if  the  original  plans  were  adhered  to  and  the  building  to  cost  approxi- 
mately $5O,0COO0O  was  to  be  erected,  you  had  to  raise  at  least  $12,000,000  addi- 
tional or  else  you  couldn't  go  through  with  your  project? 

A.  We  thought  it  desirable  to  raise  it  to  cover  any  contingency  or  emergency 
that  might  arise,  that  senior  to  the  $10,000,000  the  participants  put  in  the  propo- 
sition. In  other  words,  the  ten  million,  if  I  may  explain  it,  that  our  associates 
put  in  the  proposition  was  naturally  subordinate  to  the  second-mortgage  bonds. 

Q.  I  understand  that,  and  yet  if  you  didn't  get  the  twelve  million  senior  money, 
the  ten  million  that  had  been  put  in  might  have  been  jeopardized ;  isn't  that  so? 

A.  If  we  couldn't  have  raised  it.  That  is  always  a  possibility  in  every  business 
risk. 

Mr.  Kaufman  conceded  that  a  public  offering  of  Empire  State,  Inc. 
debentures  at  that  time  would  probably  have  been  unsuccessful.^^  In 
this  situation,  the  syndicate  members  and  Messrs.  Raskob  and  du  Pont 
were  faced  with  the  alternatives  of  abandoning  the  venture  with  a  pos- 
sible loss  to  them  of  $10,000,000,  or  of  erecting  a  smaller  building  and 
thereby  depriving  the  venture  of  the  uniqueness  of  size  which  was 

'2  Id.,  at  15490-1.     Messrs.   Kaufman,   Raskob,   and  du  Pont  were   fellow  directors  of 
General  Motors  Corporation.      (Id.,  at  15472.) 
■^2  Id.,  Commission's  Exhibit  No.  1599. 

"Id.,  at  15492  and  Commission's  Exhibit  No.  1603  (p.  2). 
'5  Id.,  at  15491.  15494. 
'«>  Id.,  Commission's  Exhibit  No.  1600. 
'■  Id.,  at  1550.3. 
'3  Id.,  at  15504. 
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considered  commercially  attractive,  or  of  personally  advancing  the 
additional  $12,000,000  required  to  complete  the  construction  of  the 
building." 

The  last  alternative  was  adopted.  Messrs.  Easkob  and  du  Pont 
agreed  to  purchase  jointly  one-half  of  the  total  of  $13,500,000  face 
amount  of  second  mortgage  debentures  to  be  issued  by  Empire  State, 
Inc.  The  remaining  half  of  the  debenture  issue  was  not  taken  by 
the  syndicate  consisting  of  the  directors  of  the  investment  company 
who  had  invested  $5,100,000  in  the  building,  but  was  sold  to  the  newly 
organized  investment  company^  Chatham  Phenix  Allied  Corporation, 
which  previously  had  not  been  m  any  way  connected  with  the  venture. 
Chatham  Phenix  Allied  Corporation,  on  February  18,  1930,  agreed  to 
purchase  $6,750,000  face  amount  of  the  7%  debentures  of  Empire 
State,  Inc.  due  in  1948  and  secured  by  a  second  mortgage  on  the 
Empire  State  Building,  at  a  10%  discount  from  the  face  value  for  a 
total  consideration  of  $6,075,000.*°  In  addition,  Chatham  Phenix 
Allied  Corporation  was  to  receive  as  a  bonus  15,000  shares  of  the 
common  stock  of  Empire  State,  Inc.*^ 

Mr.  Kaufman  contended  that  the  purchase  by  Chatham  Phenix 
Allied  Corporation  of  the  debentures  of  Empire  State,  Inc.  was  a 
"prime  investment."  **-  However,  the  fact  is  that  the  "primeness"  of 
the  investment  which  constituted  12%  of  the  $50,000,000  of  the  total 
assets  of  Chatham  Phenix  Allied  Corporation  was  determined  bj^  those 
individuals  whose  pecuniary  interest  was  directly  affected  by  the  sale 
of  these  debentures  to  the  investment  company.*'^  Eleven  of  the  fifteen 
directors  of  the  investment  company  who  approved  the  purchase  of 
the  debentures  were  members  of  the  Waldorf  Astoria  Building  Syndi- 
cate.^* Mr.  Kaufman  conceded  that  no  independent  analysis  of  the 
merits  of  the  investment  in  the  Empire  State,  Inc.,  second  mortgage 
debentures  as  compai-ed  to  existing  first  mortgage  industrial  bonds  of 
other  companies  had  been  made  by  any  person  representing  the  public 
investors  in  the  investment  company — investors  to  whom  only  the  non- 
voting stock  of  Chatham  Phenix  Allied  Corporation  had  been  sold. 
He  testified.  ^^ 

Q.  Did  you  see  if  you  could  buy  first-mortgage  bouds  at  a  discount  of  10% 
at  this  time? 

A.  I  don't  recall  that  I  checked  into  it  at  that  time. 

Q.  Did  you  give  any  thought  at  that  time  before  you  made  this  investment 
of  [$6,075,000]  as  to  *  *  *  [the]  discounts  [at  which]  you  could  buy  in- 
dustrial bonds? 

A.  I  don't  recall  having  checked  it  at  that  time ;  no,  sir. 

'»Id.,  at  15506-11  and  Commission's  Exhibit  No.  1600. 

»»  Id.,   Commission's   Exhibit   No.    IGOO. 

"1  Id.,  at  15522-8.  and  Commission's  Exhibits  Nos.   1600    (p.  2)   and  1607. 

"2  Id.,  at  15516. 

^'^  Id.,  at  153'22.  These  interested  directors  who  were  also  members  of  |the  syndicate 
were  Louis  G.  Kaufman,  Samuel  McRoberts,  Frank  Phillips,  E.  P.  Earle,  E.  F.  Hutton, 
F.  M.  Kirby,  S.  B.  Thorue,  J.  F.  Talcott,  Edgar  S.  Bloom,  Richard  H.  Higgins,  and  Wil- 
liam B.  Joyce.  Furtliermore,  Messrs.  Earle,  Kaufman,  McRoberts.  and  Higgins  constituted 
four  of  the  five  voting  trustees  of  the  stock  of  ,tlie  security  affiliate.  (See  supra.)  As 
has  been  pointed  out,  the  security  affiliate  owned  all  the  100,000  shares  of  the  voting 
stock  of  Chatham  Phenix  Allied  Corporation. 

**  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1598. 

"  Id.,  a,t  15520-2. 
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Q.  Do  you  remember  whether  you  made  any  study  at  that  time  as  to  what 
first-mortgage  bonds  and  second-mortgage  bonds  were  selling  in  the  market, 
and  at  what  discounts? 

A.  I  don't  recall  that  I  did,  but  I  may  have.  We  may  have  done  that  through 
some  allied  department  or  somewhere  in  the  bank,  but  I  didn't  personally. 

Q.  Well  *  *  *  if  you  were  going  to  go  through  with  the  plan  [for  the 
erection  of  the  Empire  State  Building]  as  originally  contemplated,  there  was 
$12,000,000  needed,  and  unless  you  could  raise  that  $12,000,OCO  you  might  be 
faced  with  some  reorganization  plan  which  would  or  might  affect  or  even 
*  *  *  possibly,  wipe  out  the  $10,000,000  of  common  and  preferred  [of  Empire 
State,  Inc.]  isn't  that  so? 

A.  That  is  always  a  possibility,  but  in  this  case  I  don't  think  so. 

Q.  There  was  no  independent  judgment  exercised  upon  that  transaction  in 
the  sense  that  there  were  any  representatives  of  the  stockholders  who  had  con- 
tributed $47,500,000  for  the  nonvoting  stock,  was  there? 

A.  I  don't  get  that. 

Q.  Tou  remember  that  this  corporate  set-up  of  the  trust  was  that  there  was 
100,000  shares  of  voting  stock,  which  the  security  affiliate  took  and  l,9C!0,0O0 
shares  of  common  nonvoting  stock  was  bought  by  the  public,  isn't  that  so? 

A.  Yes,  sir. 

Q.  And  that  meant  that  $2,500,COO  was  put  in  by  the  security  afl51iate,  Chatham 
Phenix  Corporation,  and  there  was  $47,500,000  put  in  by  the  public,  that  is  so, 
isn't  it? 

A.  Apparently ;    *    *    *    i  don't  recall  the  figures. 

4:  H:  4:  «  «  41  • 

Q.  And  the  set-up  was  that  the  other  stockholders  didn't  have  a  single  vote. 
It  was  .iust  the  security  afliliate  that  had  votes  and  the  officers  and  directors 
of  the  security  afiiliate  were  the  ones  who  were  on  the  board  of  directors  of  the 
investment  trust  [Chatham  Phenix]  Allied  Corporation,  and  they  passed  on  the 
advisability  of  and  fairness  and  soundness  of  the  $6,750,000  [face  amount]  in- 
vestment, isn't  that  right? 

A.  Yes,  sir. 

Q.  Although  some  of  these  individuals  wore  members  of  the  syndicate  which 
owned  common  and  preferred  stock  [of  Empire  State,  Inc.]  at  the  time? 

A.  True. 

Mr.  Kaufman  further  testified :  ^° 

Q.  I  have  just  one  observation  or  one  difficulty.  The  Board  of  Directors  of 
the  [Chatham  Phenix]  Allied  Corporation  were  all  officers  and  directors  of  the 
hank,  isn't  that  so? 

A.  Substantially  so;  yes. 

Q.  Or  the  security  affiliate? 

A.  I  believe  so. 

Q.  And  the  fact  of  the  matter  is  that  some  of  the  participants  in  the  Waldorf 
Syndicate,  which  had  five  million  dollars  of  common  and  preferred  stock  [of 
Empire  State,  Inc.]  were  also  members  of  the  Board  of  Directors  of  the  invest- 
ment company,  the  [Chatham  Phenix]  Allied  Corporation? 

A.  Many  of  them ;  yes. 

Q.  So  that  although  that  was  your  honest  judgment  at  that  time,  those 
directors  of  [Chatham  Phenix]  Allied  Corporation,  of  course,  had  a  pecuniary 
interest  in  the  situation? 

A.  I  don't  think  that  would  influence  one  iota  the  character  of  the  men  we 
had  on  that  board. 

Q.  I  am  not  saying  it  did,  Mr.  Kaufman,  I  am  just  stating  the  fact  is  you 
had  a  pecuniary  interest. 

A.  Yes;  we  did  have. 

^  At  the  time  of  the  purchase  by  Chatham  Phenix  Allied  Corpora- 
tion of  the  $6,750,000  face  amount  of  Empire  State,  Inc.,  debentures, 
the  Empire  State  Building  was  still  being  constructed  and  was  not 
completed  until  May  1931,  one  year  later.^^ 

«« Id.,  at  15514-5. 
"  Id.,  at  15517. 
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Leasing  of  space  in  the  building  proved  exceedingly  difficult.  From 
May  1,  1931,  to  August  24,  1932,  only  463,705  square  feet  of  space 
or  25%  of  the  1,900,000  square  feet  of  available  space  were  leased  in 
the  building.^^  On  October  22,  1931,  the  directors  of  Chatham 
Phenix  Allied  Corporation  estimated  the  prospective  operating  deficit 
of  Empire  State,  Inc.,  for  the  year  to  end  on  August  31,  1932,  at 
$3,746,500.«» 

On  August  17,  1931,  when  Atlas  Corporation  acquired  control  of 
Chatham  Phenix  Allied  Corporation,  the  Empire  State,  Inc.  deben- 
tures were  still  in  the  portfolio  of  that  investment  company;  but 
almost  immediately  thereafter,  Atlas  Corporation  entered  into  nego- 
tiations with  Louis  G.  Kaufman,  the  president  of  the  bank  and  the 
largest  participant  in  the  Empire  State  Building  syndicate  for  the 
sale  to  him  of  these  Empire  State,  Inc.  debentures.  On  October  28, 
1931,  an  agreement ""  was  concluded  between  Chatham  Phenix  Allied 
Corporation  and  Mr.  Kaufman  whereby  he  agreed  to  transfer  to  the 
investment  company  48,000  shares  of  the  stock  of  Chatham  Phenix 
National  Bank  &  Trust  Company  in  exchange  for  the  Empire  State, 
Inc.  debentures  and  conmion  stock  held  by  the  investment  company .^^ 
The  investment  in  these  debentures  of  Empire  State,  Inc.  had  cost 
the  investment  company  a  total  of  $6,075,000.  The  48,000  shares  of 
the  stock  of  Chatham  Phenix  National  Bank  &  Trust  Company  re- 
ceived in  exchange  for  these  debentures  had  a  market  value  of  $1,584,- 
000.^^  Thus,  by  this  exchange  Chatham  Phenix  Allied  Corporation 
suffered  a  loss  of  $4,491,000  at  the  time.  Ultimately  the  loss  on  this 
entire  transaction  was  increased  to  $5,410,930  by  reason  of  further 
depreciation  in  the  bank  stock  received  in  exchange,  accrued  interest, 
and  other  items.''^ 

As  has  been  pointed  out,  Chatham  Phenix  National  Bank  &  Trust 
Company  lent  to  the  Waldorf  Astoria  Building  Syndicate  (whose 
members  were  the  officers  and  directors  of  the  investment  company, 
the  bank,  and  the  security  affiliate)  the  sum  of  $2,700,000.  The 
security  affiliate  lent  the  syndicate  $2,400,000.^*  These  loans  w^ere 
secured  by  one-half  of  the  common  and  preferred  stock  of  Empire 
State,  Inc.  taken  down  bv  the  subscribers  to  the  svndicate  under  the 
syndicate  arrangement 
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s"  Id.,   Commission's  Exhibit   No.    1609    (p.   4). 

8»Id.,  Commission's  Exhibit  No.  1610   (pp.  1-2). 

«•  Id.,   Commission's   Exhibit   No.    1607. 

™  An  arrangement  was  made  whereby  the  48.000  shares  of  banli  stoelj  were  conveyed 
by  Mr.  Kaufman  to  a  corporation  known  as  Sealcor  Corporation  in  consideration  for 
the  issuance  to  him  of  all  its  capital  stock.  Mr.  Kaufman  then  conveyed  the  Sealcor 
Corporation  S|tock  in  exchange  for  the  debentures  and  other  securities  of  Empire  State, 
Inc.,  held  by  the  investment  company  to  Chatham  Phenix  Allied  Corporation.  This 
method  was  presumably  adopted  in  order  to  avoid  a  double  liability  upon  the  bank 
stock  in  the  event  of  the  bank's  failure.     (Id.,  at  15533.) 

»2  0p.  cit,  supra,  note  1,  at  15533-4. 

"3  Ibid.  Sealcor  Corporation  (see  note  91.  supra)  was  dissolved  on  December  8,  1933, 
the  same  day  that  Securities  Allied  Corporation,  formerly  Cliatham  Plienix  Allied  Cor- 
poration, was  dissolved.  Its  assets,  paid  to  Securities  Allied  Corporation,  amounted  to 
$844,587.12.  This,  together  with  commissions  and  accrued  interest,  less  dividends  paid  to 
Securi,ties  Allied  Corporation,  resulted  in  a  total  net  loss  on  the  investment  in  the 
Empire  State,  Inc.  second  mortaage  debenture  situation  by  the  investment  company  of 
.$5,410,930.38.  (Derived  from  supplementary  information  supplied  the  Commission  for 
Chatham    Phenix   Allied    Corporation.) 

»»  Op.  cit.  supra,  note  1,  at  15486-7. 

•»  Id.,  at  15541. 
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On  February  5,  1931  the  security  affiliate,  in  order  to  reduce  its 
open  account  borrowings  from  the  investment  company,  Chatham 
Phenix  Allied  Corporation,  which  then  stood  at  $12,700,000,  trans- 
ferred to  the  investment  company  a  note  in  the  sum  of  $2,200,000  then 
due  from  the  syndicate  to  the  security  affiliate.^''  The  collateral  held 
for  this  note  and  for  the  loan  of  $2,700,000  to  the  syndicate  by  Chat- 
ham Phenix  National  Bank  &  Trust  Company  was  to  secure  "equally 
and  ratably"  the  obligations  of  the  syndicate  to  the  bank  and  to  the 
investment  company.  On  April  3,  1931,  however,  this  agreement  ^^ 
with  respect  to  the  collateral  was  modified  to  provide  that  the  pro- 
ceeds of  any  collateral  and  the  payments  made  by  the  syndicate  mem- 
bers were  to  be  applied  first  to  the  satisfaction  of  the  bank's  loan  and 
thereafter  to  the  note  of  the  syndicate  held  by  the  investment  com- 
pany.   The  provision  was  as  follows :  ^^ 

This  is  to  confirm  the  agreement  between  the  undersigned  as  manager  of  the 
above  syndicate,  and  each  of  you,  that  all  amounts  received  by  the  undersigned 
from  members  of  such  syndicate  in  payment  of  the  syndicate  subscriptions, 
shall  be  applied  against  the  indebtedness  of  the  syndicate  to  the  Chatham 
Phenix  National  Bank  and  Trust  Company  until  that  indebtedness  is  paid  in 
full,  and  thereafter  all  such  amounts  shall  be  applied  against  the  indebtedness 
of  the  syndicate  to  Chatham  Phenix  Allied  Corporation,  until  that  indebtedness 
is  paid     *     *     *. 

The  effect  of  this  agreement  of  April  3,  1931  was  to  create  a  prefer- 
ence to  the  bank,  although  both  loans  were  originally  on  a  parity 
and  secured  by  the  same  collateral,  and  to  subordinate  the  loan  of 
the  investment  company  to  that  of  the  bank  without  consideration 
therefor.  Although  the  bank  was  eventually  paid  in  full,  the  in- 
vestment com])any,  on  the  other  hand,  did  not  receive  payment  in 
full,  but  sustained  a  loss  of  $380,083.33.^^ 

Samuel  McEoberts,  one  of  the  syndicate  members,  at  the  time  of  the 
public  examination  (May  13,  1937),  was  still  indebted  to  the  trustees 
in  dissolution  of  Chatham  Phenix  Allied  Corporation  (which  was 
dissolved  in  1933)  in  the  approximate  sum  of  $245,000,  which  to- 
gether with  interest  amounted  to  $25'7,720  as  of  the  liquidation  date.^"" 
In  addition  to  the  sum  due  from  Mr.  McRoberts,  settlements  of  the 
obligations  of  Frank  Phillips,  William  B.  Joyce,  and  Max  Weil,  other 
syndicate  members,  resulted  in  a  loss  to  Chatham  Phenix  Allied  Cor- 
poration of  $122,342.74."! 

The  total  loss  on  the  corporation's  participation  in  the  Empire 
State  Building  financing,  including  the  loss  of  $380,063.33  suffered 
by  defaults  of  the  sjmdicate  members  on  their  obligation  to  pay  a 
total  of  $2,200,000  to  Chatham  Phenix  Allied  Corporation,  was, 
therefore,  $5,790,993. 

»» Id.,  Commission's  Exhibit  No.  1608. 

»7  Ibid. 

98  Id.,  at  15541-2  and  Commission's  Exhibit  No.  1608. 

*^Id.,  at  15489  and  derived  from  supplementary  information  supplied  the  Commission 
for  Chatham  Phenix  Allied  Corporation. 

i*"  Op.  cit.  supra,  note  1,  at  15489  and  derived  from  supplementary  information  sup- 
plied the  Commission  for  Chatham  Phenix  Allied  Corporation.  As  of  April  12,  1939; 
there  -was  no  change  in  the  status  of  the  indebtedness  of  Mr.  McRoberts  to  Securities- 
Allied  Corporation,  in  Liquidation. 

^01  Op.  cit.  supra,  note  1,  at  15489. 
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3.  MARKET  SUPPORT  OF  BANK  STOCK  BY  THE 

INVESTMENT  COMPANY 

Following  the  market  crash  of  Octob.er  of  1929,  the  funds  of  the 
("Chatham  Phenix  Allied  Corporation  were  utilized  to  support  the 
market  price  of  the  stock  of  Chatham  Phenix  National  Bank  &  Trust 
Compan}^.  According  to  the  minutes  of  December  16,  1929  of  the 
executive  connnittee  of  the  investment  company,  it  was  the  consensus 
of  opinion  of  that  connnittee,  all  the  members  of  which  were  direc- 
tors of  the  bank,  that  "there  should  be  no  limit  placed  at  this  time 
on  the  number  of  shares  of  Chatham  Phenix  National  Bank  &  Trust 
Company  capital  stock  that  may  be  purchased,  but  that  the  corpora- 
lion  should  be  authorized  to  make  purchases  and  sales  for  the  purpose 
of  supporting  the  stock  at  levels  on  a  parity  with  comparable  bank 
stocks."  "'2  From  October  25,  1929  to  April  28, 1930  Chatham  Phenix 
Allied  Corporation  purchased  49,495  shares  of  the  bank  stock  at  a 
cost  of  $6,140,105.73,  and  resold  the  same  number  of  shares  for  a  total 
of  $6,166,504.71.1°^  On  April  28,  1931,  Chatham  Phenix  Allied 
Corporation  resumed  trading  in  the  bank  stock  and  by  November  of 
1931  purchased  13,729  shares  for  $745,696.33  and  sold  11,494  shares 
for  $575,280.76;  the  remaining  shares  were  sold  in  February  1932  for 
$56,002.66.  In  all,  Chatham  Phenix  Allied  Corporation,  from  its 
inception  to  November  1931,  purchased  63,224  shares  of  the  bank 
stock  at  a  cost  of  $6,885,862.06  and  sold  these  shares  for  total  pro- 
ceeds of  $6,797,788.13,  for  a  net  loss  of  $88,073.93.^"*  These  pur- 
chases of  the  bank's  stock  aggregated  cumulatively  4%  of  the  stock 
of  the  bank  outstanding  during  the  period  of  the  trading.^''^ 

4.  MAINTENANCE  OF  MARKET  IN  INVESTMENT 

COMPANY  STOCK 

In  addition  to  supporting  the  market  in  the  bank  stock,  the  invest- 
ment company  conducted  extensive  trading  operations  in  its  own 
nonvoting  capital  stock  which  was  originally  sold  to  the  public. 
Obviously  a  decline  in  the  market  price  of  the  stock  of  an  investment 
company  associated  with  a  bank  would  reflect  on  the  prestige  and 
financial  stability  of  the  bank.  Mr.  Kaufman,  the  president  of  the 
bank  and  a  director  of  the  investment  company,  testified :  i"" 

Q.  Now,  in  the  popular  mind,  .just  as  there  was  a  tendency  to  judge  the 
solvency  or  financial  condition  of  the  hanic  by  the  behavior  of  the  stock  of  the 
security  affiliate  and  it  liad  undesirable  effects  on  tlie  banking  institution  such 
as  withdrawals  of  deposits,  you  understand  that 

A.  Yes,  sir. 

Q.  You  had  a  similarly  undesirable  consequence  when  the  stock  of  an  invest- 
ment trust  which  was  sponsored  by  the  bank  did  not  behave  well,  isn't  that  so? 

A.  Yes,  sir. 


^•"Id.,  at  15565. 

lo^Id.,  at  15567  and  Commission's  Exhibit  No.   IGJ.'t. 
Kw  Ibid. 

lo"  Td.,  at  15567. 
i««  Id.,  at  15553. 
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Q.  So  that  people  seeing  the  Chatham  Phenix  Allied  Corporation  stock  falling, 
it  naturally  had  a  tendency  possibly  to  cause  a  loss  of  confidence  in  the  bank. 
A.  That  is  true. 
Q.  Which  brings  on  runs? 
A.  Yes,  sir. 

From  January  3,  1930  to  August  11,  1931  Chatham  Phenix  Allied 
Corporation,  at  an  aggregate  cost  of  $10,131,079.45,  repurchased 
565,564  outstanding  shares  of  its  own  nonvoting  stock,^"^  or  an 
amount  equal  to  30%  of  the  1,900,000  shares  of  such  stock  originally 
sold.  The  repurchases  of  these  shares  were  effected  by  the  invest- 
ment company  at  prices  below  their  then  asset  value.  These  repur- 
chases accounted  for  approximately  59%  of  the  volume  of  trading 
in  the  investment  company  stock  on  the  New  York  Curb  Exchange.^°^ 
In  the  same  period,  the  corporation  sold,  largely  through  dealers  and 
not  on  the  New  York  Curb  Exchange,  a  total  of  165,586  shares  for 
$3,238,731.66.i'"> 

Purchases  by  the  investment  company  of  its  own  stock  were  made 
on  a  commission  basis  and  the  bulk  of  the  sales  were  consummated 
on  a  concession  basis,  resulting  in  the  payment  of  considerably  more 
than  the  regular  brokerage  rates."*^  The  sales  on  a  concession  basis 
were  executed  at  market  prices,  less  transfer  taxes,  and  a  concession 
of  $1.00,  $1.12%  or  50^  per  share.^^^  In  making  these  sales,  the  com- 
pany may  be  said  to  have  suffered  trading  losses  rouglily  equal  to  the 
concessions  allowed.^^- 

As  at  August  17,  1932,  when  Atlas  Corporation  acquired  control  of 
Chatham  Phenix  Allied  Corporation,  the  latter  company  held  399,978 
shares  of  its  nonvoting  stock  as  treasury  stock  at  a  cost  of 
$6,892,347.79."^  Immediately^  thereafter.  Atlas  Corporation  caused 
this  treasury  stock  to  be  retired."* 

5.  LOANS  AND  INVESTMENTS  BY  CHATHAM  PHENIX 

ALLIED  CORPOKATION 

The  investment  company  sustained  substantial  losses  on  the  total 
of  approximately  $13,000,000  of  loans  and  investments  which  involved 
officers,  directors,  and  companies  with  which  the  sponsor  or  its  direc- 
tors and  officers  were  connected.  The  amount  of  these  loans  or  invest- 
ments, with  the  losses  sustained  by  the  investment  company,  were  as 
follows :  ^^^ 


w^Id.,  Commission's  Exhibit  No.  1618  (Schedule  2). 
i»s  Ibid. 
103  Ibid. 

110  Derived  from  supplementary  information  supplied  the  Commission  for  Chatham 
Phenix  Allied  Corporation. 

111  Ibid. 

112  Ibid.  While  there  are  other  methods  of  computing  trading  results,  on  a  "first  in- 
first  out"  basis  there  was  a  loss  of  $392,910.31.  This  loss  was  reflected  on  the  booka 
of  the  company  in  the  average  cost  of  the  remaining  long  position  in  the  stock.     (Ibid.) 

1"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1618. 

ii*0p.  cit.  supra,  note  11,  Pt.  II   (Schedule  19). 

i«  Op.  cit.  supra,  note  110  and  op.   cit.   supra,  note  1,  at  15584-5. 
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Original  cost  Losn 

Empire  State,  luc.  (second  mortgage  debentures )__  $6,075,000.00  $5,410,930.38 

Waldorf  Astoria  Building  Syndicate  (loan) 2,200,000.00  ""380,063.33 

A.    P.    Gillmore    (treasurer    of    Chatham    Phenix 

Allied  Corporation)    (loan) 13,200.00  '"10,617.19 

Phillips  Petroleum  Corporation  (investment) 1,229,350.00  938,689.00 

Consolidated  Cigar  Corporation    (investment) 1,072,920.00  693,078.40 

General  Theatres  Equipment,  Inc.    ( investment )__     1,125,000.00  1,056,050.00 

Spiegel,  May,  Stern  Co.,  Inc.   (investment) 893,326.00  367,198.35 

Great  American  Insurance  Co.    (investment) 165,073.38  56,891.52 

National  Surety  Co.  (investm-eut) 149,265.00  "^69,265.00 

Kansas  City  Southern  Ry.  Co.  (investment) 129,195.00  116,179.00 

$13,052,329.38         $9,098,962.17 

With  respect  to  the  loss  of  $693,078.40  on  the  investment  of 
$1,072,920  in  the  21,500  shares  of  common  stock  of  Consolidated  Cigar 
Corporation,  Samuel  McRoberts,  president  and  a  director  of  the 
investment  company,  had  been  a  director  of  Consolidated  Cigar 
Corporation  from  1928;  William  B.  Joyce  was  a  director  of  both 
Consolidated  Cigar  Corporation  and  the  investment  company  in  1928 
and  1929;  and  Paul  Christian,  vice  president  of  the  investment  com- 
pany, was  also  vice  president  and  a  director  of  Consolidated  Cigar 
Corporation  in  1930."^  Corner,  Lincler  &  Co.,  Inc.,  investment  coun- 
sel, retained  by  Chatham  Phenix  Allied  Corporation  to  survey  Con- 
solidated Cigar  Corporation,  in  its  preliminary  report  stated  that  the 
situation  was  "one  of  extreme  uncertainty."  ^-°  Nevertheless  the  stock 
was  purchased.    Mr.  McRoberts  testified  :^^^ 

Q.  In  connection  witli  that,  the  expert  whom  you  retained  on  October  25, 
1929,  I  assume  he  made  a  report  before  you  bought  the  stock  [of  Consolidated 
Cigar  Corporation]  when  he  said  "our  conclusion  in  the  situation  is  one  of  extreme 
uncertainty." 

Do  you  remember  what  impelled  the  [Chatham  Phenix]  Allied  Corporation 
to  make  an  investment  aggregating  $1,072,920,  or  21.500  shares  at  an  average 
price  of  $49.90  a  sliare? 

A.  We  believed  it  was  a  good  buy,  that  is  all  I  can  say. 

In  connection  with  the  loss  of  $1,056,050  sustained  on  the  investment 
in  stock  of  General  Theatres  Equipment,  Inc.,  a  loan  of  $5,000,000  wit.-> 
made  by  Electrical  Research  Products,  Inc.,  a  wholly  owned  subsidiary 
of  Western  Electric  Company,  Inc.,  to  Harley  L.  Clarke,  presiclenr 
of  General  Theatres  Equipment,  Inc.  Chatham  Phenix  Allied  C«it 
poration  agreed  to  ])articipate  in  this  loan  to  the  extent  of  $2,500,000. 
However,  in  lieu  of  making  the  loan  in  this  amount,  Chatham  Phenix 
Allied  Corporation  purchased  from  Harley  L.  Clarke  30,000  shares 

"»0f  this  amount  $257,720.-59  was  the  sum  of  $245,099.04  plus  interest,  owed  by 
Samuel  McRoberts,  still  carried  on  tbe  books  of  the  company  as  an  account  receivable 
at  time  of  liquidation.     (Op.  cit.  supi'a,  note  11,  Ft.  II,  Schedule  5.) 

"^Amount  still  carried  on  the  books  of  tl^e  company  as  an  account  receivable  at  the 
time  of  liquidation.      (Ibid.) 

"^  This  figure  represents  the  depreciation  suffered  in  this  investment  as  at  Decembei 
31,  1930.  (Op.  cit.  supra,  note  11,  Ft.  III.)  Accurate  figures  for  actual  loss  are  not 
available. 

'!» Moodii's  Mamtal  of  Investments,  Industrials,  etc.,  1929,  p.  1871 ;  id.,  1930,  p.  141 ; 
id.,  1931,  p.  1062  ;  id.  1932,  p.  1062.  During  this  period,  Chatham  Phenix  National  Bank 
&  Trust  Company  was  the  transfer  agent. 

""Op.  cit.  supra,  note  1,  at  15583  and  Commission's  Exhibit  No.  1616. 

1*1  Id.,  at  155S4. 
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of  the  stock  of  General  Theatres  Equipment,  Inc.  for  $1,125,000,  and 
purchased  a  note  made  by  Mr.  Clarke  and  endorsed  by  Electrical 
Eesearch  Products,  Inc.  for  the  balance  amounting  to  $1,375,000, 
fi^om  Electrical  Research  Products,  Inc.^-^  The  note  was  paid  but  the 
stock  was  subsequently  liquidated  at  a  loss  of  $1,056,050.^^^  Edgar  S. 
Bloom,  a  director  of  Chatham  Phenix  Allied  Corporation,  was  a 
director  and  president  of  Western  Electric  Company,  Inc.,  the  parent 
company  of  Electrical  Research  Products.  Inc.,  and  also  a  director  of 
that  company.  William  B.  Joyce,  a  director  of  Chatham  Phenix 
Allied  Corporation,  was  also  a  director  of  Western  Electric  Company, 
Inc.^-*  _ 

The  investment  company  also  had  interlocking  director  connections 
with  the  following  companies  in  which  it  had  made  investments: 
Spiegel,  May,  Stern  Co..  Inc.,^-^  Great  American  Insurance  Com- 
pany ,^-''  Kansas  City  Southern  Railway  Company ,^2'  National  Surety 
Company ,^2^  and  Phillips  Petroleum  Corporation. ^-'^ 

With  respect  to  an  investment  in  Film  Securities  Corporation 
2-year  6%  secured  gold  notes,^^°  Chatham  Phenix  Corporation,  the 
sponsor  of  the  investment  company,  pursuant  to  a  syndicate  partici- 
pation, purchased  its  5%  allotment  and  received,  as  a  bonus  for  the 
participation  therein,  2,500  shares  of  common  stock.  Immediately 
thereafter,  the  sponsor  sold  its  full  allotment  to  the  investment  com- 
pany, but  the  sponsor  retained  for  itself  the  bonus  consisting  of  2,500 
common  shares.  Mr.  McRoberts'  explanation  of  this  transaction  was 
as  follows  :^^^ 


1^  Id.,  at  15600-2.  Commission's  Exhibit  No.  Ifi19  and  derived  from  supplementary 
Information  supplied  the  Commission  for  Chatham  Phenix  Allied  Corporation. 

^3  Ibid. 

^^*  Moody's  Manual  of  Investments,  Public  Utilities,  etc.,  1931,  p.  133. 

125  The  investment  company's  sponsor,  Chatham  Phenix  Corporation,  had  been  the 
principal  underwriter  for  Spiegel,  May,  Stern  Co.,  Inc.  (American  Underwriting  Houses 
and  their  Issues.  1925  to  November  1st,  1928,  p.  219.)  Rollin  C.  Bortle,  president  of 
the  security  affiliate,  and  a  director  of  the  investment  company,  was  also  a  director  of 
Spiegel,  May,  Stern  Co.,  Inc.  in  1929.  Wallace  T.  PerlJins,  a  director  of  the  bank 
was  a  director  of  Spiegel,  May,  Stern  Co.,  Inc.  in  1929  and  1930.  C.  H.  .Tones,  vice 
president  of  the  security  affiliate,  was  a  director  of  Spiegel,  May,  Stern  Co.,  Inc.  in 
19.S0  and  1931.  (Moody's  Manual  of  Investments,  Industrials,  1930,  p.  232;  id.  1931,  p. 
1115;  id.,  1932,  p.  1146:  Moody's  Manual  of  I/ivestmeiits.  Banks,  ere..  1930,  p.  164; 
id.,  1931,  p.  326.)  During  this  period,  Chatham  Phenix  National  Bank  &  Trust  Company 
was  the  transfer  agent. 

120  William  H.  Koop  was  president  and  a  dii'ector  of  Great  American  Insurance  Com- 
pany, while  a  director  of  the  bank.  Samuel  McRoberts,  president  of  the  investment 
company,  was  also  a  director  of  Great  American  Insurance  Company.  (Moody's  Manual 
of  Investments,  Banks,  etc.,  1930,  p.  2426  ;  id.,  1931,  p.  1946  ;  id.  1932,  p.  1547.) 

1-'  Samuel  McRoberts  was  a  director  of  the  Kansas  City  Southern  Railway  Company 
in  1929  and  1930.  (Moody's  Manual  of  Investments,  Railroads,  1930,  p.  1063;  id.,  1931, 
p.  730.) 

12S  William  B.  Joyce,  Edgar  S.  Bloom  and  Samuel  McRoberts,  all  directors  of  the  invest- 
ment company  and  the  security  affiliate,  were  directors  of  National  Surety  Company. 
(Moody's  Manual  of  Investments,  Banks,  etc.,  1930.  p.  2106 ;  id.,  1931,  p.  1942 ;  id.,  1932, 
p.  1909.) 

1^  Mr.  Phillips,  a  director  of  the  investment  company,  was  president  of  Phillips  Petrol- 
eum Corporation.  Messrs.  McRoberts,  Higgius,  Earle  and  du  Pont,  directors  of  the 
investment  compan,v,  were  also  directors  of  Phillips  Petroleum  Corporation.  (Derived  from 
supplementary  information  supplied  the  Commission  for  Chatham  Phenix  Allied  Corpora- 
tion.) 

i^"  Op.  cit.  supra,  note  1,  at  15575. 

131  Id.,  at  15576. 
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Q.  What  I  can't  understand  is  why  the  common  stock  was  not  turned  over 
to  the  [Chatham  Phenix]  Allied  Corporation  at  the  time  the  [Chatham  Phenix] 
Allied  Corporation  bought  the  thing  or  took  over  your  participation. 

A.  The  Chatham  Phenix  Corporation  would  probably  have  insisted  on  selling 
to  somebody  else  if  we  insisted  on  the  stock  also. 

Q.  So  in  that  situation  the  Security  Corporation  just  sold  the  notes? 

A.  Just  as  the  syndicate  sold  them. 

Q.  And  kept  all  the  common  stock? 

A.  I  suppose  they  thought  that  was  their  commission  probably  for  handling 
the  transaction.  If  they  had  not  sold  them  to  us,  they  would  have  sold  them 
to  somebody  else. 

A  comparison  has  been  made  of  the  depreciation  in  value  of  invest- 
ments made  in  companies  with  interlocking  directorates  with  the 
investment  company  and  of  the  depreciation  in  value  of  investments 
made  in  companies  which  had  no  connection  with  the  sponsors  or 
the  officers  or  directors  of  the  investment  company.  The  following 
figures  show  the  original  cost  of  the  securities,  their  market  value, 
and  the  depreciation  as  at  December  31,  1930  of  the  companies  with 
which  there  was  some  affiliation.^^- 


Original  cost 


Market  value 


Depreciation 


Phillips  Petroleum  Corporation 

Consolidated  Cigar  Corporation 

General  Theatres  Equipment,  Inc 

Spiegel,  May,  Stern  Co.,  Inc 

Spiegel,  May,  Stern  Co.,  Inc.  (preferred) 

Great  American  Insurance  Co 

National  Surety  Co      

Kansas  City  Southern  Ry.  Co 


$1, 229, 350. 00 
1, 060,  665. 00 
1, 126,  500.  00 
136,  526. 85 
438, 920.  50 
165, 073. 38 
149,265.00 
129, 195. 00 


4,  435,  495.  73 


$466, 200. 00 

548,  600. 00 

367, 500. 00 

24,  700. 00 

68, 339. 12 

108, 750. 00 

80, 000. 00 

55,  200. 00 


1,  719,  289. 12 


$763, 150. 00 

512, 065. 00 

759, 000. 00 

111,826.85 

370,  £81.  38 

56, 323. 38 

69,  265. 00 

73, 995. 00 


2, 716, 206. 61 


Tliese  figures  indicate  a  shrinkage  of  61.2%  in  these  investments.'^^^ 
Investments  made  in  companies  with  no  apparent  association  or 

connection  with  the  officers  or  directors  or  sponsors  of  the  investment 

company,  show  a  depreciation  of  only  29.7%  : 


Investments  in  unrelated  companies  "*_ 


Original  cost 


$21, 730, 356. 95      $15,  269, 268. 39 


Market  value 


Depreciation 


$6,461,088.56 


«2  0p.  cit.  supra,  note  11,  Pt.  Ill  (Table  2). 

1=3  These  investments  do  not  include  the  second  mortgage  debentures  of  Empire  State, 
Inc.  carried  then  at  a  value  equal  to  their  cost  of  $6,07.5,000.  although  the  investment 
company  sustained  a  loss  of  $4,491,000  shortly  thereafter  on  their  exchange  with  Louis  G. 
Kaufman  for  48,000  shares  of  Chatham  Phenix  National  Bank  &  Trust  Company  stock, 
and  ultimately  a  loss  on  the  whole  transaction  of  $5,410,930.  Had  the  investment  in 
these  bonds  been  included  in  the  above  list,  even  on  the  basis  of  the  smaller  loss  of 
$4,491,000  in  lieu  of  larger  eventual  depreciation,  the  percentage  of  shrinkage  would 
bo  68.6%. 

"^*  These  figures  include  the  amount  invested  in  l)onds,  e.xclusive  of  Kmpire  State,  Inc. 
debentures.     Out  of  a  total  investment  in  bonds   (excluding  the  Empire  State,  Inc.  debeu- 

Aluo    JO    aawsiunqs    v.    ^.)ay.i.i    s>|0(iq    s  .^UBdrao.-)    ;u9m}S3Ani    aq;    69'8T6'?Tf 'S$    .JO    (sa.Tn^ 
.$481,733.18. 
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E.  Transfer  of  Control  of  Chatham  Phenix  Allied  Corporation  to 

the  Atlas  Corporation 

By  July  1931,  Chatham  Phenix  National  Bank  &  Trust  Company 
began  to  experience  runs  on  its  various  branches.^^^  The  management 
of  the  bank  had  become  convinced  that  the  bank  should  be  completely 
divorced  from  the  investment  company.  Mr.  Kaufman,  the  president 
of  the  bank,  when  examined  on  this  aspect  of  the  relationship^ 
testified  :^^^ 

Q.  So  that  when  the  Chatham  Phenix  Allied  Corporation  stock  began  to  fall,. 
it  naturally  had  a  tendency  to  cause  a  loss  of  confidence  in  the  bank. 

A.  That  is  true. 

Q.  Which  brings  on  runs. 

A.  Yes,  sir. 

Q.  And  I  am  not  making  a  very  wide  assumption  when  I  say  that  that  may 
have  been  one  of  the  things  that  motivated  the  banking  interests  who  indirectly 
controlled  the  investment  trust  to  accede  to  the  transfer  of  control  of  the 
investment  trust,  isn't  that  so? 

A.  That  is  true. 

Q.  You  had  the  situation  where  the  name  of  the  bank  was  tied  up  with  the 
investment  trust,  and  when  the  market  prices  declined  in  the  shares  of  that 
trust,  it  necessarily  had  to  be  reflected  in  the  confidence  of  the  depositors  in  the 
bank  even  though  they  were  separate  and  distinct  institutions. 

A.  True,  I  agree  with  you  absolutely,  that  there  should  be  no  connection  be- 
tween a  bank  operating  itself  and  an  investment  company,  in  the  face  of  all 
that  has  happened — -I  agree  with  you. 

When  examined  on  the  affiliation  of  banks  and  investment  com- 
panies, Mr.  McRoberts,  chairman  of  the  board  of  directors  of  the 
bank,  testified :  ^^^ 

A.  My  experience  was  that  if  I  was  doing  it  today,  I  wouldn't  do  it  at  all, 
and  I  would  never  have  formed  the  corporation,  but  that  is  hindsight,  that  is 
an  after  point  of  view. 

Q.  I  am  mindful  of  that,  and  I  suppose  that  you  don't  have  any  ob.iection. 
General,  to  our  getting  the  benefit  of  hindsight,  because  we  are  looking  into  the 
future,  you  see.  Now  you  said  that  you  would  not  form  it  at  all.  Do  you 
mean  that  you  would  not  form  this  company,  this  specific  company,  because  of 
the  losses  it  sustained,  or  you  would  not  have  a  bank  or  security  aflBliate  ever 
form  an  investment  trust? 

A.  I  think  that  the  whole  theory  of  affiliated  investment  companies  with 
banks  was  a  mistake,  especially  where  it  was  a  distributing  corporation. 

The  management  had  the  alternatives  either  to  dissolve  Chatham 
Phenix  Allied  Corporation  or  to  transfer  control  of  that  company. 
The  fact  that  the  dissolution  of  the  investment  company  might  be 
deemed  an  admission  by  the  bank  management  of  unsuccessful  opera- 
tion and,  therefore,  a  reflection  on  the  bank's  prestige  and  the  fact 
that  Chatham  Phenix  Corporation,  a  security  affiliate  of  the  bank, 
then  owed  to  Chatham  Phenix  Allied  Corporation  the  sum  of  $10,- 
556,993.73,  evidently  played  an  important  part  in  the  ultimate  de- 
termination to  transfer  control."^     Mr.  McRoberts  testified :  ^^^ 


^^  Derived  from  supplementary  information  supplied  the  Commission  by  Atlas  Cor- 
poration. 

^o  Op.  cit.  supra,  note  1,  at  15553-4. 

IS'  Id.,  at  15431. 

^"38  Apparently  the  security  affiliate  was  unable  to  pay  this  loan  except  by  selling  its 
large  holdings  of  Chatham  Phenix  Allied  Corporation  stock  and  its  few  other  security 
holdings.  (See  note  141  infra.)  Floyd  B.  Odium,  president  of  Atlas  Corporation,  whicii 
purchased  these  assets  from  the  security  affiliate,  characterized  the  indebtedness  of  the- 
security  affiliate  to  the  investment  company  as  "a  frozen  loan".  (Public  Examination,  Atlas 
Corporation,  at  17578.)  Mr.  Odium  testified  that  the  security  affiliate  "had  no  money  to 
pay  it,"  that  "they  had  very  few  assets,"  and  that  he  didn't  think  that  the  loan  "was- 
good".     (Id.,  at  17576-78.) 

is^Id.,  at  15587-9. 
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Q.  There  were  no  mechanical  difficulties  to  liquidation  since  Chatham  Phenix 
controlled  all  the  voting  stock. 

A.  No. 

Q.  You  didn't  have  the  problem  of  preferred  and  common  on  your  hands? 

A.  No. 

Q.  Because  everybody  was  on  a  parity,  isn't  that  so? 

A.  Yes,  sir. 

Q.  And  you  say  there  might  have  been  resentment  against  it? 

A.  I  think  it  would  have  been  resented  very  much  by  the  stockholders. 

Q.  Maybe  there  were  other  factors  [which]  you  haven't  thought  about  that 
possibly  *  *  *  prevailed  so  the  trust  was  not  liquidated.  *  *  *  In  the 
first  place  the  bank  was  involved  in  that  its  name  was  in  the  investment  trust? 

A.  Yes,  sir. 

Q.  And  it  just  would  not  look  right,  would  it,  if  the  investment  trust  was 
liquidated.  That  would  be  a  confession  in  a  way  that  the  management  was 
not  successful? 

A.  I  don't  think  that  was  the  controlling  idea.  That  might  be  an  element. 
At  that  time  we  didn't  want  to  see  the  Allied  stockholders  lose  money  and  we 
were  in  hopes  things  would  come  back  and  make  money,  and  it  was  very 
natural  that  that  rather  vetoed  any  idea  of  liquidation. 

Q.  There  was  another  obstacle  to  liquidation,  wasn't  there  in  that  at  this 
time,  and  I  am  talking  about  August  11.  1031,  Chatham  Phenix  Corporation, 
the  security  affiliate  of  the  bank,  owed  $10,566,9.33.73  to  the  investment  com- 
pany,  [Chatham  Phenix]   Allied  Corporation.     Do  you  recall  that? 

A.  Yes. 

Q.  So  if  there  was  going  to  be  a  liquidation,  the  security  affiliate  would 
have  to  pay  the  money  it  owed  to  the  investment  company,  isn't  that  so? 

A'.  That  is  true. 

Q.  Do  you  know  whether  Chatham  Phenix  Corporation  at  that  time  had 
ten  and  a  half  million  dollars? 

A.  They  did  pay. 

Q.  We  will  see  how  the  payment  was  effected."" 

The  assets  of  Chatham  Phenix  Corporation,  the  sponsor  corpo- 
ration, were  stated  to  have  consisted  of  its  holdings  of  the  100,000 
shares  of  the  voting  stock  and  318,368  shares  of  the  nonvoting  stock 
of  the  investment  com])any.  These  two  blocks  of  stock  had  a  com- 
bined asset  value  of  $8,246,033.28  and  a  total  market  value  of  $6,- 
275,520.  The  sponsor  had  other  securities  with  a  market  value  of 
$517,900.^^^  The  total  assets  of  the  security  affiliate,  therefore,  on 
this  basis,  amounted  to  $8,763,933.28  (taking  the  blocks  of  the  in- 
vestment company  stock  at  asset  value),  or  approximately  $1,800,000 
less  than  the  sum  owed  in  July  1931  by  the  security  affiliate  to  the 
investment  company. 

Prospective  buyers  of  the  100,000  shares  of  voting  stock  and  the 
318,368  shares  of  nonvoting  stock  of  the  investment  company  held 
by  Chatham  Phenix  Corporation  were  sought.^^-  Some  negotia- 
tions were  commenced  with  Tri-Continentai  Corporation,  an  invest- 
ment company  sponsored  by  J.  &  W.  Seligman  &  Company,  an  invest- 
ment banking  firm."^  However,  while  these  negotiations  were  pend- 
ing, Mr.  Adams  of  E.  F,  Hutton  &  Company,  members  of  the  New 
York  Stock  Exchange,  suggested  the  Atlas  Corporation  as  a  possible 
purchaser  of  Chatham  Phenix  Corporation's  holdings  in  Chatham 

140  The  method  by  which  this  debt  was  paid  is  described  infra. 

1"  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2001,  p.  107  and 
also,  op.  cit.  supra,  note  135.  These  securities  consisted  of  12,4.34  shares  of  Zonite 
Products  Corp.  common  stock,  4,375  shares  of  the  preferred  and  23,324  shares  of  the 
common  stock  of  Spiegel,  May,  Stern  Co.,  Inc.,  and  2,475  shares  of  the  common  stock 
and  525  shares  of  the  preferred  stock  of  McKesson  &  Robbins,  Incorporated.  (Op.  cit. 
supra,  note  1,  Commission's  Exhibit  No.  1617.) 

i«Op.  cit.  supra,  note  1,  at  15590. 

w»  Ibid. 
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Phenix  Allied  Corporation."^  E.  F.  Hutton,  of  E.  F.  Hutton  & 
Company,  was  a  director  of  both  Chatham  Phenix  National  Bank 
&  Trust  Company  and  Chatham  Phenix  Allied  Corporation.  Mr. 
Adams  had  apparently  been  introduced  to  officials  of  Atlas  Corpo- 
ration by  David  G.  Baird,  one  of  the  several  "finders"  of  invest- 
ment companies  for  Atlas  Corporation.  E.  F.  Hutton  &  Company 
eventually  received  a  finder's  fee  of  $100,000  and  Mr.  Baird  received 
the  sum  of  $59,046.25  from  Atlas  Corporation.   " 
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1.  SALE  OF  CONTROL  OF  THE  INVESTMENT  COMPANY 

TO  ATLAS  CORPORATION 

On  August  11,  1931  the  Atlas  Corporation  agreed  to  purchase  the 
100,000  shares  of  voting  stock  and  the  318,368  shares  of  nonvoting 
stock  of  Chatham  Phenix  Allied  Corporation  held  by  Chatham 
Phenix  Corporation  at  a  price  of  $20  per  share  or  a  total  considera- 
tion of  $8,367,360."'^  The  shares  of  Chatham  Phenix  Allied  Cor- 
poration then  had  an  asset  value  of  $19.71  per  share,  and  a  market 
value  of  $15.00  per  share.^*^  The  price  paid  by  Atlas  Corporation 
for  the  stock  was,  therefore,  $121,326.72  in  excess  of  the  asset  value 
of  the  stock  and  $2,091,840  in  excess  of  market  value.  The  agree- 
ment for  transfer  of  control  also  provided  "it  is  to  be  understood 
that  the  market  in  the  shares  of  Chatham  Phenix  Allied  Corpora- 
tion is  to  be  in  our  (Atlas  Corporation)  sole  control  from  now  on 
and,  to  that  end,  your  Corporation  and  its  affiliates  shall  not  deal 
further  in  such  shares  without  our  previous  consent."  A  further 
provision  required  "Chatham  Phenix"  to  be  eliminated  from  the 
name  of  the  company."^ 

In  addition,  Atlas  Corporation  agreed  to  purchase,  at  the  market 
price,  all  the  other  securities  in  the  ])ortfolio  of  the  Chatham  Phenix 
Corpoi-ation,  which  constituted  the  balance  of  its  assets.^*'' 

No  disclosure  with  respect  to  the  transfer  of  control  by  the  sponsor, 
Chatham  Phenix  Corporation,  to  the  Atlas  Corporation  was  made 
by  the  sponsor  to.  the  stockholders  until  after  the  sale  of  the  stock 
had  been  consummated.  The  president,  Samuel  McRoberts,  testi- 
fied :^^° 

Q.  So  that  the  Chatham  Phenix  Corporation,  which  sponsored  [the  investment 
trust]  *  *  *  and  was  in  absolute  control  of  the  investment  trust  through- 
out this  entire  period,  both  by  the  ownership  of  every  share  of  voting  stock 
and  by  all  the  officers  and  directors,  and  Chatham  Phenix  Corporation  which 
was  the  vmderwriter  and  distributor  of  the  stock  to  the  public  turned  ove/ 
the  control  of  this  investment  trust  to  the  Atlas  interests  before  it  even  dis« 
closed  it  to  the  stockholders? 

A.  What? 

Q.  Before  it  was  disclosed  to  these  stockholders? 

A.  Yes,  that  is  true. 

i<^  Public  Examination,  Atlas  Corporation,  at  17791. 

w5  id.^  Commission's  Exhibit  No.  1969. 

""  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  1617. 

I*''  Id.,  at  15596  and  Commi.ssion's  Exhibit  No.  1618. 

1*8  Id.,  Commission's  Exhibit  No.  1617. 

140  These  securities  were  acquired,  however,  not  by  Atlas  Corporation  but  by  Chatham 
Phenix  Allied  Corporation,  which  on  August  17,  1931,  the  date  Atlas  Corporation  actually 
acquired  control  of  Chatham  Phenix  Allied  Corporation,  purchased  these  securities  from 
Chatham  Phenix  Corporation  for  $517,900,  their  then  market  value.  (Op.  cit.  supra,  note 
144,  Commission's  Exhibit  No.  2001,  p.  107.) 

150  Op.  cit.  supra,  note  1,  at  15595-6. 
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Although  the  security  affiliate  received  $20  per  share  for  its  voting 
and  nonvoting  stock,  no  provision  for  equal  treatment  was  made 
for  public  stockholders.     Sir.  McRoberts  testified :  ^^'^ 

Q.  Now,  in  getting  $20  a  share,  which  was  $1  [sic  $.29]  above  the  asset  value 
and  approximately  $5  above  the  market  on  these  418,000  shares  of  common 
stock,  that  means  they  paid  you  approximately  $2,000,000  above  the  market 
for  that  block,  isn't  that  so? 

A.  Well,  they  paid  $20. 

Q.  And  the  market  you  said  was  .$14.50  [sic  $15.00]? 

A.  Well,  that  is  the  way  I  recall  it,  I  don't  know  of  course,  if  you  were  tc 
start  out  to  bay  the  .«;to<'k  in  tniy  such  amount,  you  would  put  the  market  )ip 
very  materially. 

Q.  And  if  you  were  selling  the  block? 

A.  It  would  have  gone  the  other  way,  yes. 

Q.  You  don't  deny  you  got  a  good  price  under  the  circumstances? 

A.  I  got  the  best  price  I  could. 

Q.  But  as  far  as  the  other  stockholders  were  concerned,  there  was  no  pro- 
vision to  get  them  the  best  price? 

A.  No,  but  I  think  it  was  doing  a  good  service  to  the  other  stockholders  when 
we  did  what  we  did. 

Q.  Did  the  Chatham  Phenix  Corporation  retain  any  portion  of  that  stock 
in  the  [Chatham  Phenix]  Allied  Corporation  .so  that  they  could  avail  them- 
selves of  a  good  service  that  was  being  rendered  to  the  stockholders? 

A.  No,  I  don't  think  so. 

Q.  They  sold  every  single  share? 

A.  That  was  a  condition  of  the  trade. 

2.  FINANCING  BY  ATLAS  CORPORATION  OF  THE  PUR- 
CHASE OF  CHATHAM  PHENIX  ALLIED  CORPORATION 

Atlas  Corporation  did  not,  at  the  date  of  the  contract,  have  avail- 
able the  $8,367,360  in  cash  required  to  consummate  the  purchase  of 
the  100,000  shares  of  voting  stock  (all  of  the  outstanding  voting 
shares)  and  the  318.368  shares  of  nonvoting  stock  of  Chatham 
Phenix  Allied  Corporation.  In  order  to  make  the  dovrn  payment 
of  $1,367,360  due  under  the  contract  on  August  12,  1931,  Atlas  Cor- 
poration borrowed  that  sum  from  General  Empire  Corporation,  one 
of  Atlas  Corporation's  subsidiaries.^^- 

On  August  17,  1931,  Atlas  Corporation  paid  the  balance  of  the 
purchase  price,  $7,000,000,  by  means  of  a  loan  from  the  Bankers  Trust 
Company  of  New  York.  All  of  the  directors  of  Chatham  Phenix 
Allied  Corporation  resigned,  and  were  replaced  by  representatives 
of  Atlas  Corporation  and  the  name  of  the  acquired  investment  com- 
pany was  then  changed  to  Securities  Allied  Corporation.  The 
$8,885,260  received  by  Chatham  Phenix  Corporation  from  the  sale 
to  Atlas  Corporation  of  its  stock  in  Chatham  Phenix  Allied  Cor- 
poration and  by  the  sale  of  the  remaining  securities  in  its  portfolio 
were  used  together  with  funds  borrowed  by  the  security  affiliate  from 
Chatham  Phenix  National  Bank  &  Trust  Company  to  repay  on 
August  17,  1931,  the  long  outstanding  debt  of  $10,556,993.73  of  the 
security  affiliate  to  Chatham  Phenix  Allied  Corporation,  the  invest- 
ment company. 1^^  In  this  manner.  Atlas  Corporation  ultimately  ob- 
tained control  of  the  funds  paid  by  it  to  Chatham  Phenix  Corpora- 
tion, for  the  blocks  of  the  investment  company  stock  wliich  Atlas 

i«  Id.,  at  15596-8. 

w«0p.  cit.  supra,  note  144,  Commission's  Exhibit  No.  2001  (p.  108). 

^"•Op.  cit.  supra,  note  135. 
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Corporation  purchased.  Atlas  Corporation  not  only  acquired  control 
over  approximately  $10,000,000  of  wliicli  $8,367,360  were  the  very 
funds  used  by  Atlas  Corporation  to  secure  control  of  the  investment 
company,  but  also  acquired  control  of  the  approximately  $21,000,000 
of  other  assets  held  by  Chatham  Phenix  Allied  Corporation.^^* 

In  order  to  secure  funds  to  repay  its  loans  from  General  Empire 
Corporation  and  Bankers  Trust  Company  totaling  $8,367,360,  Atlas 
Corporation  itself  and  through  several  of  the  investment  company 
subsidiaries  on  August  17,  1931  (the  date  on  which  Atlas  Corpora- 
tion acquired  control  of  Chatham  Phenix  Allied  Corporation),  sold 
over  $8,000,000  of  their  holdings  of  stocks  of  other  investment  com- 
panies to  Chatham  Phenix  Allied  Corporation.^^^  With  proceeds  of 
the  sales  of  these  securities  to  its  newly  acquired  investment  company, 
Atlas  Corporation  then  discharged  its  obligations  to  General  Empire 
Corporation  and  Bankers  Trust  Company.  These  securities  of  other 
investment  companies  which  were  sold  by  Atlas  Corporation  and  its 
affiliated  companies  to  Chatham  Phenix  Allied  Corporation  con- 
stituted at  that  date  approximately  26%  of  the  net  assets  of  this 
newly  acquired  investment  company.  This  change  in  the  investment 
policy  of  Chatham  Phenix  Allied  Corporation  whereby  that  invest- 
ment company  substantially  became  a  holding  company  of  other 
investment  companies  was  effected  without  the  prior  knowledge  of 
its  stockholders,  although  Mr.  McRoberts  had  known,  prior  to  the 
transfer  of  control,  that  tliis  change  of  policy  was  contemplated. 
Mr.  McEoberts  testified :  ^^^ 

Q.  Was  there  any  discussion  with  Mr.  Odhini  or  any  representative  of  the 
Atlas  Corporation  as  to  what  the  future  investment  policy  of  tliis  investment 
trust  would  be? 

A.  Yes. 

Q.  What  was  the  discussion  about? 

A.  Well,  their  policy  was  to  do  just  what  we  were  doing  with  our  own  stock. 

Q.  What  was  that? 

A.  We  were  buying  the  stock  when  it  was  offered  materially  below  the  book 
value.  They  were  doing  it  not  only  with  their  own  stock  but  with  other  invest- 
ment trust  stocks.  In  other  words,  they  were  in  a  position  to  do  it  in  a  very  much 
broader  way  than  we  were. 

Q.  You  say  Mr.  Odium  told  you  that  after  he  got  control  he  was  going  to  use 
all  the  funds  of  the  Chatham  Phenix  Allied  Corporation  to  buy  other  investment 
trusts? 

A.  When  he  could  buy  them  on  that  basis.  That  was  his  main  operation  at  that 
time. 

Q.  What  did  he  say  his  main  operation  was? 

A.  Buying  investment  trust  stocks  where  they  would  be  bought  materially 
below  the  liquidating  value  of  the  company. 

iw  With  the  net  amount  of  $6,892,211.49  expended  by  the  investment  company  on  the 
purchase  of  its  own  stock  and  $2,640,702.00  paid  by  the  company  as  dividends  on  its 
stocks  considered  as  returns  of  capital  to  its  security  holders,  the  net  capital  which  had 
been  paid  into  Chatham  Phenix  Allied  Corporation  as  at  August  17,  1931,  when  Atlas 
Corporation  acquired  control  of  the  corporation,  was  $40,467,086.51.  On  August  17,  1931, 
the  net  worth  of  the  corporation  was  $31,555,115.22.  In  the  two  years  of  the  corpora- 
tion's operations  under  the  management  of  Chatham  Phenix  Corporation,  allowing  for 
returns  of  capital,  its  assets  had  shrunk  in  value  by  $8,911,971.29.  a  shrinkage  equivalent 
to  22%  of  the  net  capital  contributed  to  the  enterprise.  Of  the  $31,555,115.22  of  net 
assets,  $10,536,993.73  consisted  of  the  outstandins:  amount  due  to  the  invpstmcnt  compinv 
by  Chatham  Phenix  Corporation.  (Op.  cit.  supra,  note  144,  Commission's  Exhibits  Nos. 
2003,  2043:  op.  cit.  supra,  note  1.  Commission's  Exhibit  No.  1618.) 

1=^  Op.  cit.  supra,  note  144,  Commission's  Exhibit  No.  2001   (p.  109  et  seq.). 

i™Op.  cit.  supra,  note  1,  p.  1559t. 
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This  policy  was  subsequently  continued  and  the  investment  com- 
pany's funds  were  utilized  to  purchase  substantial  interests  in  nearly 
all  the  other  investment  companies  which  had  been  acquired  by  Atlas 
Corporation."^  By  December  8,  1933,  when  Chatham  Phenix  Allied 
•Corporation  was  dissolved,  an  aggregate  of  $26,769,284.49  of  its  as- 
sets ^^^  were  invested  in  the  securities  of  investment  companies  within 
the  sphere  of  control  of  Atlas  Corporation,  and  Chatham  Phenix  Al- 
lied Corporation  had  become  the  key  company  in  the  Atlas  Corpora- 
tion program  of  acquisition  of  other  investment  companies.  At  the 
time  when  Atlas  Corporation  had  acquired  control  of  Chatham  Phenix 
Allied  Corporation,  the  net  assets  of  Chatham  Phenix  Allied  Corpora- 
tion had  been  $31,555,115,  consisting  of  cash  and  diversified  securities. 
Atlas  Corporation,  after  securing  control  of  Chatham  Phenix  Allied 
Corporation,  began  to  increase  its  holdings  of  the  nonvoting  stock  of 
Chatham  Phenix  Allied  Corporation  by  purchases  and  by  offers  of 
•exchange  of  Atlas  Corporation  stock  for  Chatham  Phenix  Allied  Cor- 
poration stock.  The  purchases  and  exchanges  were  effected  by  Atlas 
Corporation  at  prices  below  the  asset  value  of  the  Chatham  Phenix 
Allied  Corporation  stock.  Mr.  McRoberts  knew  that  Atlas  Corpora- 
tion would  make  such  exchange  offers.^^^  Not  only  was  the  policy  of 
Atlas  Corporation  disclosed  to  him  but,  as  he  testified,^""  Atlas  Cor- 
poration had  refused  to  make  an  offer  to  acquire  the  holdings  of  the 
general  public  at  the  same  price  paid  by  Atlas  Corporation  to  the 
security  affiliate,  Chatham  Phenix  Corporation.  The  agreement 
of  August  11,  1931,  between  Atlas  Corporation  and  Chatham  Phenix 
Allied  Corporation  expressly  stipulated  that  Atlas  Cori^oration  was 
to  be  in  sole  control  of  the  "market"  in  shares  of  Chatham  Phenix 
Allied  Corporation.^*'^ 

By  December  8,  1933,  the  date  of  dissolution  of  the  investment  com- 
pany, Atlas  Corporation  and  its  controlled  companies  had  acquired  by 
purchase  or  exchange  approximately  1,000,000  shares  of  the  invest- 
ment company's  nonvoting  stock  held  by  the  public  at  prices  below 
asset  value.^"^  The  total  holdings  of  Atlas  Corporation  and  its  sub- 
sidiaries of  voting  and  nonvoting  stock  of  Chatham  Phenix  Allied 
■Corporation  were  1,434,057  shares  or  approximately  97%  of  the  total 
number  of  shares  outstanding  at  the  date  of  dissolution.^"^  The  re- 
maining stockholders  of  Chatham  Phenix  Allied  Corporation  on  its 
dissolution  received,  as  their  pro  rata  part  of  its  assets,  $15.31  per 
share  for  their  stock  as  compared  with  the  original  offering  price  of  $27 
per  share.     If  dividends  of  $1.75  paid  per  share  during  this  period^^*  be 

1"  A  more  detailed  discussion  of  the  acquisition  of  control  of  Chatham  Phenix  Allied 
•Corporation  and  its  subsequent  dissolution  is  given  in  Ch.  IV  of  this  part  of  the  report. 

i°s  Op.  cit.  supra,  note  144,  Commission's  Exhibit  No.  2040. 

1"^  Op.  cit.  supra,  note  1,  at  15594. 

i«»  Id.,  at  15595. 

wild.,  Commission's  Exhibit  No.  1617. 

i^^Op.  cit.  supra,  note  144,  Commission's  Exhibit  No.  2001  (p.  109  et  seq.).  Atlas  Cor- 
poration in  1932  and  19.33  acquired  in  exchange  for  its  own  securities  679,948  shares  of 
nonvoting  common  stock  of  Chatham  Phenix  Allied  Corporation  at  a  gross  difference  in 
the  asset  value  of  the  securities  exchanged  as  of  the  date  of  the  exchange  of  $3,344,686 
in  favor  of  Atlas  Corporation.  (Id.,  Commission's  Exhibit  No.  2001,  pp.  116,  119.)  As  a 
partial  offset,  however,  by  becoming  stockholders  of  Atlas  Corporation,  as  a  result  of  the 
exchange,  the  Chatham  Phenix  Allied  Corporation  stockholders  shared  in  the  asset  gain 
to  Atlas  Corporation. 

W3  Ibid. 

i«*  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2496. 
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deducted  from  the  original  offering  price  of  $27,  those  stockholders- 
who  retained  their  stock  from  the  inception  of  the  company  until  its 
dissolution  suffered  a  loss  of  $9.94  per  share.^''^  Those  stockholders 
who  exchanged  their  shares  in  1932  and  1933  for  Atlas  Corporation- 
securities/^^  as  at  October  31,  1938,  sustained  a  loss,  on  the  basis  of  a 
net  investment  of  $25.25  in  the  company,"^  of  $13.02  per  share  meas- 
ured by  the  asset  value  and  of  $16.67  per  share  measured  by  the 
market  value  of  the  Atlas  Corporation  securities  received  by  them.^^* 

V.  CENTRAL-ILLINOIS  SECURITIES  CORPORATION 

A.  Summary 

Central-Illinois  Securities  Corporation  was  organized  in  October  1929  by  Central 
Trust  Company  of  Illinois,  a  commercial  bank  located  in  Chicago,  Illinois,  and 
by  Central-Illinois  Company,  the  bank's  security  affiliate.  The  sponsors  secured 
control  of  the  investment  company  at  the  outset  by  purchasing  from  it  for 
$3,000,000,  common  stock  entitled  to  43%  of  the  total  voting  power  of  all  the  stoclc 
issued.  At  the  same  time  they  sold  to  the  public  allotment  certificates  represent- 
ing units  of  preferred  and  common  stock  for  $12,600,000,  of  which  the  investment 
company  received  $12,000,000. 

The  affairs  of  the  investment  company  were,  until  November  1932.  directed 
and  managed  exclusively  by  individuals  connected  with  the  sponsoring  bank  and 
its  security  affiliate,  and  for  several  years  the  investment  company  was  operated 
substantially  as  an  auxiliary  of  the  sponsors.  The  funds  of  the  Central-Illinois 
Securities  Corporation  were  almost  intact  when  the  stock  market  break  occurred 
on  October  29,  1929.  Two  weeks  later,  at  its  first  business  meeting,  the  inter- 
locking board  of  directors  caused  the  investment  company  to  make  loans  to  the 
sponsors  and  their  affiliates  and  to  purchase  securities  from  them  in  amounts 
which  aggregated  $5,459,966,  a  sum  in  excess  of  one-third  of  the  company's  total 
assets.  On  most  of  these  transactions  the  investment  company  later  sustained 
severe  losses. 

During  the  period  of  the  management  of  the  investment  company  by  the  bank, 
loans  including  brokers'  loans  aggregating  $13,500,000  were  taken  over  by  the 
investment  company  from  the  sponsor  bank  allegedly  pursuant  to  an  unwritten 
agreement  that  the  bank  would  repurchase  them  on  demand.  Subsequently  when 
the  investment  company  under  an  independent  board  of  directors  invoked  the 
agreement  in  an  effort  to  recover  some  of  the  losses  suffered  on  these  transactions, 
the  successor  of  the  sponsor  bank  rejected  the  claim  on  the  ground  that  there 
was  insufficient  evidence  to  justify  "an  admission  of  enforceable  liability"  on  the 
part  of  the  bank. 

The  investment  company  devoted  over  $6,000,000  or  about  40%  of  its  initial 
capital  to  two  ventures  in  which  its  sponsors  were  interested.  In  one  of  these 
ventures,  the  investment  company,  in  a  futile  effort  to  support  the  market  for 
the  stock  of  its  sponsor  bank  and  the  bank's  successor,  purchased  approximately 
$1,749,133  of  the  bank's  stock  on  a  collapsing  market.  This  entire  investment 
except  the  sum  of  $105,416  was  lost.     In  addition,  the  investment  company  was 

1*°  Op.  cit.  supra,  note  144,  Commission's  Exhibit  No.  2004. 

168  They  received  for  each  share  of  Chatham  Phenix  Allied  Corporation  stock,  Atlaa 
Corporation  securities  which  had  an  asset  value  of  $12.23  and  a  market  value  of  $8.58  as  at 
October  31,  1938,  the  most  recent  date  for  which  figures  are  available.  Securities  Regis- 
tration Statement,  Atlas  Corporation,  Form  15,  File  No.  1-2714-2  (Annual  Report  for 
1938).  The  Atlas  Corporation  securities  received  by  the  stockholders  consisted  of  one 
share  of  Atlas  Corporation  common  stock  and  one-flfth  of  one  of  its  warrants.  (Op.  cit. 
supra,    note   161.) 

i«^  This  net  investment  basis  of  $25.25  is  obtained  by  deducting  the  cash  dividends  of 
$1.75  from  the  original  offering  price  of  $27. 

i«s  At  the  date  of  the  exchange  offer  of  Atlas  Corporation  In  June  1932,  the  asset  value 
of  the  Chatham  Phenix  Allied  Corporation  stock  was  $8.50  per  share  and  its  market  value 
was  $4.50.  The  average  asset  value  and  market  value  of  the  Chatham  Phenix  Allied 
Corporation  stock  during  the  period  of  the  1933  exchanges  were  $13.64  per  share  anfl 
$6.75  per  share  respectively.      (Id.,  Commission's  Exhibit  No.  2001,  pp.  115,  118.) 
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forced  to  provide  $814,200  more  for  statutory  liability  assessments  on  the  bank's 
stock,  thus  increasing  the  final  loss  in  this  investment  to  $2,457,917. 

In  the  second  venture,  the  Central-Illinois  Securities  Corporation,  together 
with  H.  M.  Byllesby  &  Co.,  arranged  to  purchase  control  of  a  utility  holding 
company  for  which  its  parent,  Central-Illinois  Company,  was  the  banker.  Com- 
mencing with  a  participation  of  approximately  $1,700,000,  the  investment  com- 
pany, despite  an  increasingly  unfavorable  outlook,  increased  its  commitments 
in  the  utility  company  through  loans  and  stock  purchases  to  a  total  of  $3,770,965. 
In  1932,  after  the  utility  company  was  placed  in  receivership,  Central-Illinois 
Securities  Corporation  charged  off  $1,730,691  as  a  loss  on  this  venture  and  at  the 
end  of  1935  it  carried  this  investment  on  its  books  at  $430,875. 

Central-Illinois  Securities  Corporation,  at  the  end  of  1935,  had  sustained  realized 
and  unrealized  net  losses  of  $7,315,000  on  its  loans  and  transactions  in  securities. 
These  losses  were  equal  to  approximately  49%  of  the  investment  company's 
original  capital  of  $15,000,000. 

Former  officers  of  the  investment  company  testified  that  the  company's  diffi- 
culties had  resulted  largely  from  its  interrelationship  with  the  bank  and  the 
security  affiliate  which  sponsored  it,  and  from  the  conflicts  of  interest  which  this 
interrelationship  created. 

B.  Organization 

Central-Illinois  Securities  Corporation,  an  investment  company 
of  the  management  tjqje,^  was  organized  mider  the  laws  of  Dela- 
ware on  October  1,  1929,  by  Central  Trust  Company  of  Illinois,  a 
commercial  bank  in  Chicago,  Illinois,  and  by  Central-Illinois  Com- 
pany, a  security  affiliate  of  the  bank.^ 

Henry  M.  Dawes,  chairman  of  the  board  of  directors  of  the  invest- 
ment company,^  testified  that  Central-Illinois  Securities  Corporation 
was  created  because  the  sponsors  contemplated  that  there  were 
mutual  benefits  to  be  derived  from  the  operation  of  the  investment 
company  in  affiliation  with  the  bank :  '* 

^  Public  Examination,  Central-Illinois  Securities  Corporation,  Commission's  Exhibit  No. 
239.  The  offering  circular  announced :  "Central-Illinois  Securities  Corporation,  or- 
ganized under  the  laws  of  Delaware  with  broad  charter  powers,  may  participate  in 
underwritings  and  syndicates  and  engage  in  such  other  investment  activities  as  its  Board 
of  Directors  may  determine.  The  Corporation  has  been  organized  to  supplement  the 
existing  facilities  of  Central  Trust  Company  of  Illinois  and  Central-Illinois  Company." 

2  The  investment  company  was  controlled  by  the  security  affiliate.  The  security  affiliate 
•was  in  turn  controlled  by  the  bank  through  the  usual  device  of  having  all  the  stock  of 
the  affiliate  held  in  trust  for  the  benefit  of  the  stockholders  of  the  bank,  with  a  specified 
number  of  officers  of  the  bank  as  trustees.  (Op.  cit.  supra,  note  1,  at  1848.1  In  June  19.31, 
the  bank  was  merged  with  the  Chicago  Trust  Company  immediately  after  the  consolidation 
of  the  latter  with  the  National  Bank  of  the  Republic  of  Chicago.  (Id.,  at  1862.)  The 
successor  bank  continued  a  commercial  banking  business  under  the  name  of  Central 
Republic  Bank  and  Trust  Company  until  October  1932.  After  October  6,  1932,  the 
activities  of  the  merged  bank,  Central  Republic  Bank  and  Trust  Company,  were  restricted 
exclusively  to  a  general  trust  business,  its  deposits  being  assumed  by  the  newly  formed 
City  National  Bank  and  Trust  Company  of  Chicago  and  its  name  was  changed  to  Central 
Republic  Trust  Company.  (Id.,  at  1882.)  In  1934  the  trust  company  was  placed  in 
receivership.      (Id.,  at  1954.) 

At  the  time  of  the  merger  of  the  banks  in  June  1931,  Central  Trust  Company  of  Illinois 
had  as  its  security  affiliate  Central-Illinois  Company ;  and  the  National  Bank  of  the 
Republic  of  Chicago  had  a  security  affiliate  named  the  National  Republic  Company. 
Both  security  afflliates  were  merged,  forming  Central  Republic  Company,  its  stock  being 
held  in  trust  for  the  benefit  of  the  stockholders  of  the  successor  bank.  In  the  fall  of  1931, 
the  stock  of  Central  Republic  Company  held  in  trust  was  distributed  to  the  stockholders 
of  the  bank.     (Id.,  at  2125.) 

8  Henry  M.  Dawes  was  chairman   of  the  investment  company's  board  of  directors  from 
the  Inception  of  the  company  until  November  1932.     For  other  connections  of  Henry  M. 
Dawes  and  his  family  see  note  5  infra. 
*  Op.  clt.  supra,  note  1,  at  1850. 
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A.  *  *  *  The  assumption  was  there  was  an  opportunity  for  carrying  on 
a  business  of  this  kind  with  the  connection  that  it  had  wliich  would  be  mutu- 
ally beneficial.  I  really  haven't  said  anything  except  the  obvious  things,  that 
a  closely  associated  organization  of  that  kind  could  be  mutually  beneficial  to 
the  organizations  that  were  operating  at  that  time  and  to  the  new  organization. 

Q.  You  said  the  business  at  that  time.     What  do  you  mean? 

A.  The  sort  of  thing  I  have  in  mind  is  participation  in  underwriting  where 
better  terms,  perhaps,  could  be  secured  for  larger  participation. 

Q.  Any  other  examples? 

A.  That  is  all  that  occurs  to  me.  In  other  words,  I  looked  on  it  as  the  con- 
ventional arrangement  which  was  being  followed  by  the  larger  institutions 
under  "department  store"  banking,  as  I  would  call  it,  which  was  conducted  at 
that  time. 

The  directors  and  all  the  executive  officers  of  the  investment  com- 
pany were  either  officers  or  directors  of  the  bank  or  its  security 
affiliate.  The  initial  board  of  directors  and  administrative  personnel 
of  the  investment  company  remained  in  office  continuously  from 
October  1929,  until  November  1932,  without  substantial  change.^ 

Admittedly,  this  identity  of  relationship  on  the  part  of  the  inter- 
locking directors  and  officers  resulted  in  the  creation  of  a  dual  and  fre- 
quently conflicting  allegiance.  Philip  R.  Clarke,  former  president 
of  the  three  companies,'^  m  describing  this  situation  stated : " 

A.  *  *  *  And  the  more  conscientious  your  administrative  officers  are  the 
more  difficult  is  their  problem,  and  there  are  some  times  when  it  is  almost 
impossible  to  decide  whether  or  not  this  should  go  to  your  left  hand  or  whether 
It  should  go  to  your  right  hand.  And  the  result  was  that  I  think  those  of  us 
who  comprised  that  administrative  personnel,  none  of  these  officers  were  com- 
pensated, and  they  endeavored  to  do  the  very  best  they  could  under  the  existing 
circumstances  and  reached  the  unqualified  conclusion  that  it  was  an  inadvisable 
and  impracticable  relationship  and  one  that  should  be  terminated  within  the 
.shortest  possible  time. 


s  The  following  table  indicates  the  interlocking  position   of  the   various   directors  and 
oflScers  of  the  investment  company  : 


Office  held  in  the  investment  company 


Office  held  in  the  bank 


Office  held  in  security 
affiliate 


Philip  R.  Clarke:  President  and  director.. 

R.  Floyd  Clinch:  Director 

Henry  M.   Dawes:  Chairman,   board  of 
directors.  <■ 

Newton  P.  Frye:  Director  ^ 

Carroll  E.  Gray,  Jr.:  Director  ^ 

Joseph  E.  Otis:  Director 


President  and  director  _ 

Director 

Director 


Louis  H.  Schroeder:  Vice  president  and 

director.  >> 
Eugene  V.  R.  Thayer:  Director 


Director  and  chairman  of 
board. 


Eawleigh  Warner:  Director  '•. 


Director  and  chairman  of 
the  executive  commit- 
tee. 

Director 


President  and  director. 

Director. 

Vice  president. 
Executive  vice  president. 


Vice     chairman     of     the 

board. 
Chairman  of  the  board. 


"Id.,  at  1847-8.  Three  other  members  of  the  Dawes  family  were  directly  connected  with  the 
Central-Hlinois  group.  W.  R.  Dawes  was  vice-president  and  a  director  of  the  bank.  In  1932  he 
became  president  of  the  investment  company  and  in  1935,  chairman  of  its  board.  R.  C.  Dawes  was 
also  a  director  of  the  bank  and  of  the  security  affiliate;  and  during  1930  and  1931  General  Charles  G. 
Dawes  was  honorary  chairman  and  a  director  of  the  bank.  On  June  27,  1932,  General  Dawes,  after 
resigning  as  a  director  of  the  Reconstruction  Finance  Corporation,  became  chairman  of  the  board 
of  directors  of  the  Central  Republic  Bank  and  Trust  Company,  the  successor  of  Central  Trust  Com- 
pany of  Illinois. 

i>  Became  a  director  of  the  security  affiliate  in  1931. 

'  Op.  cit.  supra,  note  1,  at  1925-8.  Previous  to  his  association  with  the  Central-Illinois  interests,  Mr. 
■Clarke  had  been  president  of  the  Federal  Securities  Corporation,  an  investment  banking  and  underwriting 
organization.  In  Jime  1929,  the  bank  purchased  all  the  stock  of  the  Federal  Securities  Corporation  which 
thereupon  was  operated  as  a  wholly  owned  subsidiary  of  the  bank.  In  December  1929,  Mr.  Clarke  became 
president  of  the  bank,  the  security  affiliate,  and  the  investment  company.  (Id.,  at  1927-8.) 

'  Op.  cit.  supra,  note  1,  at  1988. 
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Subsequent  difficulties  of  the  investment  company  were  in  larger 
measure  ascribed  by  both  Mr.  Clarke  and  Mr.  Dawes  to  this  conflict 
of  interests  of  the  interlocking  management.  ® 

The  extent  to  which  Henry  M.  Dawes,  chairman  of  the  board  of 
directors  of  the  investment  company  for  three  years,  supervised  and 
participated  in  the  activities  of  the  investment  company  is  indicated 
by  his  testimony :  ^ 

Q.  Mr.  Dawes,  you  attended  the  meetings  of  the  Board  fairly  regularly,  did 
you  not? 

A.  Well,  pretty  regularly,  yes.     I  was  traveling  a  good  deal. 

******* 

Q.  Do  you  know  anything  about  the  Goudey  Gum  loan? 

A.  No. 

Q.  Do  you  know  anything  about  the  Utah  Rock  Asphalt  Company  loan? 

a:  ****:*  * 

A.  No. 

Q.  Do  you  know  anything  about  the  loans  to  the  Utility  Securities  Company^ 
which  was  an  Insull  company? 

A.  No. 

Q.  Do  you  know  anything  about  approximately  $8,000,000  of  loans  which 
were  made  to  Chicago  brokers  at  various  times? 

A.  No. 

Q.  Do  you  know  anything  about  the  purchase  of  the  Personal  Savings  Bank 
stock? 

A.  No. 

Q.  Do  you  know  anything  about  a  loan  on  West  Monroe  Street  property? 

A.  No. 

Q.  Of  $1,000,000? 

A.  No,  I  don't  know  anything  about  it. 

Q.  Do  you  know  anything  about  the  Western  Continental  Utilities,  Incor- 
porated? 

A.  Nothing  of  any  importance,  except  I  know  it  is  a  California  utility,  and 
that  is  about  all. 

Mr.  Dawes  amplified  his  testimony  in  regard  to  his  position  as 
director  as  follows :  ^° 

,^  *  *  *  There  is  one  problem  I  haven't  any  answer  for,  but  I  am  just 
wondering,  in  thinking  of  my  testimony  or  lack  of  it  during  the  day  here,  and 
that  is  about  directors. 

Q.  Yes? 

A.  I  dont  know  what  is  right,  and  I  was  thinking,  because  I  have  probably 
appeared  to  you  as  a  person  who  has  neglected  his  obligations  in  this  particular 
instance.  I  don't  think  I  have.  But  here  my  time  is  occupied  with  these  things. 
I  have  associates,  friendly  and  otherwise,  and  contacts  with  the  people  in  a 
bank,  and  I  can't  spare  the  time  to  go  into  the  details  of  the  things., 

I  get  the  best  judgment  I  can  of  the  general  situation  and  wonder,  after  all, 
if  I  do  bring  anything  to  it.     I  certainly  want  to  do  that. 

I  wouldn't  go  into  an  association  of  that  kind  if  I  were  assuming  certain 
risks  and  certain  responsibilities  in  connection  with  the  thing,  which  would 
become  moral  responsibilities  if  incorporated  into  law. 

How  you  are  going  to  protect  that  situation  talking  of  the  directors'  liability,. 
I  don't  know  how  to  get  at  it. 

Q.  For  instance,  here  is  the  name  of  Henry  M.  Dawes,  Chairman  of  the 
Board. 

A.  Yes. 


«Id.,  at  1985-94. 
»ld.,  at  1921-3. 
w  Id.,  at  1094-6. 
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Q.  And  the  person  looking  at  the  prospectus  would  have  the  right  to  assume 
that  as  Chairman  of  the  Board  you  are  fully  familiar  with  every  detail  of 
the  business? 

A.  Well,  I  presume  that  is  so,  that  I  shouldn't  have  allowed  my  name  to  be 
used  as  Chairman  of  the  Board.  But  at  the  same  time  I  never  knew  what  a 
chairman  of  the  board  was     *     *     *^ 

Not  only  was  tlie  investment  company  entirely  controlled  by  a 
board  of  directors  completely  interlocked  with  its  sponsors,  but,  in 
addition,  self -dealing  transactions  between  the  investment  company 
and  its  directors  and  sponsors  were  explicitly  authorized  by  the  cer- 
tificate of  incorporation  of  the  investment  company.  The  charter 
provided : " 

In  case  the  Corporation  enters  into  contracts  or  transacts  business  with  one 
or  more  of  its  directors,  or  with  any  firm  of  which  one  or  more  of  its  directors 
are  members,  or  with  any  other  corporation  or  association  of  which  one  or 
more  of  its  directors  are  stockholders,  directors  or  officers,  such  contract  or 
transaction  shall  not  be  invalidated  or  in  any  way  affected  by  the  fact  that 
such  director  or  directors  have  or  may  have  interests  therein  which  are  or 
might  be  adverse  to  the  interests  of  this  Corporation ;  provided  that  such  con- 
tract or  transaction  is  entered  into  in  good  faith  and  authorized  or  ratified  in 
the  usual  course  of  business  as  may  be  provided  for  in  the  bylaws  of  the  Corpo- 
ration. 

It  will  be  seen  that  this  provision  in  the  charter  was  not  without 
significance;  for,  as  will  appear,  a  substantial  and  important  part 
of  the  activities  of  the  investment  company  came  within  the  purview 
of  the  clause. 

C.  Distribution  of  Investment  Company's  Stock 

The  initial  public  offering  of  securities  of  the  investment  com- 
pany in  October  1929,  was  in  the  form  of  units  consisting  of  one  share 
of  convertible  preference  and  one  share  of  common  stock,  represented 
by  allotment  certificates  which  were  convertible  into  stock  of  the 
investment  company  on  or  after  November  1,  1931.  The  security 
affiliate  offered  400,000  allotment  certificates  ^-  at  $31.50  per  certificate 
to  the  public.  Of  the  total  of  $12,600,000  received  from  the  sale  of 
these  certificates  the  security  affiliate  paid  to  the  investment  com- 
pany $12,000,000,  or  $30  per  certificate,  and  retained  $600,000  or  5% 
as  commission. 

This  issue,  offered  to  the  public  two  weeks  before  the  stock  market 
crash  of  October  1929,  was  oversubscribed  in  advance  of  the  actual 
offering,  and  by  the  time  the  allotment  certificates  were  publicly 

^  Reply  to  the  Commission's  questionnaire  for  Central-Illinois  Securities  Corporation, 
Pt.  I    (Exhibit  A,  Article  Twelve). 

12  The  certificate  of  incorporation  of  the  investment  company  authorized  the  issuance  of 
1,000,000  shares  of  no-par  convertible  preference  stock  and  2,400,000  shares  of  no-par 
common  stock.  This  authorization  was  changed  by  an  amendment  filed  January  4,  1933, 
to  300,000  shares  of  no-par  convertible  preference  stock  and  1,300,000  shares  of  common 
stock  of  $1.00  a  share  par  value.  The  outstanding  common  stock  was  thereby  converted 
into  the  new  stock  on  a  share-for-share  basis.  As  a  result  of  the  repurchase  of  securities, 
the  outstanding  stock  on  December  31,  1935,  consisted  of  231,598  shares  of  preference 
stock  and  909,787  shares  of  common  stock. 

The  no-par  convertible  preference  stock,  entitled  to  cumulative  dividends  of  $1.50 
annually,  was  callable  at  $32.50  per  share  and  entitled  to  $27.50  per  share  on  liquidation. 
It  was  convertible  into  common  stock  at  any  time  on  a  share-for-share  basis.  Both 
classes  of  stock  had  one  vote  per  share.  (Op.  cit.  supra,  note  1,  at  1852—3,  and  Commission's 
Exhibit  No.  329.) 
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offered,  independent  bids  had  established  a  price  as  high  as  $42  per 
unit."  Mr.  Frye,  a  director  of  the  bank,  the  security  affiliate,  and  the 
investment  company,  stated :  ^* 

*  *  *  the  office  was  just  deluged  with  people  applying  for  the  unit.  I 
think  that  was  quite  normal,  considering  the  period  we  were  in. 

At  the  time  of  the  sale  to  the  public  of  the  400,000  allotment  cer- 
tificates, the  security  affiliate  purchased  for  its  own  account  600,000 
shares  of  common  stock  of  the  investment  company  for  $3,000,000. 
The  total  capital,  therefore,  raised  by  the  investment  company  was 
$15,000,000.15 

D.  Method  of  Vesting  Control  of  the  Investment  Company  in  the 

Security  Affiliate 

Despite  a  great  disparity  in  price,^®  both  the  preferred  and  the 
common  stock  were  equally  entitled  to  one  vote  per  share.^^  Conse- 
quently, the  security  affiliate  by  purchasing  common  stock  alone,  in 
return  for  a  contribution  of  $3,000,000,  or  19%  of  the  total  sum  con- 
tributed,^^  secured  600,000  votes,  equal  to  43%  of  the  total  voting 
power;  while  the  public,  purchasing  in  the  form  of  units  of  both 
common  and  preferred  stock,  in  return  for  a  contribution  of  $12,- 
600,000,  or  81%  of  the  total  sum  contributed,  obtained  800,000  votes, 
equal  to  57%  of  the  voting  power.^^  By  reason  of  the  extensive  dis- 
tribution of  the  units  ^°  the  security  affiliate  was  assured  of  effective 
working  control  of  the  investment  company,  although  lacking  a 
majority  of  votes. 

13  Id.,  at  2127. 
w  Ibid. 

1=  The  following  table  summarizes  the  initial  offering  of  the  securities  of  the  investment 
•company  : 


Purchaser 

Security 

Number 
of  shares 

Cost  to 
purchasers 

Commis- 
sion 

Net  pro- 
ceeds to 
investment 
company 

•Public        .    .- 

Convertible  preference  ". 

Common  "._ _ _ 

Common 

400,000 
400, 000 
600. COO 

$12, 600, 000 

$600,  000 

$12,000,000 

'Central-Illinois  Co 

3,  000,  000 

3, 000,  000 

1, 400, 000 

15, 600,  000 

600,  000 

15,  000.  000 

«  Sold  as  unit  allotment  certificates  consisting  of  one  share  of  preferred  and  one  share  of  common 
stock. 

"The  preferred  stock  was  entitled  to  $27.50  per  share  on  liquidation.  On  the  basis 
■of  the  $5  per  share  rate  paid  for  the  common  by  the  security  affiliate,  the  preferred  would 
be  valued  at  the  time  of  issuance  at  $26.50  per  share. 

"  Op.  cit.  supra,  note  1,  Commis.sion's  Exhibits  Nos.  236  and  239. 

"The  security  affiliate's  payment  of  $3,000,000  equaled  20%  on  the  sum  of  $15,000,000 
actually  received  by  the  investment  company,  but  19%  on  the  $15,600,000  paid  by  the 
purchasers. 

1"  The  public,  required  to  purchase  in  the  form  of  allotment  certificates  representing 
units  of  common  and  preferred  stock,  received  the  equivalent  of  2  votes  for  each  allotment 
certificate  costing  .f31.50,  whereas  the  spon.sor,  purchasing  common  stock  alone  at  the  rate 
of  $5  per  share,  received  the  equivalent  of  6%  votes  for  each  $31.50  invested. 

2«At  the  end  of  1929  there  were  5,200  holders  of  the  investment  company's  allotment 
•certificates,  owning  an  average  of  77  certificates  each,  which  represented  an  average 
Investment  per  holder  of  $2,426.     (Op   cit.  supra,  note  1,  Commission's  Exhibit  No.  270.) 
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The  possibility  of  upsetting  the  security  affiliate's  control  of  the 
investment  company  was  rendered  more  remote  by  virtue  of  the  fact 
that  the  allotment  certificates  were  not  exchangeable  for  the  under- 
lying shares  until  November  1931,  a  period  of  two  years.  During 
the  intervening  period,  therefore,  attempts  to  depose  the  security 
affiliate  from  control  could  be  made  only  by  purchases  of  the  higher 
priced  units. 

Moreover,  the  charter  provided  that  neither  class  of  stock  was  to 
have  any  preemptive  right  to  subscribe  to  new  issues  of  stock.^^  The 
way  was  therefore  open  to  the  board  of  directors  of  the  investment 
company  to  sell  to  the  security  affiliate  all  or  any  portion  of  the 
1,400,000  shares  of  common  stock  and  the  600,000  shares  of  preferred 
stock  which  had  been  authorized  but  not  issued,  at  any  time  that 
the  affiliate  desired  to  increase  its  voting  strength.^^ 

E.  Activities  of  the  Investment  Company 

As  of  December  31,  1935,  the  net  loss,  realized  and  unrealized,  sus- 
tained by  the  investment  company  in  its  security  transactions  and 
loans  amounted  to  $7,315,000.-^  By  far  the  greater  part  of  the  loss 
was  suffered  in  transactions  in  which  the  investment  company  was 

21  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  236.  Tbe  certificate  of  incorporation- 
states  :  "No  holder  of  any  stock  of  this  Corporation  shall  be  entitled  as  of  right  to  pur- 
chase or  subscribe  for  any  part  of  any  unissued  stock  of  this  corporation  or  for  any  addi- 
tional stock  of  any  class  to  be  issued  by  reason  of  any  increase  of  the  authorized  capital 
stock  of  this  Corporation,  or  bonds,  debentures,  or  other  securities  convertible  into  stock 
of  this  Corporation  and  any  such  unissued  stock  except  that  which  has  been  reserved  for 
the  conversion  of  Convertible  Preference  Stock  as  herein  provided  or  authorized  issue 
of  new  stock  or  of  securities  convertible  into  stock  may  be  issued  and  disposed  of  by  the 
Board  of  Directors  to  such  individuals,  corporations,  associations,  or  copartnerships 
upon  such  terms  and  for  such  considerations  as  the  Board  of  Directors  may  determine." 
(Ibid.) 

°2  Subsequent  to  1931,  the  600,000  shares  of  common  stock  initially  purchased  by  the 
security  affiliate  were  pledged  as  collateral  security  for  a  loan  by  the  security  affiliate 
with  the  Central  Republic  Bank  and  Trust  Company,  successor  to  the  Central  Trust 
Company  of  Illinois.  The  Central  Republic  Bank  and  Trust  Company,  in  turn,  pledged 
these  shares  with  the  Reconstruction  Finance  Corporation  to  secure  a  loan.  For  several 
years  these  shares  were  held  by  a  nominee  of  the  Reconstruction  Finance  Corporation, 
who,  in  June  1932,  under  the  rights  given  in  the  agreement  of  pledge,  voted  the  stock.  (See 
infra.)  By  the  end  of  1935,  as  a  result  of  purchases  by  the  investment  company  of  its  own 
stock,  the  600,000  shares  represented  52%  of  the  outstanding  voting  power  of  the  investment 
company.  Thus  the  Reconstruction  Finance  Corporation  possessed  a  majority  of  the  voting- 
securities  of  the  investment  company  at  this  time.  However,  the  Reconstruction  Finance 
Corporation  made  no  attempt  to  exercise  its  rights  to  name  the  management,  but  merely 
required  that  it  be  accorded  a  representative  on  the  board  of  directors.  In  the  annual 
report  to  the  stockholders  of  the  investment  company  for  the  year  of  1936,  Walter  L.  Vincent, 
then  president  of  the  investment  company,  wrote :  "On  December  1st,  1936,  600,000  shares^ 
of  our  own  Common  Stock  were  purchased  and  are  now  carried  in  the  treasury.  This 
stock  represented  52%  of  the  voting  rights  of  all  stock  outstanding  and  rested  in  the 
hands  of  the  Receiver  for  the  Central  Republic  Trust  Company  and  the  Reconstruction 
Finance  Corporation.  This  purchase  relieved  the  threat  of  acquisition  of  control  by  a 
purchaser  or  purchasers  with  interests  which  might  have  been  adverse  to  the  holders  of  the 
remaining  outstanding  shares  of  both  classes  of  stock  and  insured  the  maintenance  of 
control  in  the  publicly  owned  stock."  (Derived  from  supplementary  information  supplied 
the  Commission  for  Central-Illinois  Securities   Corporation.) 

23  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  270.  An  itemized  analysis  of  this 
figure  will  be  found  in  the  summary  of  operations  of  the  company,  infra,  p.  176   (Item  6).. 
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placed  because  of  its  affiliated  relationships.-*  These  ventures  were 
princii^ally  of  two  kinds:  loans  which  the  investment  company  was 
induced  by  the  bank  or  security  affiliate  to  make  or  which  it  pur- 
chased directly  from  them ;  and  investments  in  the  stocks  of  the  bank 
or  security  affiliate  or  in  the  stocks  of  companies  in  which  the  bank 
and  affiliate  were  in  some  manner  interested. 

The  investment  company  commenced  operations  about  October  21, 
1929.-^  One  week  later,  while  its  funds  were  still  almost  intact,  the 
stock  market  broke  precipitously.-** 

On  November  13,  1929,  the  board  of  directors  of  the  investment 
'Company,  at  its  first  business  meeting,"  and  in  the  face  of  the  collaps- 
ing securities  market  authorized  acceptance  of  loan  applications  and 
offers  of  sale  of  various  securities  and  notes  receivable  which  were 
submitted  on  their  own  behalf  by  the  bank,  the  security  affiliate,  and 
the  bank's  subsidiaries.-^  The  sum  of  $5,459,966,  or  about  36% 
of  the  investment  company's  resources,  was  advanced  or  pledged  in 
these  transactions.-^  In  exchange  for  $5,459,966  of  cash,  the  invest- 
ment company  agreed  to  acquire  from  the  bank  and  the  security 
affiliate  securities  and  obligations  mainly  of  an  unmarketable  char- 
acter. Consequently  the  funds  of  the  investment  company  were  uti- 
lized to  increase  the  liquidity  of  the  bank  and  the  security  affiliate  at 
this  time.  Mr.  Clarke,  when  examined  as  to  the  possible  inference 
of  an  "unloading"  of  tliese  securities  and  obligations  by  the  bank 
and  security  affiliate  on  the  investment  company,  testified :  ^° 

Q.  I  just  wanted  to  point  out  something,  Mr.  Clarke.  This  was  practically 
the  first  business  meeting  of  the  trust,  November  13,  1929.  The  other  meetings 
were  just  organization  meetings. 

A.  That  is  it. 

Q.  Yet  at  the  very  first  meeting  there  is  a  loan  of  $1,000,000  secured  by  a 
lease  to  the  sponsor,  isn't  that  so?    The  trust  loaned  $1,000,000  to  its  sponsor? 

A.  Yes,  sir. 

Q.  At  that  very  same  meeting  there  was  a  loan  of  [$500,000]  to  Central- 
Illinois  Company,  its  sponsor,  on  the  Goudey  Gum  as  security? 

A.  Yes. 

2*  Losses  totaling  $6,826,729  were  suffered  by  the  investment  in  4  groups  of  transac- 
tions wliicli  the  investment  company  was  caused  to  undertake  by  its  affiliations  (all  these 
transactions  are  discussed  in  detail,  infra)  : 

Loss  on  loans  taken  over  from  sponsor $1,  112,  369 

Loss  on  stock  of  the  sponsor  bank 2,  457,  917 

Loss  on  stocks  of  banks  in  which  sponsor  was  interested 1,  525,  752 

Loss  in  Western  Continental   Utilities,   Inc 1,730,691 

6,  826,  729 
2' Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.   240. 

2"  Id.,  at  2045.     Mr.  Clarke  referred  to  the  period  as  "the  debacle."     (Ibid.) 

2'  Op.  cit.  supra,  note  1,  at  2004-5. 

2'  Id.,  Commission's  Exhibit  No.  248.     The  following  transactions,   many  of  which  are 

/hereafter  discussed  in  detail,  were  authorized  at  this  meeting : 

With  security  affiliate — Purchase  of  Federal  Securities 

Corporation  note  (secured  by  Goudey  Gum  Company  stock) $500,000 

6,400   shares  of  Hickok  Oil  Preferred 576,  000 

Loan  secured  by  West  Monroe  Street  Building 1,  000,  000 

Loan  for  purchase  of  the  investment  company  stock 1,  500,  000 

With  Federal  Securities  Corporation — Purchased  the  following : 

1,203  shares  Congress  Trust  &  Savings  Bank  stock 180,  450 

250  shares  National  Builders  Bank  stock 62,  500 

200  shares  Drovers  National  Bank  stock 75,  000 

4,107   shares    Personal   Loan   &    Savings   Bank   stock,   with    unpaid 

assessments 1,  116,  016 

Illinois   Syndicate  note 450,  000 

Total ^"57459,966 

2»  Ibid. 

^0  Id.,  at  2004. 
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Q.  At  the  very  same  meeting  there  was  purchased  from  the  Central-Illinois 
Company  6,400  shares  preferred  capital  stock  of  Hickok  Oil  Corporation  for 
an  aggregate  of  $576,000? 

A.  As  I  say,  I  was  not  present,  but  I  always  had  the  impression  that  that 
was  all  purposely  done  in  order  to  give  this  investment  trust  everything  that 
the  Central-Illinois  Company  had  in  its  portfolio  that  might  possibly  not  qualify 
for  an  investment  house,  in  other  words,  not  be  subject  to  distribution  in  the 
normal  course  of  its  business  and,  at  the  same  time,  give  this  company  the 
largest  amount  of  earning  assets  at  the  earliest  possible  time. 

Q.  Well,  I  don't  want  you  to  think  that  I  am  inferring  this,  but  all  those 
deals,  because  of  their  specialized  situation  at  the  particular  time  they  were 
made,  namely,  the  half  interest  in  a  chewing  gum  company,  and  a  million- 
dollar  loan  secured  by  a  lease,  and  the  purchase  of  the  Hickok  Oil  stock  for 
over  a  half  million  dollars,  and  then,  which  I  will  develop  in  more  detail,  the 
purchase  of  over  a  million  dollars  of  bank  stock  from  Central-Illinois  Com- 
pany, then  the  additional  loan  of  $1,500,000  in  order  for  the  securities  com- 
pany to  maintain  a  stable  market  in  this  stock,  all  those  factors  might  create 
in  some  [people's]  minds  *  *  *  an  inference  of  [an]  unloading,  Isn't 
that  so? 

A.  Of  a  what? 

Q.  Of  the  sponsor  unloading  on  its  trust. 

A.  I  wouldn't  want  to  go  so  far  as  to  say  that.  I  think  it  certainly  dem- 
onstrates that  the  Central-Illinois  Securities  was,  of  the  three  affiliated  com- 
panies, the  one  to  which  long-term  investments  were  to  be  turned  over. 

At  subsequent  meetings,  additional  transactions  of  like  nature 
were  authorized  by  the  board  of  directors  of  the  investment  com- 
pany. In  effect,  up  to  the  time  of  the  severance  of  the  investment 
company  from  the  successor  of  the  bank  in  1932,  the  investment 
company  functioned  as  an  auxiliary  of  the  bank  and  its  security 
affiliate,  ^^  taking  over  such  existing  investments  as  the  sponsors  did 
not  think  proper  for  themselves  to  retain  or  such  financing  propos- 
als as  they  did  not  see  fit  to  undertake  but  which  they  desired  to  have 
undertaken. 

1.  LOANS  PUECHASED  BY  THE  INVESTMENT  COMPANY 
FEOM  THE  BANK  AND  ITS  AFFILIATES 

On  October  25,  1929,  shortly  after  its  organization,  the  invest- 
ment company  had  approximately  $9,500,000  in  the  New  York  call 
loan  market.  Following  the  market  break  at  the  end  of  the  same 
month,  the  bank  and  security  affiliate  determined  to  curtail  the 
investment  company's  activities  in  the  call  loan  market  ^^  and  ta 
direct  them  into  a  new  channel.    It  was  decided  that  ^^ — 

this  trust,  in  an  effort  to  give  it  the  maximum  current  income,  be  permitted 
to  take  out  of  the  bank's  portfolio  (The  Central  Trust  Company  of  Illinois),  or 
have  the  bank  turn  over  to  the  trust,  an  amount  of  these  well-secured,  desir- 
able brokers'  loans  or  call  loans. 

Accordingly,  the  investment  company  purchased  from  the  bank,, 
over  a  period  of  time,  loans  to  the  amount  of  $13,500,000.^^  Of  this 
sum,  $9,000,000  went  into  the  purchase  of  Chicago  brokers'  loans  from 
the  bank,  which  were  apparently  repaid.  The  balance  of  $4,500,000 
was  used  to  acquire  from  the  bank  and  its  security  affiliate  loans 
made  to  affiliated  interests  or  to  enterprises  in  which  affiliated  inter- 
ests were  involved.  On  these  purchases  the  investment  company 
had  sustained  a  net  loss  of  $1,112,369  as  of  December  31,  1935,  and 

«i  Id.,  at  2018. 
«2Id.,  at  2020. 
«3  Id.,  at  2021. 
»*  Id.,  at  2022. 
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a  balance  of  $195,666  remained  unpaid  ^^  and  was  carried  as  an 
asset  on  the  books  of  the  investment  company. 

Several  unusual  practices  characterized  the  transactions  between 
the  investment  company  and  the  bank.  At  the  time  of  purchase  of 
the  various  loans  by  the  investment  company  from  the  bank,  the 
latter  retained  the  collateral  deposited  by  the  borrower  as  security 
for  the  loan  and  notified  the  investment  company,  from  time  to 
time,  concerning  changes  in  the  status  of  the  loan."''  At  times  the 
bank  retained  some  part  of  the  loan  for  itself  and  sold  only  a  par- 
ticipation in  a  loan  to  the  investment  company.  Thereafter,  from 
time  to  time,  the  bank  sold  the  investment  company  additional  par- 
ticipations  in  such  loans  and  then  made  partial  repurchases.^^ 

A  characteristic  of  most  of  the  loans,  excepting  the  loans  to  bro- 
kers, taken  over  by  the  investment  company  from  the  bank  and  its 
security  affiliate,  was  their  illiquidity.  In  large  measure  the  same 
attribute  characterized  loans  in  which  the  investment  company  was 
induced  to  participate  directly  with  the  bank  and  its  security 
affiliate.^® 

a.  Utility  Securities  Company  Loan — Loss  $215,572.33 

From  October  1929  to  June  1931,  the  bank  and  subsequently  its 
successor,  Central  Republic  Trust  Company,  made  aggregate  loans 
in  the  sum  of  $2,012,015  to  the  Utility  Securities  Company,  a  public 
utility  investment  company  controlled  by  the  Insull  interests.^^ 
Commencing  in  May  1931  and  continuing  until  July  23,  1931,  the 
bank  sold  to  the  investment  company  participations  in  these  loans 
to  the  extent  of  $950,000,  and  made  repurchases  from  it  totaling 
$450,000.*^ 

^  Id.,  Commission's  Exhibit  No.  251. 

^  Id.,  at  2022. 

3"  Id.,  at  2025-6. 

^  However  detrimental  such  participations  may  have  been  to  the  investment  company, 
it  is  evident  that  they  may  not  have  been  without  advantage  to  the  bank  and  the  security 
affiliate,  since  these  loans  served  to  broaden  contacts  among  brokers  and  investment  bank- 
ers in  Chicago,  to  procure  potential  sources  of  banking  and  underwriting  business,  and  to 
strengthen  relations  with  existing  clients.  For  example,  in  connection  with  one  loan  to 
the  Utility  Securities  Company,  Philip  R.  Clarke,  fonner  president  of  the  investment 
company  and  of  the  bank,  testified  that  the  Insull  interests  (controlling  Utility  Securities 
Company)  were  substantial  depositors  in  the  bank  as  they  were  in  "all  the  downtown 
banks".  (Id.,  at  2028.)  The  Insull  interests  were  able  to  obtain  several  substantial  loans 
from  the  bank. 

said.,  at  2024. 

*"  Id.,  at  2025.     These  transactions  between  the  bank  and  the  investment  company  in 

the  loans  to  Utility  Securities  Company  are  as  follows : 

Purchases  Repurchases 
by  investment  by 

company  bank 

May   20,    1981 $100,000  

May  21,  1931 150,  000  

June  22,  1931 $200,000 

June  23,   1931 200,  000  

June  26,  1931 150,  000         

June  30,   1931 50,000 

July   2,    1931 200,000  

July   22,    1931 200,000 

July   23,    1931 150,  000  

Apr.   13,   1932 «  275,  000 

950, 000  725,  000 

725,  000 


Balance  unsold  and  unpaid 225,  000 

"  Bank  balance  of  Utility  Securities  Company  applied  on  loan.     Utility  Securities  Com- 
pany defaulted  on  its  obligation  and  subseQuently  went  into  receivership. 
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The  loans  made  by  the  bank  to  the  Utility  Securities  Company 
were  secured  by  collateral  but  none  of  the  collateral  had  been  as- 
signed or  transferred  to  the  investment  company  when  it  acquired 
its  participations  in  the  loan.  Instead,  the  collateral  deposited  as 
security  for  the  loan  remained  with  the  bank  and  was  later  turned 
over  by  its  successor  to  the  Reconstruction  Finance  Corporation  as 
security  for  a  loan.  As  of  December  31,  1935,  the  books  of  the  in- 
vestment company  showed  a  net  loss  on  this  transaction  of 
$215,572.33." 

b.  Inland  Investment  Company  Loan — Loss  $87,219.98 

As  in  the  case  of  the  Utility  Securities  Company  lo?ai,  the  invest- 
ment company  purchased  participations  in  a  loan  made  by  the  bank 
in  March  1930  to  the  Inland  Investment  Company,  another  InsuU 
company,*^  portions  of  which  participations  were  subsequently  re- 
purchased by  the  bank.  The  maximum  participation  of  the  invest- 
ment company  was  $850,000,  which  was  ultimately  reduced  to  $99,- 
600  by  repurchases  on  the  part  of  the  bank.  The  Inland  Investment 
Company  went  into  receivership  and  the  investment  company  re- 
covered only  $12,280.02  on  the  loan  thus  sustaining  a  loss  of 
$87,219.98  in  this  venture.*^ 

c.  Repurchase  Agreement  Between  Bank  and  Investment  Company 

Subsequent  to  the  severance  of  the  bank  and  the  security  affiliate 
from  the  investment  company,  a  dispute  arose  with  respect  to  the 
existence  and  enforceability  of  an  agreement  under  which  the  bank 
undertook  to  rej)urchase  upon  demand  the  loans  in  which  the  invest- 
ment company  had  participated.  Recoupment  of  the  losses  suffered 
by  the  investment  company  on  the  Inland  Investment  Company  and 
the  Utility  Securities  Company  loans,  among  others,  was  sought  by  the 
investment  company  from  the  Central  Republic  Trust  Company,  suc- 
cessor of  the  bank.  The  investment  company's  officers,  who  were  at  the 
time  no  longer  connected  with  the  bank,**  claimed  that  the  purchases 

^  Op.  cit.  supra,  note  1,  at  2027,  and  supplementary  information  supplied  the  Commission 
ior  Central-niinois  Securities  Corporation.  W.  L.  Vincent,  now  president  of  the  invest- 
ment company,  stated  that  the  Reconstruction  Finance  Corporation  recognized  that  the 
investment  company  had  a  claim  to  a  pro  rata  share  of  the  collateral  and  that  eventually 
this  matter  would  be  adjusted  satisfactorily. 

Mr.  Clarke  when  examined  on  these  participations,  testified  (op.  cit.  supra,  note  1,  at 
2026-7)  : 

Q.  Do  you  think,  looking  back  *  *  *,  it  is  a  proper  transaction  for  a  trust  to 
participate  in,  where  it  becomes  a  minority  participant  in  a  substantial  loan,  where 
factually  and  practically  it  has  no  control  over  the  disposition  of  that  loan  if  any 
difficulty  arises? 

A.  Well,  I  wouldn't  want  to  condemn  that  practice.  It  is  something  that  is  more 
or  less  orthodox  in  commercial  banking,  in  that  many  banks  are  given  participations 
in  loans  that  are  controlled  by  large  metropolitan  banks. 

Q.  You  are  talking  about  commercial  banks,  but  this  was  a  financial  institution  that 
was  sold  to  the  public  in  the  nature  of  an  investment  trust.     Isn't  that  so? 

A.  I  don't  think  that  makes  any  difference.  I  wouldn't  want  to  condemn  the 
practice. 

*2  The  records  of  the  investment  company  disclose  that  among  the  loans  taken  over  by 
the  investment  company  from  the  bank  was  one  to  a  third  Insull  company,  namely,  the 
Middle  West  Utilities  Company.  This  loan  was  in  the  sum  of  $2,100,000  and,  as  far  as  is 
ascertainable,  was  repaid.     (Op.  cit.  supra,  note  1,  at  2024.) 

«  Op.  cit.  supra,  note  1,  at  2029-30. 

**  See  infra,  note  46. 
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by  the  investment  company  of  loans  from  the  bank  had  been  made 
on  the  oral  but  definite  understanding  at  the  inception  of  the  arrange- 
ment, that  such  loans  or  participations  would  be  taken  up  by  the 
bank  at  any  time  upon  request  of  the  investment  company. 

The  investment  company's  claim  was  embodied  in  the  following 
letter  *^  with  the  subscribed  approval  of  nine  former  officers  and 
members  of  the  investment  company's  board  of  directors :  ''^ 

December  31,  1932. 
Mr.  William  C.  Freeman, 

Central  RepuhUc  Trust  Company, 
208  South  La  Salle  Street, 
Chicago,  Illinois. 

Dear  Sir:  Ceutral-Illinois  Securities  Corporation  wrote  to  you  under  date  of 
December  6,  1932,  in  connection  witli  four  loans  owned  by  tlie  Securities  Cor- 
poration, w'hicli  loans  tbe  Securities  Corporation  requested  Central  Republic 
Trust  Company  to  take  up  pursuant  to  an  agreement  between  the  Trust  Com- 
pany and  tbe  Securities  Corporation.  This  letter  is  being  written  to  you  to 
supplement  the  above  letter  and  to  acquaint  you  more  fully  with  the  agree- 
ment therein  referred  to. 

The  Board  of  Directors  of  the  Securities  Corporation  approved  purchases  from 
the  Trust  Company  from  time  to  time  of  notes  or  participations  in  loans  owned 
by  the  Trust  Company  upon  the  understanding  of  that  Board,  at  the  inception 
of  the  arrangement  (the  first  purchase  was  October  31,  1929),  as  well  as  at 
all  times  afterward,  that  such  loans  or  participations  would  be  taken  up  by 
the  Trust  Company  at  any  time  upon  request  of  the  Securities  Corporation. 
In  the  ordinary  handling  of  the  matter  between  the  two  companies,  the 
obligation  of  the  Trust  Company  to  take  up  any  loans  was  never  required 
formally  to  be  asserted,  for,  pursuant  to  reiterated  statements  at  Board  meet- 
ings of  the  arrangement  between  the  Companies,  whenever  the  Securities 
Corporation  desired  any  loan  to  be  repurchased  a  request  to  that  effect  was 
delivered  by  the  Securities  Corporation  to  the  Trust  Company,  and,  as  will  be 
observed  from  an  examination  of  the  schedule  accompanying  the  letter  of 
December  6th,  any  such  loan  or  participation  was  taken  up  by  the  Trust 
Company. 

Early  in  the  year  1932  informal  conversations  were  had  between  oflBcers  of 
the  Securities  Corporation  and  of  the  Trust  Company,  looking  towards  the 
taking  up  by  the  Trust  Company  of  the  remaining  four  loans  presently  in  ques- 
tion, but  because  of  conditions  then  existing  action  thereon  was  delayed  at  the 
request  of  the  Trust  Company.  While  the  arrangement  between  the  two  Com- 
panies was  never  reduced  to  a  formal  document,  it  was  the  definite  understand- 
ing of  the  Board  of  Directors  of  the  Securities  Corporation  (the  Board  of  the 
Securities  Corporation  included  Mr.  Philip  R.  Clarke,  Mr.  J.  E.  Otis,  and 
subsequent  to  January  18,  1932,  Mr.  C.  C.  Haffner,  Jr.,  all  officers  of  the  Trust 
Company ;  Mr.  Haffner  was  the  Treasurer  of  the  Securities  Corporation  from 
its  organization  and  prior  to  his  election  to  its  Board  he,  and  Mr.  W.  W. 
Hinshaw,  Jr.,  Secretary  of  the  Securities  Corporation  and  of  the  Trust  Com- 
pany, attended  practically  all  meetings  of  the  Board  of  the  Securities  Corpora- 
tion) that  such  loans  or  participations  as  might  be  purchased  by  the  Securities 
Corporation  from  the  Trust  Company  would  be  subject  to  a  repurchase  obliga- 
tion by  the  Trust  Company.  In  view  of  the  relationship  of  the  parties  a  written 
commitment  was  deemed  unnecessary,  and  the  parties  acted  in  accordance 
with  the  understanding  as  described. 

*^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  254. 

"  At  the  time  this  letter  was  sent,  the  investment  company  was  no  longer  affiliated 
with  the  bank.  On  October  5,  1932,  Central  Republic  Bank  and  Trust  Company  ceased  to 
function  as  a  commercial  bank,  its  deposits  being  assumed  by  City  National  Bank  and 
Trust  Company  of  Chicago.  Philip  R.  Clarke,  president,  and  General  Charles  G.  Dawes, 
chairman  of  the  board  of  directors  of  Central  Republic  Bank  and  Trust  Company,  resigned 
and  became  associated  with  City  National  Bank  and  Trust  Company.  In  November  1932, 
a  new  board  of  directors  was  elected  for  the  investment  company  and  W.  R.  Dawes  suc- 
ceeded Philip  R.  Clarke  as  president  of  the  company.  Other  details  are  given  infra, 
pp.   174-5. 
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We  understand  that  you  have  made  a  suggestion  that  you  be  furnished  with 
affidavits,  but  we  believe  that  your  purpose  will  be  fully  served  by  the  delivery 
to  you  of  this  letter. 

A  proposed  exchange  of  securities  and/or  cash  for  present  loans  and  partic- 
ipations purchased  from  the  Trust  Company  and  now  held  by  the  Securities 
Corporation,  as  outlined  in  the  aforementioned  letter  of  December  6,  1932,  is 
under  discussion.  This  letter  is  being  written  to  you  to  induce  you  to  make  a 
final  settlement  of  the  matter  between  the  Companies  on  the  basis  of  the 
arrangement  in  existence  between  them. 
Very  truly  yours, 

Centeal-Illinois   Secueities   Corporation, 
(Signed)     By  W  R.  Dawes,  Pres. 
Approved. 

(Signed)  Eawleigh  Warner,  C.  C.  Haffner,  Jr.,  Wm.  H.  Hinshaw, 
Jr.,  Philip  R.  Clarke,  J.  E.  Otis,  Louis  H.  Schroeder,  Henry  M. 
Dawes,  W.  R.  Dawes,  C.  E.  Gray,  Jr.,  N.  P.  Frye. 

Three  months  later,  the  Central  Republic  Trust  Company  rejected 
the  investment  company's  claim  in  a  letter  dated  March  21, 1933,  signed 
by  W.  C.  Freeman,  vice  president  of  Central  Republic  Trust  Com- 
pany, which  stated  in  part :  *^ 

The  Committee  has  given  your  claims  careful  attention,  both  in  the  light  of 
the  facts  presented  by  you  and  such  supplementary  information  as  it  has  been 
able  to  obtain  by  independent  investigation.  On  the  basis  of  the  evidence  so  far 
obtained  or  presented,  the  Committee  is  not  fully  convinced  that  the  facts  so 
far  established  are  sufficient  to  justify  the  admission  of  any  enforceable  liability 
on  the  part  of  the  Bank  to  repurchase  the  notes  in  question  or  to  compromise 
the  claim  by  an  exchange  of  securities. 

There  is  no  disposition  on  the  part  of  the  Committee  to  be  arbitrary,  but  of 
necessity,  under  present  conditions,  any  claim  must  be  established  beyond  doubt 
to  entitle  it  to  voluntary  recognition. 

That  an  agreement  between  the  investment  company  and  the  bank, 
which  involved  $13,500,000  in  loans,  should  have  been  left  merely  oral 
in. form  can  be  explained  only  by  the  dual  role  that  the  interlocking 
directors  were  required  to  assume,  as  was  stated  in  the  letter  from  the 
investment  company  to  the  bank,  set  forth  above :  ^^ 

In  view  of  the  relationship  of  the  parties  a  written  commitment  was  deemed 
unnecessary     *     *     *. 

Philip  R.  Clarke,  former  president  of  the  two  institutions,  confirmed 
this  view  in  his  testimony :  *^ 

Q.  Had  the  trust  been  independently  sponsored  you  don't  think  that  they  would 
have  left  such  a  substantial,  vital  arrangement  merely  to  this  informal  under- 
standing? 

A.  I  would  say  yes,  but  at  the  same  time  I  think  it  is  only  fair  to  say  that 
had  the  trust  been  independently  sponsored  they  never  would  have  been  able 
to  have  gotten  $13,000,000  of  loans  as  good  as  these  loans  were  at  the  time  they 
received  them. 

Q.  What  happened  to  the  four  loans  could,  of  course,  have  happened  to  any 
one  of  the  loans  that  went  to  make  up  the  $13,000,000? 

A.  There  is  always  a  hazard  in  every  commercial  loan. 

Q.  And  they  would  have  been  confronted  with  the  same  probable  liability  of 
the  trust  company  to  repurchase  these  loans  from  the  investment  trust? 

A.  That  is  so.  I  referred  to  this  yesterday.  There  is  no  question  but  what 
it  is  an  embarrassing  situation  to  those  of  us  who  were  trying  to  function  in  two 
situations. 

Q.  And  of  course  it  came  back 

A.  It  indicated  just  how  clearly  this  dual  relationship  could  bring  about  con- 
flicting and  embarrassing  situations. 

^■^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  255. 
*^  Id.,  Commission's  Exhibit  No.  254. 
^9  Id.,  at  2037-8. 
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d.  The  Federal  Securities  Corporation  Loan — Loss  $300,000 

Because  of  the  relationship  between  the  bank  and  the  investment 
company,  the  investment  company,  in  several  instances,  sustained  sub- 
stantial losses  by  reason  of  its  failure  to  enforce  its  rights  against 
the  bank  or  its  affiliates.  For  example,  the  security  affiliate  made  a 
loan  of  $500,000  to  the  Federal  Securities  Corporation,  a  subsidiary  of 
the  bank,^°  which  was  secured  by  994  shares  of  stock  (approximately 
50%  of  the  total  outstanding  shares)  of  the  Goudey  Gum  Company,  a 
small  company  engaged  in  the  manufacture  of  chewing  gum.^^  It  was 
conceded  that  these  shares  had  no  market.^^ 

On  November  14,  1929,  shortly  after  the  stock  market  break,  the 
security  affiliate  sold  to  the  investment  company  this  $500,000  note 
of  the  Federal  Securities  Corporation,  which  was  payable  one  year 
later  and  bore  the  indorsement  of  the  security  affiliate.  The  Federal 
Securities  Corporation  defaulted  in  payment  of  the  note  on  its  due 
■date,  November  14,  1930.^^ 

The  management  of  the  investment  company  made  no  effort,  after 
the  default,  to  enforce  the  investment  company's  rights  against  either 
the  security  affiliate,  indorser  of  the  note,  or  the  Federal  Securities 
Corporation,  the  maker.^* 

Sometime  after  the  default  in  the  payment  of  the  note,  the  entire 
assets  of  both  the  Federal  Securities  Corporation  and  the  security 
affiliate  were  pledged  to  other  creditors,  so  that  the  investment  com- 
pany apparently  was  left  with  recourse  only  to  the  collateral  for  any 
recovery. ^^  While  it  was  asserted  that  the  collateral  was  of  value  and 
that  the  chewing-gum  company  was  being  operated  on  a  profitable 
basis,^"   nevertheless,   since   the   date   of   default,   only   $19,833   was 

*°  See  supra,  note  6. 
"1  Op.  cit.  supra,  note  1,  at  1971. 
«  Id.,  at  1974-5. 
«3Id.,  at  1973-1. 

**  Questioned  on   the  steps  taken  to  enforce  the  Uability  of  the  maker  and   indorser, 
Philip  R.  Clarke  testified  (id.,  at  1976-7,  1974-5)  : 

Q.  You  said  the  Cejitral-Illinois  Company  is  still  alive? 

A.  Yes. 

Q.  And  the  Federal  Securities  Corporation  is  still  alive? 

A.  Right     So  far  as  I  know,  they  are. 

Q.  Was  payment  ever  demanded  from  these  companies  from  1929  to  December  31, 
1935,  do  you  know? 

A.  I  don't  know  whether  it  was  or  not ;  no. 
♦  ****«• 

Q.  Why  hasn't  the  trust  gone  after  the  Central-Illinois  Company  and  the  Federal 
Securities  Corporation  for  payment  of  this  note? 

A.  I  don't  know  what  efforts  have  been  made  to  get  after  the  Central-Illinois  and 
the  Federal  Securities  Corporation. 

Q.   What  eiforts  did  you  make  during  1930,  1931,  and  part  of  1932,  Mr.  Clarke,  to 
demand  payment  of  this  note  of  the  Federal  Securities  Corporation  or  the  Central- 
Illinois  Company? 
A.  I  can't  recall. 

i»  *****  * 

Q.  The  officers  and  directors  of  the  trust  owed  no  duty  to  the  Central-Illinois  not 
to  demand  payment  of  the  note  from  them,  so  far  as  the  investment  trust  was  con- 
cerned, isn't  that  so? 

A.  I  don't  think  that  they  were  at  any  time  apprehensive  about  the  goodness  of 
the  note  at  maturity,  at  the  end  of  one  year. 

Q.  The  fact  was  there  was  a  loan  of  one-half  million  dollars  secured  by  this 
highly  specialized  situation,  a  one-half  interest  in  a  gum  company.  That  gum  com- 
pany stock  had  no  market,  did  it? 

A.  No  market,  but  value. 

«0p.  cit.  supra,  note  1,  at  1954. 

•«Id.,  at  1976  and  derived  from  supplementary  information  supplied  the  Commission  for 
Central-Illinois  Securities  Corporation. 


156  SECURITIES   AND   EXCHANGE    COMMISSION 

recovered  on  this  loan.  As  at  December  31,  1935,^^  the  sum  of 
$300,000  had  been  written  off  as  a  loss  and  there  still  remained  ai 
book  balance  of  approximately  $180,000. 

e.  Illinois  Securities  Syndicate  Loan — Loss  $433,577.23 

On  October  25,  1929,  the  investment  company  took  over  from 
Federal  Securities  Corporation,  the  bank's  subsidiary,  a  loan  of 
$450,000  which  the  latter  had  made  to  the  Illinois  Securities  Syndi- 
cate.^^ The  Illinois  Securities  Syndicate,  organized  in  June  1929,, 
was  comprised  of  a  number  of  "Syndicate  Members,''  and  was  headed 
by  a  "Managing  Committee'  consising  of  David  E.  Shanahan,  Max 
Goldberg,  and  Frank  L.  Webb.°^  Among  the  syndicate's  members 
was  Eugene  V.  R.  Thayer,  then  chairman  of  the  executive  committee 
of  the  bank  and  a  director  of  the  investment  company .^'^ 

The  syndicate  members  contributed  a  total  of  $495,000  to  the  venture 
which  had  as  its  stated  purpose :  ^^ 

*  *  *  financing,  operating,  and  developing  the  Illinois  Securities  Com- 
pany •"  and  its  subsidiaries  *  *  *  ^jy  ^j^g  acquisition,  holding,  and  disposal 
of  stocks,  bonds,  and  other  securities  of  such  companies,  or  the  acquisition,, 
holding,  and  disposal  of  stocks  and/or  securities  of  other  corporations  or 
companies. 

In  effect,  the  syndicate  was  a  trading  account  or,  as  it  was  charac- 
terized, a  "blind  pool".*'^  The  management  committee  was  vested 
with  "sole  discretion  and  management  of  the  Syndicate,"  with  unlim- 
ited power,  to  buy,  sell,  or  borrow.^*  The  syndicate  agreement 
explicitly  exculpated  both  the  syndicate  members  and  the  syndicate 
managers  from  all  personal  liability  beyond  their  initial  contribution. 
The  agreement  stated :  ®^ 

Neither  the  members  of  the  Managing  Committee  nor  the  Syndicate  Members 
shall  be  personally  liable  for  any  debt  incurred  or  for  any  contract  or  under- 
taking made  by  the  Managing  Committee,  as  such,  or  by  any  agent  or  attorney 
acting  on  behalf  of  the  Managing  Committee.  In  every  written  contract  or 
undertaking  entered  into  by  the  Managing  Committee  reference  shall  be  made 
to  this  agreement  and  such  contract  or  undertaking  shall  provide  that  the 
person,  firm,  or  corporation  so  contracting  vpith  the  Managing  Committee  shall 
look  only  to  the  funds  and  property  held  by  them  under  this  agreement  as 
security  for  the  performance  of  said  contract  or  undertaking  and  for  the 
payment  of  any  debt,  damage,  judgment,  or  decree,  or  of  any  money  that  may 
become  due  and  payable  in  any  way  by  reason  of  the  execution  of  such  contract 
or  undertaking. 

The  greatest  part  of  the  syndicate's  resources  was  used  to  purchase 
the  stock  of  the  bank,  the  Central  Trust  Company  of  Illinois.^*^  In 
October  1929,  the  syndicate  obtained  a  loan  of  $450,000  from  the 
bank's  wholly  owned  subsidiary,  the  Federal  Securities  Corporation, 

"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  251. 

»8Id.,  at  1956  et  seq. 

^^  Id.,  Commission's  Exhibit  No.  246. 

8"  Id.,  at  1965. 

^  Id.,  Commission's  Exhibit  No.  246. 

8=  The  Illinois  Securities  Company  was  organized  for  the  purpose  of  buying  and  selling- 
securities.     All  of  its  stock  was  owned  by  the  Illinois  Securities  Syndicate.      (Id.,  at  1966.) 

°^  Op.  cit.  supra,  note  1,  at  1958. 

^  Id.,  Commission's  Exhibit  No.  246. 

"5  Ibid. 

«<>  Id.,  at  1966,  and  derived  from  supplementary  information  furnished  the  Commission 
for  Central-Illinois  Securities  Corporation. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  157 

The  loan  was  evidenced  by  the  syndicate's  demand  note,  bearing: 
interest  at  the  rate  of  5^/2  %.  Of  the  collateral  deposited  as  security 
for  payment  of  the  note,  more  than  90%  consisted  of  stock  of  the 
bank.«^ 

Federal  Securities  Corporation  sold  this  note  to  the  investment 
company  shortly  before  the  market  break  of  1929.  Concerning  this 
purchase  by  the  investment  company,  Philip  R.  Clarke,  its  former 
president,  testified :  "^ 

Q.  This  in  fact,  Mr.  Clarke,  was  nothing  but  a  blind  pool,  wasn't  it?  They 
could  buy  and  sell  anything? 

A.  Yes. 

Q.  Speculate  in  any  security  or  gamble  in  any  security? 

A.  Apparently  so. 

Q.  And  yet  this  agreement  specifically  provided  that  the  only  recourse  of  any 
person  loaning  money  to  the  syndicate  was  to  look  to  any  property  that  the 
syndicate  owned  as  a  syndicate?     Isn't  that  so? 

A.  Yes. 

Q.  Yet  the  trust  on  October  25,  1929,  when  the  rumblings  of  the  stock  market 
crash  were  already  in  the  air,  went  and  purchased  this  $450,000  loan  from  the 
Federal  Securities  Corporation,  which  was  an  affiliated  body?     Isn't  that  so? 

A.  Yes. 

Q.  Now     *     *     * 

A.  As  I  said,  undoubtedly  at  that  time  the  market  value  of  the  collateral  was 
in  excess  of  the  advance,  the  loan. 

In  effect,  the  purchase  of  the  syndicate's  note,  without  right  of  re- 
course against  the  syndicate  members,  constituted  an  arrangement  by 
which  the  investment  company  assumed,  for  the  usual  interest  charge, 
all  the  risks  incident  to  the  operation  of  a  syndicate  or  trading  ac- 
count in  the  event  of  a  declining  market,  while  all  the  profit,  if  any,, 
would  accrue  to  the  syndicate  members. 

On  December  31,  1929,  the  investment  company  renewed  the  loan 
to  the  syndicate  and  continued  to  hold  the  bank  stock  as  collateral. 
Ultimately  the  investment  company  sustained  a  loss  of  $433,577  of 
the  original  loan  of  $450,000  made  to  the  Illinois  Securities  Syndi- 
cate. ^^ 

2.  LOANS  MADE  DIRECTLY  TO  THE  SECURITY 

AFFILIATE 

In  addition  to  the  loans  and  securities  which  the  investment  com- 
pany took  over  from  the  security  affiliate,  the  bank  and  its  subsidiary, 
the  Federal  Securities  Corporation,  the  investment  company  made 
loans  directly  to  the  security  affiliate  to  finance  ventures  in  which  the 
security  affiliate  was  interested. 

On  November  13,  1929,  shortly  after  the  market  break,  at  the  first 
business  meeting  of  the  investment  company's  board  of  directors,  the 
directors  authorized  a  loan  of  $1,000,000  by  the  investment  com- 
pany to  the  security  affiliate  for  three  years,'°  which  was  to  be 
secured  by  an  assignment  of  the  security  affiliate's  interest  in  a  lease- 
hold to  premises  known  as  "125  West  Monroe  Street,  Chicago,"  the 
former  quarters  of  the  bank.  ''■    While  the  agreement  for  the  loan 

«Id.,  at  1967. 

«8  Id.,  at  1958-9. 

•»  Id.,  at  1962. 

'» Id.,  Commission's  Exhibit  No.  248. 

'1  Id.,  at  1999. 
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recited  that  as  of  November  13,  1929,  the  leasehold  was  valued  at 
$1,500,000,  the  cost  to  the  security  affiliate  of  the  lease  was  $1,050,000. 
For  financing  substantially  the  entire  cost  of  the  leasehold  in  a  de- 
clining real  estate  market,  '^^  the  investment  company  was  to  receive 
25%  of  any  profit  eventually  realized  by  the  security  affiliate  on  the 
sale  of  the  lease,  profit  being  defined  as  any  sum  in  excess  of  the  cost 
of  the  lease  plus  expenses.  ^^ 

Approximately  one  year  after  this  loan  was  made,  the  security 
affiliate,  as  a  result  of  a  reorganization  plan  for  the  building,  ac- 
quired $1,250,000  of  debentures  in  exchange  for  its  interest  in  the 
leasehold.  These  debentures  were  transferred  to  the  investment  com- 
pany, in  exchange  for  the  promissory  note  of  the  security  affiliate  and 
the  assignment  of  the  lease.  The  investment  company  thus  was  left 
only  with  the  debentures,  without  the  obligation  of  the  security 
affiliate  for  its  $1,000,000  loan.  '^ 

This  exchange  and  release  were  apparently  made  solely  to  accom- 
modate the  security  affiliate.  The  minutes  of  the  investment  com- 
pany recite  that  in  order  to  carry  out  the  terms  and  provisions  of  the 
plan  of  reorganization,  the  security  affiliate  was  desirous  of  securing 
the  release  of  the  lien  which  the  investment  company  held  upon  the 
interest  of  the  security  affiliate  in  the  leasehold,  and  had  offered  to 
exchange  the  debentures  for  the  note  and  the  assignment  of  the  lease. 
The  board  of  directors  of  the  investment  company  thereupon  voted  to 
accept  this  offer  and  authorized  the  officers  to  make  the  exchange.  ^° 
Four  days  before  the  merger  of  the  bank  and  the  National  Bank  of 
the  Republic,  the  investment  company  turned  back  to  the  security 
affiliate  the  $1,250,000  of  debentures  and  received  payment  of 
$1,000,000.  '^  Immediately  thereafter,  the  sum  of  $800,000  was  dis- 
bursed by  the  investment  company  in  the  purchase  of  stock  of  the 
National  Bank  of  the  Republic,  a  purchase  which  was  admittedly 
effected  to  facilitate  the  merger  of  the  two  banks.  '''^ 


■■fe^ 


3.  LOANS  MADE  DIRECTLY  TO  SECURITY  AFFILIATE 
FOR  MARKET  OPERATIONS  IN  INVESTMENT  COM- 
PANY'S STOCK 

In  connection  with  the  original  distribution  of  the  units  of  pre- 
ferred and  common  stock  of  the  investment  company  by  the  security 
affiliate  in  October  1929,  the  stockholders  of  the  bank  had  been  cir- 
cularized and  offered  the  securities.  ''^    Approximately  two  weeks 

"  Id.,  at  2001. 

'3  Id.,  Commission's  Exliibit  No.  248. 

'f*  Id.,  at  2002-3  and  Commission's  Exhibit  No.  249. 

■"  Ibid. 

78  Id.,  at  2004. 

"  For  more  detailed  discussion  of  this  purchase,  see  infra,  pp.  162-3.  Mr.  Clarke,  however, 
denied  that  the  repayment  of  the  125  West  Monroe  St.  loan  was  designed  to  enable  the  in-' 
vestment  company  to  malie  the  purchase  of  the  stock  of  George  Woodruff  in  the  National 
Bank  of  the  Republic  so  as  to  facilitate  the  merger  of  Central  Trust  Company  of  Illinois 
and  National  Bank  of  the  Republic.     (Op.  cit.  supra,  note  1,  at  2004.) 

''s  Newton  P.  Frye,  vice  president  of  the  security  affiliate,  testified  (id.,  at  2127)  :  "We 
sold  them  as  we  normally  sell  any  security  issue,  by  circularizing  our  own  list  of  cus- 
tomers, and  it  runs  through  my  mind  that  we  may  have  circularized  the  stockholders  of 
the  bank — certainly  not  the  depositors,  only  if  the  depositor  happened  to  be  a  customer." 
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later,  the  stock  market  broke  and  the  market  price  of  the  investment 
■company  units  rapidly  declined.  Manifestly,  such  immediate  de- 
preciation in  the  market  value  of  the  units  of  the  investment  com- 
pany would  not  redound  to  the  prestige  and  interest  of  the  bank  in 
view  of  the  unrealized  losses  sustained  by  the  stockholders  of  the 
bank  who  purchased  the  securities,  and  of  the  possible  reflection  on 
the  managerial  ability  of  the  sponsoring  bank.  Apparently  prompted 
by  these  considerations  the  investment  company,  following  the 
market  break,  made  substantial  loans  to  the  security  affiliate  to  finance 
the  security  affiliate's  market  operations  in  the  stock  of  the  investment 
company. 

The  security  affiliate  commenced  buying  the  stock  of  the  investment 
company  "in  an  endeavor  to  preserve  an  orderly  market  *  *  * 
for  the  protection  of  the  stockholders  thereof  *  *  *."  '^  On  No- 
vember 13,  1929,  the  chairman  of  the  board  of  directors  of  the  invest- 
ment company  reported  to  the  board  that  the  security  affiliate  had 
purchased  $1,400,000  of  the  stock  of  the  investment  company  during 
the  preceding  two  weeks.  He  further  stated  that,  inasmuch  as  the 
security  affiliate  would  be  required  to  make  additional  purchases, 
"it  was  advisable  and  for  the  best  interests  of  this  corporation  and 
its  stockholders  to  cooperate  with  the  Central-Illinois  Company  to  the 
extent  of  making  available  to  that  Company  funds  from  time  to 
time  required  by  it  to  maintain  and  continue  such  policy  of  market 
stabilization."  ^° 

Thereupon,  the  board  of  directors  of  the  investment  company  voted 
to  lend  to  the  security  affiliate  up  to  $1,500,000  "as  may  be  required 
by  that  company  to  effect  the  purchase  of  units  of  Central-Illinois 
Securities  Corporation  stock  from  time  to  time  offered  on  the  mar- 
ket *  *  *."  ®^  At  the  same  time  the  president  of  the  investment 
company  was  authorized  to  purchase  its  own  stock  "to  such  extent 
and  in  such  manner  as  may  be  determined  by  the  President  of  this 
corporation  in  his  discretion  *  *  *  at  such  prices  as  may  from 
time  to  time  be  determined  by  the  President  of  this  corporation."  ^^ 

Thus,  approximately  one  month  after  the  organization  of  the  in- 
vestment company,  the  security  affiliate  had  repurchased  on  the 
market  $1,400,000  of  the  investment  company's  securities  (or  approx- 
imately 10%  of  the  total  contributed  capital  of  the  investment  com- 
pany) at  substantial  discounts  below  asset  value  *^  and  in  addition 
the  sum  of  $1,500,000  was  made  available  by  the  investment  company 
for  further  purchases.  Only  $560,811  of  this  latter  sum  was  actually 
borrowed  bj'  the  security  affiliate  and  was  later  rej)aid.^*  Although 
Mr.  Clarke,  president  of  both  the  investment  company  and  the  secur- 
ity affiliate,  stated  that  the  stock  purchased  on  the  market  by  the 
security  affiliate  was  not  resold  to  the  investment  company,^^  the 
records  of  the  investment  company  disclosed  that,  during  the  year 

™Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  248. 
«» Ibid. 

81  Ibid. 

82  Ibid. 

83  Id.,  at  2046,   2057-8. 
^  Id.,  at  2049-50. 

85  Id.,  at  2052. 
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1931,  the  investment  company  purchased  for  about  $1,000,000  ^^ 
approximately  40,000  units  of  its  own  stock  from  the  security 
affiliate." 

4.  LOAN  TO  UTAH  EOCK  ASPHALT  COMPANY 

In  1930,  the  investment  company  made  a  direct  loan  of  $150,000" 
for  one  year  to  the  Utah  Rock  Asphalt  Company  in  which  some  of 
the  officers  and  directors  of  the  investment  company  were  interested. 
This  company,  Mr.  Clarke  testified,  was  a  "promotion"  formed  to 
develop  some  asphalt  beds  in  LTtah.®^  The  note  of  the  asphalt  com- 
pany was  endorsed  by  25  of  its  stockholders  (among  whom  were 
Joseph  E.  Otis,  chairman  of  the  board  of  directors  of  the  bank  and 
director  of  the  investment  company,  and  Stuart  Otis,  secretary  of 
the  investment  company),  who  jointly  and  severally  guaranteed  full 
payment  of  the  obligation.  Utah  Eock  Asphalt  Company  defaulted 
in  payment  of  the  note.  By  the  end  of  1935,  the  investment  company 
had  written  off  $75,000  on'this  loan,  had  collected  $59,500  from  the 
various  endorsers  and  carried  $15,500  as  an  asset  on  its  books.^^ 

5.  SUMMARY  OF  INVESTMENT  COMPANY'S  LOANS 

On  these  various  loans,  previously  discussed,  the  investment  com- 
pany sustained  a  total  loss,  realized  and  unrealized,  as  of  December 
31,  1935,  of  $1,111,369,  and  $195,666  remained  on  the  books  of  the 
investment  company  to  be  realized  or  further  written  down.^°  View- 
ing these  loans  in  retrospect,  Philip  E.  Clarke,  former  president  of 
the  investment  company,  testified  f'^ 

Q.  *  *  *  looking  back  *  *  *  (Jq  y^^  consider  them  proper  invest- 
ments? 

A.  Most    emphatically    not.    looking    back     *     *     *     j  think    we    have    all 

learned  a  lot  of  lessons  and  I  think  very  decidedly  it  is  a  mistake  for  an 

officer  of  a  commercial  bank  to  have  any  connection  with  an  investment 
trust    *     *     *. 

******* 

Q.  Put  frankly  and  candidly,  Mr.  Clarke,  that  relationship  necessarily 
creates  a  dual  function,  particularly  in  these  instances  where  a  trust  is 
dealing  either  with  a  bank  or  with  a  security  affiliate  of  the  bank. 

A.  That  is  true. 

Q.  Every  time  the  investment  trust  purchases  one  of  the  loans  from  the 
securities  affiliates  or  purchases  a  loan  from  the  bank,  you  are  necessarily 
put  in  that  position  where  you  are  acting  on  both  sides  of  the  transaction, 
isn't  that  so? 


8"  Id.,  at  2052  et  seq.,  and  Commission's  Exhibits  Nos.  256-259. 

^  During  the  six-month  period  in  which  these  40,000  units  were  repurchased  by  the 
investment  company  from  the  security  affiliate,  there  were  traded  on  the  Chicago  Stock 
Exchange  a  total  of  approximately  50,000  units  of  the  investment  company's  stock,  which 
would  make  the  investment  company's  purchases  80%  of  the  total  amount  of  stock 
traded  (Id.,  at  2058-9).  However,  allowance  must  be  made  for  the  fact  that  some  of 
this  stock  was  doubtless  accumulated  by  the  security  affiliate  prior  to  January  1931,  and 
consequently  should  not  be  included  within  the  six-month  period.  Mr.  Clarke  stated  that 
50%  of  the  total  trading  in  these  units  on  the  exchange  during  this  period  was  for  the- 
account  of  the  investment  company  which  had  issued  the  stock.     (Id.,  at  2059.) 

^  Op.  cit.  supra,  note  1,  at  1978. 

*»  Id.,  at  1979,  and  Commission's  Exhibit  No.  251. 

*"Id.,  Commission's  Exhibit  No.  251.  """" 

« Id.,  at  1980-82.  ^  , 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  161 

A.  A  very  difficult  position,  aud  it,  of  course,  became  more  accentuated  as 
soon  as  trouble  began  to  ensue. 

Q.  Tben  it  was  necessary  for  individuals  who  are  dominating  both  of  them 
to  make  decisions  which  might  sacrifice  the  interests  of  one  or  the  other, 
'both  ways,  isn't  that  so? 

A.  Exactly. 

Q.  You  feel  there  is  no  useful  purpose  served  by  having  a  commercial  bank 
acting  as  sponsor  to  an  investment  trust? 

A.  I  feel  that  it  is  very  illogical,  based  on  the  experience  we  have  had. 

Philip  R.  Clarke  further  testified :  ^^ 

Q.  You  have  emphasized  the  difficulties  that  you  may  have  where  a  com- 
mercial bank  is  affiliated  with  these  various  interests  and  therefore  at  times 
may  be  called  upon,  particularly  at  times  of  distress,  to  make  decisions  as 
to  who  should  take  the  substantial  losses  or  who  should  be  favored? 

A.  Eight. 

Q.  Is  that   situation  peculiar   to   sponsorship   by   commercial  banks? 

Do  you  feel  you  have  that  same  situation  where  a  private  investment  bank 
-or  banker  is  acting  as  the  sponsor  of  an  investment  trust  and  is  in  a  position 
to  deal  with  the  investment  trust  as  principal? 

I  mean,  is  your  analysis  indigenous  to  commercial  bank  sponsorship,  or 
do  you  have  the  feeling,  based  upon  your  experience  and  knowledge,  that  that 
situation  can  be  duplicated  where  investment  bankers  or  private  bankers  act 
AS  sponsors  of  the  trust? 

A.  It  probably  doesn't  apply  to  quite  as  great  a  degree  in  the  relationship 
between  the  investment  trust  and  the  private  banking  house. 

But,  again,  I  want  to  say  that  personally  I  would  not  be  a  candidate  for 
an  officer  in  an  investment  trust  if  I  had  any  other  kind  of  financial  affiliation 
"Whatsoever. 

On  the  other  hand,  I  know  of  one  or  two  investment  trusts  that  I  think  are 
being  splendidly  administrated  that  are  allied  with  private  banking  houses. 

Q.  You  feel  that  it  is  pretty  hard  to  disassociate  the  personality  when  you 
are  put  in  the  position  where  you  have  fot  to  deal  on  both  sides  of  the  bar — ' 
isn't  that  so? — which  you  are  if  you  have  interlocking  directorates  or  interlock- 
ing officers.     Isn't  that  so? 

A.  When  trouble  comes  along. 

Q.  When  everybody  is  making  money,  it  is  all  right? 

A.  Yes. 

Q.  It  is  when  they  have  to  take  the  losses  that  you  are  in  difficulty? 

A.  Yes. 

<6.  LOSSES  THROUGH  INVESTMENTS  IN  THE  BANK  STOCK 
AND  STOCK  OF  COMPANIES  AFFILIATED  WITH  THE 
BANK 

The  experience  of  the  investment  company  in  connection  with  its 
loans  made  directly  to  or  purchased  from  its  sponsors  and  affiliates 
was  repeated  on  a  larger  scale  in  the  case  of  its  investments  in  the 
stock  of  its  sponsors  and  in  other  investments  induced  by  them. 
These  losses,  realized  and  unrealized,  totaled  $5,714,361.^^ 

These  losses  were  sustained  by  reason  of  (1)  the  purchase  by  the 
investment  company  of  the  securities  of  the  bank  and  its  successor; 
(2)  the  purchase  from  Federal  Securities  Corporation,  the  subsidiary 
of  the  bank,  of  the  securities  of  various  small  outlying  banks  in  a 
manner  calculated  to  render  the  investment  company  a  holding  com- 
pany for  "branch  bank"  stocks;  and  (3)  the  participation  of  the 
investment  company  in  Western  Continental  Utilities,  Inc.,  for  which 
the  security  affiliate  was  the  investment  banker. 

82  Id.,  at  1989-91. 

»3  Id.,  Commission's  Exhibits  Nos.  251  and  268  ;  see  infra,  pp.  162-174. 
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7.  PUECHASE  OF  SECUKITIES  OF  THE  BANK  ON  A 
COLLAPSING  MARKET— LOSS  $2,457,917 

The  largest  single  loss  to  the  investment  company,  amounting  to> 
$2,457,917,  was  suffered  through  its  investment  in  the  stock  of  the 
bank,  the  Central  Trust  Company  of  Illinois  and  in  the  stock  of  its 
successor,^*  Central  Republic  Bank  and  Trust  Company.  Prior  to 
the  merger  in  June  1931  of  Central  Trust  Company  of  Illinois  and 
the  Chicago  Trust  Company  to  form  Central  Republic  Bank  and 
Trust  Company ,^^  the  investment  company  had  purchased  stock  of 
its  sponsoring  bank.  Central  Trust  Company  of  Illinois,  for  approxi-- 
mately  one-half  million  dollars.^^  By  the  time  the  successor  bank 
was  formed,  this  block  of  stock  had  depreciated  in  market  value  by 
approximately  $200,000.^'  Henry  M.  Dawes,  former  chairman  of 
the  investment  company's  board  of  directors,  when  examined  on  the 
accumulation  of  this  block  during  the  period,  testified :  ^^ 

Q.  During  the  period  from  1929  to  January  21,  1931,  were  there  any  peculiar 
aspects  with  respect  to  the  banking  conditions  in  Chicago? 

A.  Between  1929  and  1931? 

Q.  Yes. 

A.  Yes ;  of  course.    Obviously,  there  were  everywhere. 

Q.  That  is,  at  least  the  first  rumblings  of  possible  disastrous  conditions  with 
respect  to  the  banks  were  being  heard  during  that  period,  isn't  that  so? 

A.  Yes. 

Q.  Yet,  the  trust  on  January  21,  1931,  made  an  investment  of  $278,003.21  in 
the  capital  stock  of  the  Central  Trust  Company  of  Illinois. 

A.  I  remember  that  time.  That  was  when  they  had  the  large  posters  up- 
saying  prosperity  was  just  around  the  corner. 

On  June  9,  1931,  officers  and  directors  of  the  investment  company,, 
in  order  to  facilitate  the  merger  of  the  banks,  agreed  to  have  the  in- 
vestment company  purchase  for  $800,000  a  block  of  20,000  shares  of  the 
National  Bank  of  the  Republic  of  Chicago  (which  had  shortly  before 
been  merged  with  Chicago  Trust  Company)  from  George  Woodruff, 
the  president  of  the  former  bank.^^  The  current  market  price  of 
these  shares  was  between  $500,000  and  $600,000.^0° 

**  See  supra,  note  2. 

«s  Ibid. 

*"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  243. 

^'Id.,  at  1872. 

»8  Id.,  at  1860-1. 

^  Id.,  at  1865,  1937  ;  and  Commission's  Exhibit  No.  242.  This  stock  was  held  by  the- 
Chicago  Bank  Stock  Corporation,  a  personal  holding  company  of  Mr.  Woodruff. 

100  Henry  M.  Dawes,  chairman  of  the  board  of  directors  of  the  investment  company^ 
testified  (id.,  at  1870-1)  : 

Q.  If800,000  was  paid  for  these  20,000  shares  of  National  Bank  of  the  Republic; 
That  makes  it  at  the  rate  of  $40  a  share,  does  it  not,  Mr.  Dawes? 

A.  Yes  ;  I  suppose  that  is  correct. 

Q.  Do  you  know  what  the  market  price  of  National  Bank  of  Republic  stoel^was 
on  June  9,  1931? 

A.  No  ;  I  do  not.  I  think  it  was  higher  than  that,  but  I  don't  know.  I  am  just 
guessing  on  it.     I  have  been  guessing  here  before,  and  I  will  on  that. 

Q.  Well,  let  me  read  you  the  price  quotations  of  the  National  Bank  of  the  Republic :: 
For  December  192S,  it  was  247  to  250. 
December  1929.  it  was  152  to  155. 
December  1930,  it  was  69  to  71. 
April  1931,  it  was  47  to  49. 

Now,  I  will  get  you  the  precise  quotation — on  June  8,  according  to  the  New  York 
Times  quotation,  the  National  Bank  of  the  Republic  was  30-32,  and  on  June  15  it 
was  23% -24%. 

So  that  the  market  price  at  the  time  that  the  investment  trust  contracted  to 
purchase  $800,000  worth,  according  to  the  quotations  of  the  New  York  Times,  was 
80-32,  and  on  June  15  it  was  23%-24y2. 

Therefore  according  to  the  quotations  the  trust  had  paid  approximately  200  to- 
300  thousand  dollars  in  excess  of  the  market  value  of  that  stock  at  that  time. 

A.  Well,  I  am  not  in  a  position  to  discuss  that  except  in  a  very  general  way, 
and  the  mere  market  quotations  on  a  small  block  of  stock  doesn't  represent — it  may 
be  either  more  or  less  than  you  would  be  justified  in  paying  for  a  larger  block.  E 
simply  don't  know.     I  just  throw  out  that  thought. 
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It  was  suggested  by  Mr.  Woodruff/"^  but  denied  by  Mr.  Clarke,^°2 
that  the  premium  was  paid  by  Central  Trust  Company  interests  to 
eliminate  him  from  any  connection  with  the  successor  bank.  Mr. 
Clarke  and  Mr.  Dawes  explained  that,  at  the  price,  the  stock  "looked 
like  an  attractive  investment."  ^°^  However,  at  the  time  this  purchase 
was  made,  banking  conditions  in  Chicago  concededly  were  far  from 
inviting;  in  fact,  they  were  highly  precarious.^°*  Neither  the  bank, 
the  security  affiliate,  or  the  officers  and  directors  of  these  institutions 
personally,  were  sufficiently  pursuaded  by  the  attractiveness  of  this 
investment  made  by  the  investment  company  at  from  $200,000  to 
$300,000  above  market  price  to  make  the  purchase  for  their  own 
account.^°^ 

On  October  5,  1931,  the  block  of  3,315  shares  of  the  stock  of  the 
successor  bank  owned  by  the  investment  company  ^"^  had  a  market 
value  of  about  $350,000,  as  compared  with  an  original  investment 
of  approximately  $1,300,000."^  Mr.  Clarke  testified  that  even  before 
that  time  the  condition  of  the  successor  bank  had  become  a  matter 
of  concern.^"^  By  December  1931  the  withdrawals  of  deposits  were 
"very  severe"  and  the  market  price  of  the  bank's  stock  was  falling 
"precipitately."  ^°^  Nevertheless,  between  December  14,  1931,  and 
June  1,  1932  the  investment  company  bought  in  the  open  market 
additional  stock  of  the  successor  bank  to  the  extent  of  about  $400,- 
000.^^°    Admittedly,  the  investment  company  purchased  the  stock  of 

"1  Op.  cit.  supra,  note  1,  at  1894. 

i«2  Id.,  at  19345. 

'^^^  Id.,  at  1934,  1869.  The  agreement  of  purchase  between  the  investment  company  and 
the  Chicago  Bank  Stock  Corporation  stated  :  "Whereas,  an  agreement  *  ♦  •  foj-  a 
union  of  the  National  Bank  of  the  Republic,  of  Chicago,  *  *  *  with  Central  Trust 
Company  of  Illinois  *  *  *  has  been  entered  into,  and  it  is  recognized  in  connection 
with  the  consummation  of  said  union  of  said  2  bank  groups  there  must  be  acquired  not 
exceeding  20,000  shares  of  the  capital  stock  of  the  National  Bank  of  the  Republic,  of 
Chicago,  *  *  *  Central-Illinois  Securities  Corporation  has  arranged  to  purchase 
*      *      *     said  20,000  shares  of  stock     *     *     *     ."      (id.,  Commission's  Exhibit  No.  242.) 

10*  Mr.  Dawes  testified  (id.  at  1863—4)  that  some  2  weeks  before  the  merger  of  the 
2  banks,  the  Foreman  Bank  in  Chicago  had  closed  (June  8,  1931)  ;  and  immediately 
thereafter  13  other  Chicago  banks  closed.  It  was  at  that  time  that  negotiations  were 
undertaken  between  the  bank  and  the  National  Bank  of  the  Republic,  of  Chicago.  Mr. 
Dawes  testified  that  the  purpose  of  the  merger  was  to  strengthen  public  confidence  as 
well  as  the  financial  condition  of  the  2  banks.      (Il)id.) 

^«  Op.  cit.  supra,  note  1,  at  1935-6.     Mr.  Clarke  testified   (id.,  at  1937-8)  : 

Q.  Was  there  any  time  you  became  convinced  this  buy  was  not  as  attractive  as  you 
thought  it  was  at  the  time  you  bought  it  for  the  trust? 

A.  Yes  ;  some  six  or  eight  months  later. 

Q.   Some  six  or  eight  months  later? 

A.  Yes. 

Q.   What  convinced  you  of  that  fact? 

A.  The  general  banking  conditions  in  Chicago  and  the  overwhelming  deposit  with- 
drawal demand  made  upon  the  Central  Republic  Bank. 

Q.  That  is,  the  merger  did  not  have  its  contemplated  effect,  the  withdrawal  of 
deposits  were  still  taking  place? 

A.  That  largely  started  after  it  was  consummated. 

100  Following  the  merger,  as  of  August  20,  1931,  the  investment  company  owned 
1,1335^165  shares  of  Central  Republic  Bank  and  Trust  Company  stock  received  in 
exchange  for  its  Central  Trust  Company  holdings  and  2,182  shares  of  the  new  bank  stock 
received  for  the  20,000  shares  of  National-  Bank  of  Rrpublic  stock,  or  3,31555/i65  share.s 
in  all.     (Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  243.) 

w'  Id.,  at  1948. 

losid.,  at  1939. 

w^  Id.,  at  1940  et  seq. 

"0  Id.,  Commission's  Exhibit  No,  243.  Mr.  Clarke  testified  that  during  part  of  the 
period  the  investment  company  was  making  purchases  every  day,  in  the  face  of  very  severe 
deposit  withdrawals.      (Id.,  at  1940.) 
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the  bank  to  check,  if  possible,  the  violent  decline  ^^^  in  the  price  of  the 
bank  stock.    Philip  R.  Clarke  testified  r^^^ 

Q.  Now,  I  have  just  a  few  questions  I  would  like  to  have  answered.  Theo- 
retically and  actually  the  trust  was  supposed  to  be  a  separate  and  distinct 
entity  from  the  bank?     Isn't  that  so? 

A.  That  is  right. 

Q.  And  the  officers  and  directors  of  the  trust  were  duty  bound  to  exercise 
their  investment  judgment  and  their  ability  for  the  best  interests  of  the  trust 
and  not  for  the  interests  of  the  bank?     Isn't  that  so? 

A.  They  tried  to. 

Q.  And  under  no  circumstances  should  the  interests  of  the  stockholders  of 
the  investment  trust  be  subordinated  to  the  interests  of  the  stockholders  of 
the  bank?    Isn't  that  so? 

A.  Yes. 

Q.  You,  as  the  president,  were  conscious  of  your  obligation  to  the  stock- 
holders of  the  trust? 

A.  Right. 

Q.  There  is  no  equivocation  about  this?  This  investment  trust  went  in  there 
deliberately,  at  the  instance  of  its  officers  and  directors,  to  try  to  support  the 
market  in  the  bank  stock? 

A.  To  try  to  protect  its  large  holding  in  the  bank  stock. 

Q.  But,  in  the  first  place,  the  only  way  it  could  do  it  was  to  try  to  support 
the  price  of  the  bank  stock  and  thus  possibly  help  its  own  position  in  the  bank 
stock?     Isn't  that  so? 

The  thing  you  asked  the  trust  to  do  was  to  go  in  in  a  declining  market 
and  take  the  stock?     Isn't  that  so? 

A.  It  asked  for  the  collaboration  with  certain  of  the  large  holders  to  create 
an  orderly  market,  rather  than  one  which  might  drop  violently  if  there  wasn't 
some  supporting  bid  in  there. 

Q.  And  it  entailed  the  trust  going  in  in  that  market,  with  the  conditions  as 
they  were,  and  deliberately  buying  with  the  prices  scaling  downwards? 

A.  Right. 

As  a  result,  on  June  1,  1932,  the  investment  company  owned  8,142 
shares  of  the  successor  bank  stock  at  an  original  cost  of 
■$1,749,133.73."3 

By  this  time  the  condition  of  Central  Republic  Bank  and  Trust 
Company  was  such  that  it  would  have  had  to  close  its  doors  if  the 
Reconstruction  Finance  Corporation  had  not,  in  the  last  week  of 
June  1932,  made  to  it  loans  aggregating  $40,000,000."*  Despite  this 
substantial  assistance.  Central  Republic  Bank  and  Trust  Company 

^^  Mr.  Clarke  stated  (id.,  at  1943)  :  "The  banking  troubles  in  Chicago  became  quite 
acute,  as  far  as  the  large  Loop  institutions  were  concerned,  in  late  November  [1931],  and 
about  that  time  it  developed  that  there  was  a  very  direct  relationship  between  the  price 
of  the  bank's  shares  and  the  rate  of  deposit  decline.  There  were  two  or  three  days  when 
the  bank  stock  declined  precipitately  and,  before  the  day  was  over,  there  would  be  lines 
in  front  of  the  paying  windows,  many  of  these  withdrawers  confessing  that  their  with- 
drawals were  predicated  upon  the  fact  that  the  bank  stock  was  rapidly  declining  and 
they  wanted  to  get  their  money  out  of  it." 

»2  Id.,  at  1944-6. 

113  Id.,  at  1879. 

"*  See  opinion  of  Wilkerson,  J.,  in  Reconstruction  Finance  Corporation  v.  Central 
Repuhlio  Trust  Company,  17  F.  Supp.  263  (1936)  at  p.  280.  "As  a  result  of  the  with- 
drawal of  money  by  depositors  and  its  inability  to  borrow  from  other  banks  on  its  colla- 
teral, defendant  bank  would  have  been  obliged  to  close  its  doors  shortly  after  June  25, 
1932,  if  it  had  not  been  able  to  obtain  the  loan  on  its  collateral  which  was  made  by 
plaintiff  [Reconstruction  Finance  Corporation].  The  losses  in  the  conduct  of  the  busi- 
ness of  defendant  bank  and  the  withdrawal  of  deposits,  increased  during  July,  August,  and 
September  1932  ;  and  the  evidence  clearly  shows  that  if  its  deposit  liabilities  had  not  been 
transferred  to  another  bank,  defendant  bank  would  have  been  obliged,  within  a  short  time, 
to  close  its  doors  and  go  into  liquidation.  The  agreement  for  the  assumption  of  deposi- 
i:ors'  liabilities  became  effective  in  the  morning  of  October  6,  1932." 
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was  forced  to  cease  operating  as  a  bank  of  deposit  on  October  5, 
1932,  and  subsequently  under  the  name  of  Central  Republic  Trust 
Company,  it  was  placed  in  receivership/^^ 

The  investment  company's  entire  investment  in  the  stock  of  the 
bank,  costing  $1,749,133,  was  lost  with  the  exception  of  $105,416 
which  it  realized  from  a  liquidation  distribution  of  8,142  shares  of 
Central  Republic  Company,  leaving  a  net  loss  of  $1,643,717.^^'*  In 
addition  to  losing  its  investment,  the  investment  company  had  to  set 
up  a  reserve  of  $814,200  to  provide  for  the  double  liability  attaching 
to  the  bank  stock  under  the  Illinois  laws,"^  which  increased  its  loss 
to  the  sum  of  $2,457,917,  or  140%  of  the  investment  cost.^^^  This 
sum  does  not  include  the  $433,577  which  was  lost  on  the  Illinois 
Securities  Syndicate  loan,  secured  by  the  bank  stock,  as  described 
previously.^^^ 

The  representation  by  investment  trusts  on  the  boards  of  direc- 
tors of  their  portfolio  corporations  has  been  frequently  defended  as 
a  means  of  obtaining  authentic  first-hand  information  concerning 
the  operations  of  these  corporations  for  the  protection  of  the  invest- 
ment company's  security  holdings.  In  the  case  of  Central-Illinois 
Securities  Corporation  this  representation  proved  to  be  a  decided 
disadvantage.  Philip  R.  Clarke  was  president  of  the  bank,  the 
security  affiliate  and  the  investment  company  and  various  other 
individuals  were  directors  of  all  three.  Yet  the  investment  com- 
pany was  permitted  to  remain  with  an  aggregate  investment  of 
$1,749,133.73  in  the  stock  of  the  bank  which  was  rapidly  approach- 
ing insolvency .^^'^  The  investment  company  apparently  could  not 
be  permitted  to  liquidate  its  position  in  the  bank  stock  lest  the 
market  price  of  the  bank  stock  be  further  depressed  and  the  with- 
drawals of  deposits  increased.  Despite  the  fact  that  Mr.  Clarke  and 
the  other  directors  necessarily  had  inside  information  as  to  the  con- 
dition of  the  bank,  this  information  was  not  utilized  to  protect  the 
investment  company.  Emphasizing  "the  absolutely  incompatible 
relationship"  which  confronted  the  officers,  Mr.  Clarke  testified  :^^^ 

"^  Mr.  Clarke  stated  (id.,  at  1943)  :  "The  banking  troubles  in  Chicago  became  quite 
Accounts  of  Illinois  appointed  a  receiver  for  the  bank  with  authority  to  collect  and  con- 
serve its  assets.  Prior  to  this  time  no  steps  had  been  taken  with  respect  to  the  legal 
liquidafion  of  the  Central  Republic  Trust  Company,  but  on  November  21,  1934,  the 
Auditor  of  Public  Accounts  of  Illinois  also  filed  a  bill  for  its  dissolution. 

11"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  252. 

1"  Constitution  of  the  State  of  Illinois,  Article  11,  Section  6;  Illinois  Revised  Statutes, 
1935,  Chapter  16%,  Section  6,  Smith-Hurd,  111.  Stats.  Ann.  Suit  was  brought  by  the 
Reconstruction  Finance  Corporation  in  the  Federal  District  Court  on  behalf  of  itself  and 
all  other  creditors  of  the  bank  to  enforce  the  liability  of  stockholders  under  these  laws. 
Judgment  was  granted  for  the  plaintiff  on  November  7,  1936  {Reconstruction  Finance 
Corporation  v.  Central  Republic  Trust  Co.,  17  F.  Supp.  263  (1936)).  On  appeal  to  the 
U.  S.  Circuit  Court  of  Appeals,  7th  Circuit,  the  decree  of  the  district  court  was  a  farmed, 
February  20,  1939  (sub  nomine.  Reconstruction  Finance  Corporation  v.  John  A.  Mc- 
Cormick  et  al.)  ;  petition  for  rehearing  denied  April  1,  1939. 

118  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  252.  When  these  figures  were  cited 
to  Henry  M.  Dawes,  former  chairman  of  the  investment  company's  board  of  directors,  he 
observed  (id.,  at  1880)  :  "I  draw  the  very  clear  inference  on  that  that  it  was  a  poor 
purchase." 

no  See  supra,  pp.  156-7. 

120  As  has  been  stated  in  the  preceding  paragraph,  .$814,200  additional  had  to  be  provided: 
for  the  double  liability  attaching  to  the  bank  stock  under  the  Illinois  law. 

121  Op.   cit.   supra,   note   1,    at    2141-2. 


166  SECURITIES    AjSTD    EXCHANGE    COMMISSION 

Q.  I  just  want  to  see  if  this  is  not  another  typical  example  in  connection 
with  the  close  relationship  between  a  commercial  bank  and  an  investment 
trust,  if  the  officers  of  the  bank  were  also  officers  of  the  trust,  isn't  that  so, 
«ome  of  them? 

A.  Some  of  them,  yes. 

Q.  You  were  president  of  the  trust,  and  also  president  of  the  bank? 

A.  Yes. 

Q.  Of  course,  you  had  knowledge  that  the  bank  was  in  a  fairly  precarious 
condition,  isn't  that  so?  As  time  went  on  it  became  apparent  it  couldn't  go 
on,  particularly  immediately  before  the  R.  F.  C.  loan  was  made? 

A.  Not  until  two  or  three  days  before  the  R.  F.  C.  loan  was  made. 

Q.  The  ordinary  investor  who  had  a  block  of  bank  stock  seeing  that  situation 
could  have  gotten  out  of  that  situation  and  avoided  the  double  liability,  isn't 
that  so? 

A.  Well     *     *     *. 

Q.  Yet  the  trust  did  not  do  that  because  of  its  relationship  with  the  bank. 
It  had  to  stay  there  and  hold  onto  that  bank  stock,  isn't  that  so? 

A.  That  is  an  added  reason.  I  doubt  very  much  whether  a  large  holder 
could  have  gotten  out  of  the  stock  at  that  time.  You  can  very  seldom  get  out 
of  hank  stocks  in  large  blocks. 

Q.  Aren't  all  those  incidents  indicative  that  there  may  be  situations  where 
you  had  to  subordinate  the  interest  of  one  to  the  interest  of  the  other? 

A.  I  reiterate  what  I  said  before  that  I  think  it  is  an  absolutely  incom- 
patible relationship. 

8.  PUKCHASE  BY  INVESTMENT  COMPANY  OF  STOCK 

OF  SUCCESSOR  BANK 

These  losses  did  not,  however,  end  further  investment  by  Central- 
Illinois  Securities  Corporation,  the  investment  company,  in  stock 
of  the  bank.  In  September  and  October  1932,  the  investment  com- 
pany subscribed  for  or  underwrote  $831,250  worth  of  stock  (6,650 
shares  at  $125  per  share),  of  the  City  National  Bank  and  Trust  Com- 
pany of  Chicago.^22  This  bank  was  formed  on  October  5,  1932  to 
take  over  the  deposits  of  the  Central  Republic  Bank  and  Trust  Com- 
pany. The  original  subscription  of  the  investment  company  in  City 
National  Bank  and  Trust  Company  stock  was  "not  to  exceed 
$400,000."^23  Subsequently,  however,  the  board  was  advised  that 
subscriptions  totaling  $300,000  had  not  been  paid,  and  that  an  addi- 
tional $131,500  remained  unsubscribed.  The  board  thereupon  voted 
to  increase  the  investment  company's  commitment  by  $431,250,  thus 
bringing  the  investment  company's  total  subscription  to  $831,250.^^* 
Regarding  this  commitment  Mr.  Clarke  testified  .-^^s 

1"  Charles  G.  Dawes  was  chairman  of  the  board  of  directors  and  Philip  R.  Clarke  was 
president  of  City  National  Bank  and  Trust  Company.  It  was  testified  that  General  Dawes 
resigned  from  the  Reconstruction  Finance  Corporation  in  June  1932,  a  few  days  before 
the  Central  Republic  Bank  and  Trust  Company  obtained  from  the  Reconstruction  Finance 
Corporation  a  loan  of  $40,000,000.  Mr.  Clarke  stated  that  General  Dawes  knew  nothing 
about  the  impending  loan  to  the  bank.  (Id.,  at  1942.)  General  Dawes  was  made  chairman 
of  the  board  of  directors  of  Central  Republic  Bank  and  Trust  Company  on  June  27,  1932. 
■Simultaneously  with  the  organization  of  the  City  National  Bank  and  Trust  Company,  on 
October  6,  1932,  the  Reconstruction  Finance  Corporation  loaned  to  Central  Republic  Bank 
and  Trust  Company  $50,000,000  more,  thus  making  its  total  loan  to  this  institution 
1fi30, 000,000.  This  $50,000,000  was  immediately  turned  over  to  City  National  Bank  and 
Trust  Company  by  the  Central  Republic  Bank  and  Trust  Company,  along  with  other 
assets,  to  provide  for  the  latter's  deposit  liabilities  which  the  City  National  Bank  and 
Trust  Company  assumed. 

123  Op.  cit.  supra,  note  1,  at  1884,  and  Commission's  Exhibit  No.  244. 

124  Id.,  at  1886,  and  Commission's  Exhibit  No.  245. 
12^  Id.,  at  1951-2. 
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Q.  Now,  how  would  you  characterize  the  additional  investment  of  approxi- 
mately $800,000  in  the  City  National  Bank  stock?  Was  that  an  attractive 
investment,  or  was  it  a  sort  of  a  protection  of  interest? 

A.  I  should  say  it  was  both,  just  as  I  have  felt  and  the  rest  of  the  members 
of  the  Board  felt,  that  all  of  these  other  purchases  were  attractive,  and  later 
on  also  a  measure  of  self-protection  to  the  investment  the  company  already 
had  in  the  bank. 

Q.  Well,  initially,  the  trust  had  by  resolution  authorized  an  investment  of  only 
:$400,000  in  that  stock.     Isn't  that  so?     *     *     * 

A.  Well,   yes. 

Q.  And  two  of  the  participants  did  not  go  through  with  their  commitment  at 
that   time.     Isn't   that   so? 

A.  As  I  understand  it ;  I  wasn't  with  the  company  at  that  time.  I  think  I  had 
resigned. 

iti  i^  if  *  *  rtf  * 

Q.  The  interests  organizing  the  City  National  Bank  and  Trust  Company  were 
having  a  little  difficulty  raising  the  $5,000,000? 
A.  Yes,  indeed. 

At  the  end  of  1935,  the  investment  company  still  held  6,017  shares 
•of  stock  in  the  City  National  Bank  and  Trust  Company,  with  a  book 
value  of  $752,125,  which  equaled  in  excess  of  12%  of  the  total  re- 
sources (at  book  value)  of  the  investment  company. ^-*'  At  that  date, 
however,  the  market  value  of  the  stock,  based  on  the  quoted  bid  price, 
had  shrunk  to  approximately  $566,000,^^^ 

9.  USE  OF  THE  INVESTMENT  COMPANY  AS  A  HOLDING 
COMPANY  FOR  BANK  STOCKS— LOSS  $1,  525,752 

At  the  end  of  1929,  the  Central  Trust  Company  of  Illinois  was  in- 
terested in  acquiring  a  substantial  interest  in  small  outlying  banks  in 
Chicago,  Illinois,  in  anticipation  of  the  introduction  of  "  branch 
banking,"^-®  and  stock  in  other  banks  to  establish  a  correspondent 
relationship. 

More  than  $2,000,000  of  the  investment  company's  fimds  was  in- 
vested in  the  stocks  of  nine  banks,  not  including  the  securities  of 
Central  Trust  Company  of  Illinois  and  its  successor,  thus  constituting 
the  investment  company  in  effect  a  holding  company  for  the  stocks  of 
banks  in  which  Central  Trust  Company  of  Illinois  was  interested. 
The  investment  company  sustained  a  loss,  realized  and  unrealized,  of 
$1,525,752  on  stocks  of  these  nine  banks.^^^  Philip  E.  Clarke 
testified: '^^° 

A.  Again  I  don't  know  whether  or  not  this  is  in  order.  I  only  have  my  own 
opinion  as  to  these  transactions.  They  took  place  before  my  connection  with  the 
company.     But  I  think  this  represents  the  efforts  upon  the  part  of  the  Central 

i2«As  of  December  31,  19.32,  total  assets  were  valued  on  the  books  at  $6,260,070  (also 
the  market  value)  ;  as  of  December  31,  1935,  the  book  value  of  the  total  assets  amounted 
to  $6,053,925.  (Id.,  Commission's  Exhibit  No.  269B.)  The  market  value  of  total  assets 
at  the  end  of  1935  was  16,409,656. 

i^As  of  December  31,  1935,  the  stock  of  City  National  Bank  and  Trust  Company  was 
quoted  at  .$94  bid  and  $99  asked.  (Bank  and  Quotation  Record,  Supplement  to  Commercial 
.&  Financial  Chronicle,  January  10,  1936,  p.  106.) 

^-^  The  Banking  law  of  Illinois  provides :  "No  bank  shall  establish  or  maintain  more 
than  one  banking  house  *  »  *  and  no  bank  shall  establish  or  maintain  in  this  State 
or  any  other  State  or  county,  any  branch  bank,  nor  shall  it  establish  or  maintain  in  this 
Stale  any  branch  office  or  additional  office  or  agency  for  the  purpose  of  conducting  any 
•  of  its  business".      (Illinois  Revised  Statutes,  1935,  Chapter  10a,  Section  9.) 

^^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  251. 

i3»Id.,  at  2008-9. 
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Trust  Company  to  do  what  was  more  or  less  fashionable  in  Chicago  at  that  time^ 
in  anticipation  of  branch  banking.  The  large  Loop  banks  were  going  to  the  out- 
lying banks  and  acquiring  either  through  some  larger  source  or  picking  up  in  the- 
open  market  from  time  to  time  a  sufficient  ownership  in  those  banks  to  establish 
a  sort  of  correspondent  relationship  between  the  large  downtown  banks  and  the 
outlying  banks. 

I  think  Mr.  J.  E.  Otis  was  responsible  for  these  purchases  over  a  period  of 
time,  and  I  haven't  any  doubt  when  this  Central-Illinois  Securities  Corporation 
was  formed  that  they  turned  over  to  the  Central-Illinois  Securities  Corporation 
those  stocks  they  had  acquired  at  cost,  and  I  think  furthermore,  it  was  the 
intention  at  that  time  to  use  the  Central-Illinois  Securities  as  a  holding  com- 
pany for  any  desirable  and  attractive  outlying  bank  stocks  they  could  acquire. 

Q.  There  was  no  disclosure,  Mr.  Clarke,  in  the  prospectus  that  this  was- 
intended  to  be  a  bank  holding  company. 

A.  No.  The  prospectus  described  a  rather  broad  charter  and  offered  no  pro- 
hibition against  the  company  acquiring  securities  of  this  kind.  I  don't  think  it 
was  the  intention  of  this  company  to  specialize  in  bank  stock,  but  nevertheless 
they  invested  a  large  sum  of  money  *  *  *  ju  these  outlying  banks.  I  think 
they  chose  pretty  good  banks. 

Q.  We  will  come  to  that  in  a  moment,  just  how  good  they  were. 

A'.  Yes. 

Q.  The  fact  is,  in  order  for  the  bank  to  have  an  interest  in  these  outlying^ 
banks  so  that  they  could  have  that  connection,  that  investment  was  turned' 
over  to  the  investment  trust? 

A.  That  is  right. 

The  largest  loss  on  these  bank  stocks  was  suffered  by  the  invest- 
ment company  on  the  stock  of  the  Personal  Loan  &  Savings  Bank,  of 
Chicago,  purchased  for  $910,316.92  from  Federal  Securities  Corpo- 
ration, the  wholly-owned  subsidiary  of  Central  Trust  Company  of 
Illinois.^^^  The  investment  company  was  also  required,  upon  taking 
over  this  stock,  to  pay  $205,Y00  additional  on  unpaid  subscriptions/^^ 
making  its  total  investment  $1,116,016.92.  As  of  December  31,  1935^ 
the  sum  of  $828,527  had  been  written  off  as  a  loss  by  the  investment 
company,  and  there  remained  a  ledger  balance  of  $227,938.  After 
giving  effect  to  unrealized  market  appreciation,  the  net  loss  at  that 
date  was  $563,625.13^ 

As  of  December  31,  1935,  the  investment  company  also  sustained 
an  additional  unrealized  loss  of  $319,875  on  an  investment  of  $447,- 
000,  in  3,000  shares  of  stock  of  The  Chase  National  Bank  of  the 
City  of  New  York. 

Of  $529,914  invested  in  the  stock  of  the  seven  local  Chicago  banks, 
the  net  loss,  realized  and  unrealized,  amounted  to  $642,252  as  of  De- 
cember 31,  1935.13^  The  loss  was  greater  than  the  amount  of  the 
investment  because  provision  had  to  be  made  for  double  statutory 
assessments  on  the  seven  bank  stocks.^^^  On  the  nine  bank  stocks  the 
total  loss  was,  as  has  been  stated,  $1,525,752. 

13^  See  supra,  note  6.  This  purchase  was  made  by  the  board  of  directors  of  the  invest- 
ment company  on  November  13,  1929,  the  first  business  meeting  of  the  investment 
company. 

132  rpije  subscriptions  stood  in  the  name  of  individuals  who  were  officers  of  the  Central 
Trust  Company  of  Illinois.  It  was  stated  by  Mr.  Clarke  that  they  held  the  stock  a» 
nominees  for  the  bank.     (Op.  cit.  supra,  note  1,  at  2007-8.) 

1^3  Id.,  Commission's  Exhibit  No.  251. 

^3*  Ibid.  This  sum  represents  the  loss  after  giving  effect  to  any  appreciation  in  the 
stocks  as  of  December  31,   1935. 

iss  See  discussion  of  Illinois  law  supra,  note  128. 
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10.  INVESTMENT  IN  WESTERN  CONTINENTAL  UTILI- 
TIES, INC.,  AND  RELATED  COMPANIES- 
LOSS  $1,730,691.40 

On  November  21,  1929,  the  security  affiliate  proposed  that  the  in- 
vestment company  lend  $500,000  to  Western  Continental  Utilities  Inc., 
secured  by  bonds  of  that  utility  company ,^=*'*  which  bonds  had  been 
underwritten  the  previous  year  by  Federal  Securities  Corporation,  the 
wholly-owned  subsidiary  of  the  bank."^  Philip  R.  Clarke,  formerly 
bead  of  Federal  Securities  Corporation  and  later  (December  1929) 
president  of  the  bank  and  the  investment  company,  acknowledged 
that  this  loan  was  undertaken  by  the  investment  company  because 
of  the  relationship  of  the  bank  to  the  investment  company .^^^ 

Q.  So  that  it  was  in  connection  with  the  Central-Illinois  Company  acting  in 
the  capacity  of  banker  for  the  Western  Continental  that  the  Central-Illinois 
made  the  suggestion  to  the  trust  that  it  loan  to  Western  Continental  $500,000,  is 
that  it? 

A.  I  think  so. 

Q.  So  that  here  was  a  situation,  basically,  where  the  Central-Illinois  Company 
was  maintaining  its  good  will  and  its  contact  with  this  client  by  having  the 
trust  loan  it  $500,000,  although  the  loan  was  good,  isn't  that  so? 

A.  Well,  I  think  that  could  be  equally  interpreted  as  a  desire  on  the  part 
of  the  Central-Illinois  Company  to  furnish  the  Central-Illinois  Securities  Corpora- 
tion with  a  good  loan. 

»*  »  •  •  *  * 

Q.  Yes,  but  I  say  the  Central-Illinois  Company  did  not  see  fit  to  make  the  loan 
itself,  but  asked  the  trust  to  make  the  loan. 
A.  Didn't  see  fit  to  make  the  loan? 
Q.  Yes. 
A.  That  is  right. 

This  loan  was  subsequently  repaid,  and  the  investment  company 
thereupon  undertook  new  and  greater  commitments  in  Western  Conti- 
nental Utilities,  Inc. 

Western  Continental  Utilities,  Inc.,  was  a  utility  holding  company 
owning  stocks  of  operating  utility  companies  engaged  in  the  electric, 
water,  and  telephone  business  in  California  and  in  Texas,  developed 
and  controlled  by  interests  affiliated  with  Chester  H.  Loveland,  who 
was  described  as  "a  successful  operator  located  in  California."  ^^®  It 
was  stated  that  Mr.  Loveland  was  a  close  friend  of  Carol  E.  Gray,  Jr., 
who  was  the  vice  president  of  the  Federal  Securities  Corporation  at 
the  time  Philip  R.  Clarke  was  president,  and  who  subsequently  became 
executive  vice  president  of  the  security  affiliate  and  a  director  of  the 
investment  company .^*° 

On  June  19,  1930,  two  contracts  were  entered  into  between  the 
security  affiliate  and  H.  M.  Byllesby  &  Co.,  Inc.,^*^  as  purchasers,  and 

1'"=  Op.  cit.  supra,  note  1,  at  2063,  and  Commission's  Exliibit  No.  260. 
"fid.,  at  2061. 

138  Id.,  at  2065-6. 

139  Id.,  at  2061. 

"0  Id.,  at  2061,  2071.  Mr.  Clarke  testified :  "He  [Mr.  Gray]  handled  the  negotiations 
leading  to  the  purchase  of  these  securities.  I  mention  that  because  it  was  from  that 
contact  that  the  connection  with  the  Western  Continental  Utilities  Company  later  carried 
on  through  into  Central-Illinois  Securities." 

1*1  H.  M.  Byllesby  &  Co.,  Inc..  a  Chicago  investment-banking  firm,  sponsored  the  Stand- 
ard Gas  &  Electric  Company  utility  system.  Prior  to  the  joint  undertaking  with  Central- 
Illinois  Company  in  the  Western  Continental  Utilities,  Inc.,  venture,  H.  M.  Byllesby 
had  participated  in  many  ventures  with  Federal  Securities  Corp.     (Id.,  at  2068.) 
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the  Loveland  interests,  as  sellers.  The  first  contract  provided  for  the 
purchase  of  55,000  shares  (of  a  total  of  100,000  shares)  of  the  Class  B 
common  stock  of  Western  Continental  Utilities,  Inc.,  the  top  holding 
company,  and  12,000  shares  (the  entire  issue)  of  the  $6  preferred  stock 
of  Western  Utilities  Corporation,  a  sub-holding  and  operating  com- 
pany, by  the  security  affiliate  and  H.  M.  Byllesby  &  Co.,  Inc.,  for  the 
sum  of  $2,300,000."^  The  second  contract  obligated  the  purchasers  to 
buy  from  the  Loveland  interests,  on  demand  at  any  time  before  Janu- 
ary 1,  1931,  an  additional  30,235  shares  of  Class  B  common  stock  of 
Western  Continental  Utilities,  Inc.,  at  $25  per  share  for  a  total  of 
$755,875.^*^  The  contract  also  provided  that  the  purchasers  agreed 
and  guaranteed  that  Western  Continental  Utilities,  Inc.,  would  buy 
within  six  months  certain  "lands  which  *  *  *  have  been  reserved 
or  acquired  *  *  *  for  or  in  connection  with  the  Upper  Sweet- 
water Reservation"  in  San  Diego,  California,  the  price  of  which 
approximated  $340,000.^** 

Mr.  Clarke  testified  that  the  agreement  to  purchase  the  additional 
30,235  shares  was  supplemented  by  a  "gentlemen's  agreement"  to  the 
effect  that  the  California  interests  would  not  make  demand  upon  the 
security  affiliate,  Central-Illinois  Company,  and  H.  M.  Byllesby  & 
Co.,  Inc.,  to  purchase  these  additional  shares  except  in  the  event  that 
the  managerial  activities  and  policies  of  H.  M.  Byllesby  &  Co.,  Inc., 
proved  unsatisfactory  to  the  California  interests,  and  for  no  other 
reason.  ^*^ 

The  commitments  of  the  security  affiliate  and  H.  M.  Byllesby  &  Co., 
Inc.  under  the  two  contracts  were  as  follows : 

Stock  (Western  Continental  Utilities,  Inc.,  &  Western  Utilities  Corpo- 
ration)  $2,300,000 

Liability  on  tbe  "put"  ^^^   (foj.  purchase  of  additional  shares) 755,875 

Liability  on  guarantee  of  land  to  be  purchased  by  Western  Contin- 
ental Utilities,   Inc 340,000 

3,395,875 

The  security  affiliate  (actually,  as  will  be  shown  later,  the  invest- 
ment company)  by  reason  of  its  50%  participation  was  therefore  com- 
mitted to  the  extent  of  $1,697,938,  which  amounted  to  more  than  10% 
of  the  investment  company's  original  paid-in  capital,  and  a  consid- 
erably higher  percentage  of  its  reduced  worth  as  of  June  1930.  Fur- 
thermore, in  the  event  that  H.  M.  Byllesby  &  Co.,  Inc.,  would  be 
unable  six  months  later  to  perform  its  obligation  with  respect  to  the 
land-purchase  guarantee  or  with  respect  to  the  "put"  of  additional 
stock,  the  investment  company  alone  would  have  been  liable  for  the 
full  amount  of  the  addition  joint  commitment  of  $1,095,875.  "^ 

"2  Id.,  Commission's  Exhibit  No.  262. 

i«  Id.,  Commission's  Exhibit  No.  263. 

i**Id.,  at  2075. 

"sid.,  at  2074-5. 

148  Tjjg  option  on  the  part  of  the  Loveland  interests  to  demand  purchase  of  these  shares 
was  termed  a  "put"  by  reason  of  the  fact  that  they  had  a  right  to  tender  or  ''put"  the 
stock  to  the  other  parties,  in  which  event  the  other  parties  would  have  to  "take"  it.  (Id., 
at  2074.) 

"■^  Id.,  at  2078.  In  Illinois,  by  statutory  enactment  all  joint  obligations  are  made  joint 
and  several ;  that  is,  both  obligors  are  liable  together  under  the  contract  and  in  addition 
each  obligor  alone  is  liable  for  full  performance.  (Illinois  Revised  Statutes,  1935,  Chapter 
76,  Section  3.) 
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That  these  commitments  were  made  in  a  frozen  situation,  which  was 
recognized  as  such  by  the  parties,  is  disclosed  by  the  contracts,  which 
referred  to  "the  size  of  their  respective  hoklings  and  to  the  fact  that 
there  is  no  market  for  said  Class  B  common  stock  and  will  be  no 
market  for  blocks  of  stock  in  the  respective  amounts  held  by  the  said 
respective  parties  "'  *  *"  ^^^  To  this  effect  Mr.  Clarke  also  testi- 
fied :  "^ 

Q.  Now,  tliere  was  no  market  for  this  Western  Continental  Utilities? 

A.  No ;  I  don't  think  so. 

Q.  So  that  the  trust  in  making  this  commitment,  in  the  amount  of  $1,698,000, 
was  making  a  commitment  in  a — well,  shall  we  say — frozen  situation,  where 
if  there  was  any  desire  on  the  part  of  the  parties  to  get  out  of  that  investment, 
they  would  be  in  difficulty?  Isn't  that  so?  They  would  have  to  find  somebody 
Interested  in  that  situation? 

A.  It  was  a  long  expectation  of  profit.  There  wasn't  any  prospect  of  realiza- 
tion in  the  very  near  future. 

By  successive  agreements,  the  time  for  exercise  of  the  "put"  of 
additional  stock  by  the  Loveland  interests  was  extended  until  Decem- 
ber 31,  1932,  and  for  purchase  of  the  California  water  lands  until 
December  15^  1931.  ^^^  The  last  extension  agreement  provided  that 
these  lands  would  be  conveyed  by  the  Loveland  interests  to  a  corpo- 
ration called  Jamacha  Holding  Company,  Ltd.,  all  of  whose  stock 
was  to  be  purchased  for  $450,000  by  Western  Continental  LTtilities,. 
Inc.,  within  six  months.^^^  Thus,  the  price  for  the  water  lands  was 
increased  $110,000  above  the  $340,000  provided  in  the  earlier  con- 
tract. ^^-  Since  Western  Continental  Utilities,  Inc.,  did  not  have  the 
funds  to  make  this  purchase,  the  investment  company  and  H.  M. 
Byllesby  &  Co.,  Inc.,  lent  to  it  the  necessary  amount  and  took  as 
security  the  stock  of  the  Jamacha  Holding  Company,  Ltd.  Subse- 
quently, this  loan  was  defaulted  and  the  investment  company  lost 
$144,409  in  realizing  on  the  collateral.  ^^^ 

Some  indication  of  the  confusion  attendant  on  the  interrelation- 
ship of  the  investment  company  and  its  sponsors  is  demonstrated  by 
one  aspect  of  this  transaction.  Throughout  the  years  1930  and  1931 
the  name  of  the  security  affiliate  exclusively  appeared  in  the  various 
agreements  in  association  with  H.  M.  Byllesby  &  Co.,  Inc.  On  Feb- 
ruary 11,  1932,  however,  the  name  of  the  investment  company,  for  the 
first  time,  was  inserted  in  the  compromise  agreement  of  that  date. 
The  preamble  of  this  agreement  recited :  ^^* 

Whereas  Central-Illinois  Company,  an  Illinois  Corporation,  H.  M.  Byllesby 
and  Company,  a  Delaware  Corporation,  and  the  Investment  Company,  heretofore 
on  June  19,  1930,  made  and  entered  into  a  certain  written  agreement  (Here- 
inafter called  the  "Original  Agreement")  ;  and 

Whereas   said   Original   Agreement   was   supplemented   by   two   other   agree- 
ments entered  into  by  the  same  parties  on  December  30,  1930,  and  June  30,  1931,. 
respectively ;  and 

Whereas  said  Central-Illinois  Company  subsequent  to  the  making  of  said 
Original  and  Supplemental  Agreements  transferred  all  of  its  rights  and  obliga- 
tions thereunder  to  the  Central-[Illinois  Securities]  Corporation,  and  by^ 
reason  thereof  is  no  longer  interested  therein ;     *     *     * 

1**  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  263. 

"» Id.,  at  2079. 

!"•  Id.,  at  2082,  and  Commission's  Exhibit  No.  264. 

1*1  Id..  Commission's  Exhibit  No.  264. 

1^2  See  supra,  p.  170. 

1*^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  267. 

"*  Id.,  Commission's  Exhibit  No.  265.     Italics  supplied. 
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Despite  the  fact  that  the  investment  company  had  from  the  outset 
furnished  all  the  funds  required  by  the  various  contracts  ^^^  its  min- 
utes were  silent  concerning  the  Western  Continental  Utilities,  Inc. 
venture  for  approximately  14  months  after  the  original  contracts 
ivere  entered  into.^^"^  Finally,  after  this  period,  on  August  4,  1931, 
the  minutes  recited :  ^" 

Whereas  said  Central-Illinois  Company  in  executing  and  carrying  out  the 
agreements  mentioned  above  has  at  all  times  been  acting  as  the  Agent  of,  and 
for  and  on  behalf  of  this  corporation,  and  now  being  in  the  process  of  liquida- 
tion has  requested  this  corporation  to  formally  assume  its  remaining  obligations 
thereunder,     *     *     * 

At  the  time  that  the  investment  company  was  for  the  first  time 
named  as  beneficial  owner,  the  utility  company  was  already  in  diffi- 
culties, and  not  long  afterwards  was  placed  in  receivership.  ^^^ 

The  minutes  of  the  investment  company,  its  books  of  account  and 
supporting  contracts  constituted  at  the  least  a  confused  record,  or  as 
Mr.  Clarke  described  it :  "^ 

It  is  a  poor  record,  there  isn't  any  question  about  that.  *  *  *  The  only 
thing  I  can  think  of  is  that  it  was  simply  a  case  of  carelessness  on  the  part 
■of  the  lawyers  or  on  the  part  of  whoever  executed  the  contract. 

In  the  annual  report  to  the  stockholders  of  the  investment  com- 
pany for  the  year  1930,  under  the  date  of  January  12,  1931,  Philip 
U.  Clarke,  president,  wrote :  ^®° 

As  a  result  of  its  close  affiliation  with  these  institutions  [Central  Trust 
Company  of  Illinois  and  Central-Illinois  Company]  several  opportunities  have 
been  developed  during  the  past  year  that  have  enabled  the  acquisition  on  an 
attractive  basis  of  substantial  equities  in  companies  whose  future  growth  and 
expanding  earning  power  offer  the  expectation  of  considerably  increased  value 
for  such  holdings. 

Mr.  Clarke  admitted  that  the  Western  Continental  Utilities,  Inc., 
venture  was  one  of  the  "opportunities"  to  which  he  referred.  ^^^ 

However,  despite  the  "expectation  of  considerably  increased  value 
for  such  holdings"  of  which  the  letter  spoke,  two  weeks  earlier  the 
Ijoveland  interests  had  attempted  to  exercise  the  "put"  and  had 
been  persuaded  only  with  fjreat  difficulty  to  delay  for  six  months 
longer.    Mr.  Clarke  'stated :  ^^- 

*  =s  *  here  we  were  in  a  period  when  earnings  were  falling  off,  the  result 
of  the  depression  being  more  severely  felt,  and  it  therefore  looked  as  if  this 
"put"  was  being  exercised  [by  the  Loveland  interests!  on  merely  a  cold-blooded 
I)asis,    that    the    stock    had    become    worth    less    than    the    amount    of    the 

■"t^.tj-"         *         *         *  163 

1==  Id.,  at  2097. 

i=«  Ibid. 

"•^  Id.,  Commission's  Exhibit  No.  266. 

"3  Id.,  at  2099-2100.  Subsequent  to  the  public  hearings  before  this  Commission,  a  copy 
of  a  letter  dated  June  23,  1930,  sent  by  the  Central-Illinois  Company  (the  security 
affiliate)  to  the  Central-Illinois  Securities  Corporation  was  forwarded  to  the  Commission. 
In  this  letter  it  was  stated  that  the  Central-Illinois  Company  as  "agent"  had  entered  into 
the  contract  of  June  19,  1930,  on  behalf  of  the  investment  company. 

1™  Op.  cit.  supra,  note  1,  at  2095,  2120. 

"°  Id.,  at  2080  and  Commission's  Exhibit  No.  269-A. 

«ild.,  at  2080. 

"2  Id.,  at  2084-5. 

103  The  "put"  agreement  was  finally  compromised  on  February  11,  1932  by  the  pur- 
chase on  the  part  of  H.  M.  Byllesby  &  Co.,  Inc.,  and  the  Central-Illinois  Securities  Cor- 
poration of  15, 93214  shares  in  full  discharge  of  the  obligation  (formerly  31,865  shares) 
at  a  price  of  $28.50  per  share  instead  of  the  $25  price  originally  provided.  Thus,  the 
investment  company  invested  an  additional  $227,038  as  its  half  share  on  the  "put". 
<Id.,  at  2099  and  Commission's  Exhibit  No.  265.) 
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The  letter  of  Mr.  Clarke  to  the  stockholders  of  Central-Illinois 
Securities  Corporation,  while  it  may  not  have  overstated,  the  ultimate 
hopes  of  the  management,^'^^  obviously  afforded  little  assistance  to  the 
stockholders  in  formulating  a  sound  appraisal  of  the  Western  Conti- 
nental Utilities,  Inc.  situation  as  it  existed  at  that  time.  Questioned 
on  this  point,  Mr.  Clarke  replied :  ^'^° 

Certainly  the  situation  wasn't  as  attractive  as  when  the  company  first  en- 
tered it.  but  I  don't  thinli  there  was  any  definite  assurance  that  the  company 
wouldn't  survive. 

Despite  an  increasingly  unfavorable  outlook,  the  directors  of  the 
investment  company  continued  to  invest  additional  sums  in  the 
sinking  "Western  Continental  Utilities,  Inc.  venture.^^^  Beginning 
in  November  1930  and  continuing  until  December  1,  1932,  the  invest- 
ment company  made  a  series  of  loans  to  Western  Continental  Utili- 
ties, Inc.,  amounting  in  all  to  $1,504,399,  secured  by  the  stock  of 
operating  companies  controlled  by  Western  Continental  Utilities, 
Inc.^®^  In  July  1931,  the  investment  company  also  purchased  from 
Western  Continental  Utilities,  Inc.,  a  series  of  notes  for  a  total  of 
$195,000.^^^  In  September  1931,  the  investment  company  purchased 
from  Western  Continental  Utilities,  Inc.,  $331,550  principal  amount 
Western  Continental  Utilities,  Inc.  Conv.  6's  1934  for  a  total  of 
$305,683.^*'^  The  total  loans  made  by  the  investment  company  to 
Western  Continental  Utilities,  Inc.,  together  with  purchases  of  securi- 
ties of  that  company  and  its  affiliates  ^''°  amounted  to  $3,770,965.89  ^^^ 

In  November  1932,  Western  Continental  Utilities,  Inc.,  went  into 
receivership,  preceded  and  followed  by  many  of  its  subsidiaries  and 
operating  companies.^^^ 

As  of  December  31,  1932,  Central-Illinois  Securities  Corporation 
had  charged  off  on  its  books  a  loss  on  this  venture  of  $1,730,691.^^'' 
The  sum  of  $1,609,399  was  recovered  through  sale  of  securities  and 
part  payments  of  loans,  and  at  the  end  of  1935,  the  investment  com- 
pany still  carried  $430,875  of  these  loans  and  purchases  as  an  asset 
on  its  books.^^* 

Investments  and  loans  made  by  the  investment  company  in  the 
Western  Continental  Utilities,  Inc.  venture  totaled  $3,770,965,  or  ap- 

i«Id.,  at  2086. 

"°  Id.,  at  2085. 

^™  Earl.v  in  1930,  Ceutral-Illinois  Securities  Corporation  purchased  1,455  shares  of 
preferred  stock  of  the  Southwestern  State  Telephone  Company,  a  subsidiary  of  Western 
Continental  Utilities,  Inc.,  for  .$109,124.90.  (Id.,  at  2101  and  Commission's  Exhibit  No. 
268.1 

i<^  Id.,  at  2102  and  Commission's  Exhibit  No.  268. 

i«*  Id.,  at  2103  and  Commission's  Exhibit  No.  26S. 

^™  Id.,  at  2103.  At  the  public  examination  on  Central-Illinois  Securities  Corporation, 
it  was  testified  that  this  purchase  was  made  by  the  investment  company  from  Central 
Eepublic  Bank  and  Trust  Company.  Subsequently,  under  date  of  September  29,  1936, 
Walter  L.  Vincent  wrote  to  the  Commission  that  the  company's  records  were  in  error  in 
this  regard,  and  that  the  purchase  had  actually  been  made  from  Western  Continental 
Utilities,  Inc. 

1'"  See  note  166  and  supra. 

^''-  Ibid,  and  Commission's  Exhibit  No.  268. 

"^  Id.,  at  2099. 

™  Id.,  at  2108-9  and  Commission's  Exhibit  No.  268. 

I''' Ibid.  Walter  L.  Vincent,  now  president  of  the  Central-Illinois  Securities  Corpora- 
tion, testifying  concerning  the  investment  company's  chances  of  realizing  on  its  book 
balance,  stated  that  there  was  even  a  possibility  that  the  investment  company  would 
recovir  something  on  the  "write-down"  over  and  above  the  book  balance.     (Id.,  at  2137-8.) 

153.373— 40— pt.  3 13 
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proximately  25%  of  the  investment  company's  original  paid-in  capital 
of  $15,000,000;  but  at  the  time  these  investments  were  made,  the  invest- 
ment company's  assets  were  considerably  less,  so  that  the  percentage 
of  its  assets  in  this  one  undertaking  far  exceeded  25%.^'^^  The  invest- 
ment in  Western  Continental  Utilities,  Inc.,  plus  the  commitments  in 
the  various  bank  stocks,  discussed  above,^^^  totaled  $8,444,281,  or  over 
half  the  original  contributed  capital  of  the  investment  company.^'"^ 
Mr.  Clarke  testified :  "« 

Q.  Can't  we  draw  some  lessons  from  this?  The  only  reason  you  kept  ponrhig 
this  money  in  is  because  in  the  first  instance  you  had  a  substantial  investment 
in  it? 

A.  Yes,  indeed,  I  think  you  can  draw  a  lesson  from  it. 

Q.  What  lesson  do  you  draw  from  it?  Don't  you  always  subject  a  trust  to  a 
situation  like  that  when  you  disregard  the  element  of  diversification  and  put 
it  substantially  in  one  security  where,  as  soon  as  the  investment  shows  any 
inclination  to  be  jeopardized,  the  tendency  is  to  pour  more  money  into  that 
investment? 

A.  That  is  right. 

Q.  And  by  the  time  you  are  through,  you  are  in  for  $4,000,000,  when  you 
intended  only  to  be  in  for  $1,000,000. 

A.  Yes.  Put  it  the  other  way.  if  the  company  had  stopped  when  it  had 
acquired  this  B  common  stock,  then  it  would  have  been  wiped  out  without 
any  participation  in  the  reorganization,  because  the  reorganization  did  not  give 
anything  in  lieu  of  that  common  stock.  The  investment  became  altogether  too 
large  for  a  trust  of  this  size,  to  have  as  an  investment,  but  at  the  same  time 
in  explanation  of  why  the  action  was  taken,  it  was  something  where  addi- 
tional dollars  were  poured  in  to  protect  dollars  that  already  had  been 
invested. 

Q.  Don't  you  regard,  or  do  you — I  don't  know — as  one  of  the  aspects  of  an 
investment  trust  the  element  of  diversification? 

A.  I  would  say  I  do  today  very  much  more  than  I  did  five  or  six  years 
ago     *     *     *. 

If  I  was  running  an  investment  trust  today  I  would  never  care  to  attempt 
to  increase  the  value  of  that  trust  by  as  large  an  investment  as  this  in  a 
single  enterprise. 

Q.  When  you  consider,  Mr.  Clarke,  that  they  had  approximately  $4,000,000 
in  the  utility  situation,  when  you  consider  they  had  approximately  $2,000,000 
exclusive  of  the  double  liability  of  $800,000  in  the  bank  stock,  you  have  got 
practically  half  the  total  assets  of  your  corporation  in  two  situations, 
haven't  you? 

A.  Yes. 

Q.  Besides,  when  you  consider  the  over  $1,000,000  that  \\as  put  into  the 
Personal  Loan  and  Savings,  the  Drovers  National,  then  the  bank  stock  and 
the  public  utility  stock  was  away  over  50%  of  the  total  assets  of  that  company? 

A.  Right. 

F.  Management  Record 

The  original  board  of  directors  of  the  investment  company  and 
the  original  staff  of  executive  officers,  as  has  been  shown,  were  com- 

"5  Id.,  at  2109. 
i'«  See  supra,  pp.  169-73. 
,  "'  Op.  cit.   supra,  note  1,  at  2113-4.     These  investments  were  as  follows : 

Stock  of  Central  Trust  Co.  of  Illinois  and  Central  Republic  Bank  and 

Trust  Co $1,  749,  133 

Stock  of  City  National  Bank  and  Trust  Co 831,  250 

Stock  of  Chase  National  Bank 447,  000 

Stock  of  Personal  Loan  and   Savings  Bank 1,  116,  017 

Stock  of  seven  local  banks 529,915 

4,  673,  315 
Investment  in   Western   Continental  Utilities,   Inc 3,  770,  966 

Total 8.  444,  281 

Not  included  in  the  above  computation  is  $969,000  of  reserves  required  on  account 
of  double  liability  assessments  on  the  hank-stock  (discussed  supra). 

"sid.,  at  2111-3. 
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pletely  interlocked  Avith  the  management  of  the  bank  and  the  se- 
curity affiliate  and  remained  in  office  without  significant  change 
until"  November  1932.  At  that  time  the  Central  Republic  Bank  and 
Trust  Company,  successor  to  the  Central  Trust  Company  of  Illinois, 
ceased  to  be  a'  bank  of  deposit  and  thereafter  confined  itself  to  a 
trust  business  under  the  name  of  Central  Republic  Trust  Com- 
pany."^ The  deposits  of  the  Central  Republic  Bank  and  Trust 
Company  were  taken  over  by  the  City  National  Bank  and  Trust 
Company  of  Chicago  of  which  Philip  R.  Clarke  became  president.^^'' 

Until  this  time,  November  1932,  direction  of  the  investment  com- 
pany's affairs  was  exclusively  in  the  hands  of  its  directors  and  offi- 
cers. In  December  1932,  hoAvever,  the  investment  company  entered 
into  a  management  contract  with  the  Central  Republic  Company, 
security  affiliate  of  Central  Republic  Bank  and  Trust  Company.  By 
the  terms  of  this  contract  ^^^  Central  Republic  Company  undertook 
to  furnish  to  the  investment  company  complete  financial  advisory 
service  in  connection  with  the  "purchase,  sale,  exchange,  or  retention 
of  securities,  participations  in  under  writings  or  syndicates,  and  gen- 
erally in  connection  with  the  investment  and  reinvestment  of  its 
funds."  In  addition,  the  investment  company  was  furnished  with 
office  space,  clerical  help,  and  the  service  of  a  secretary.  For  these 
services,  the  investment  company  paid  the  Central  Republic  Com- 
pany $27,000  per  year,  plus  expenses  of  special  investigations.  In 
January  1934,  the  contract  was  amended  to  provide  a  purely  ad- 
visory service  for  wliich  the  Central  Republic  Company  was  paid 
$16,500  annually.  This  contract  was  canceled  in  July  1935  at  the 
time  Walter  L.  Vijicent  became  president  of  the  investment  company 
and  thereafter  tlie  company  operated  Avithout  any  management 
contract.^*^ 

Despite  the  fact  that  the  original  offering  circular  of  the  investment 
company  stated  prominently  that  there  were  no  management  contracts 
of  any  kincl,^^"  the  stockholders  were  not  notified  when  the  investment 
company  did  enter  into  a  management  contract  in  1932,  whereby 
$27,000  per  year  was  to  be  paid  to  Central  Republic  Company,  nor 
when  this  contract  Avas  amended  in  1934;  and  none  of  the  annual 
reports  to  the  stockholders  disclosed  the  existence  of  a  management 
contract.^^*  , 

1'*  See  supra,  note  2. 

i8»  At  the  time  this  change  in  the  character  of  the  Central  Republic  Bank  and  Trust 
Company  was  made,  William  R.  Dawes,  its  vice  president,  resigned,  and,  succeeding 
Phillip  R.  (Clarke,  became  president  of  the  Central-Illinois  Securities  Corporation  in 
November  1032.  In  1935,  whei;  Walter  L.  AHncent  became  president  of  the  investment 
compan.T,  William  R.  Dawes  became  chairman  of  the  board  of  directors.  Various  other 
of  the  directors  and  oflBcers  of  the  Central  Republic  Bank  and  Trust  Company  changed 
over  to  the  Central-Illinois  Securities  Corporation  about  the  same  time  as  Mr.  Dawes,  in 
November  1932.  Among  them  were  Howard  S.  Camp  and  Curtis  B.  Woolfolk,  who  became 
treasurer  and  secretary,  respectively,  of  the  Central-Illinois  Securities  Corporation.  (Id., 
Commission's  Exhibit  No.  269-G.) 

i»Id.,  Commission's  Exhibit  No.  2€.9-A  (Exhibit  D.  Tart  I). 

182  Derived  from  supplementary  information  supplied  the  Commission  for  Central-Illinois 
Securities   Corporation. 

1**  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  239. 

1**  It  was  claimed  that  this  information  was  orally  communicated  to  the  stockholders 
who  attended  the  stockholders'  meetings.  (Reply  to  the  Commission's  questionnaire  f(Ji- 
Central-Illinois   Securities   Corporation,    Item    23.) 
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A  summary  of  the  result  of  the  operations  of  the  investment  com- 
pany from  its  organization  in  1929  until  December  31,  1935,  is  as 
follows  :^^^ 

(1)  Receipts  (accrued)  : 

Net  proceeds  from  sale  of  stock $15,  000,  000 

Total  ordinary  income 2,  774,  000 

Total $17,  774,  000 

(2)  Disbursements  (accrued)  : 

Cost  of  operation : 

Operating    expenses $423,  000 

Income  tax 98,  000 


Returned  to  investors: 

Cash    dividends    paid 2.075.000 

Cost  of  repurchased  stock 2,  666,  000 


$521, 000 


4,  741,  000 


Total  disbursements 5,  262,  000 

(3)  Receipts  less  disbursements  or  net  capital  investment  in  cor- 
poration as  of  Dec.  31,  1935 12,512,000 

<4)  Net  assets,  securities  at  market,  Dec.  31,  1985 5, 197, 000 

<5)  Net  realized  and  unrealized  loss 7,  315,  000 

<6)   The  net  loss  is  accounted  for  as  follows:  , 

Loss  from — 

Write-offs  of  loans $1, 140,  700 

Write-downs  of  investments—     5,  834,  600 

Realized  losses  from  sale  of 

securities 234,800 

Payments  on  stock  of  closed 
banks 120,  000 

Provision  for  reserve  for  pos- 
sible liability  through  own- 
ership of  stocks  of  closed 
banks 874, 100 

Provision  for  reserve  for 
losses  on  loans  receivable 140,  800 

Provision  for  reserve  for  other 
losses  and  sundries 62,500 


Total $8,  407,  500 

Less  gain  from : 

Realized  profits  from  sale  of 

securities $574,  600 

Recoveries    on    write-offs    of 
loans  and  payments  on  bank 

stocks 162,  900 

Unrealized  appreciation 

Dec.   31,    1935 355,000 


Total 1,  092,  500 


Net  realized  and  unrealized  losses 7,  315,  000 

The  net  asset  position  of  the  corporation  at  year-ends,  based  on 
market  values  where  available,  is  shown  in  the  following  table :  ^** 

1^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  270,  pp.  11-12. 

186  Derived  from  the  reply  to  the  Commission's  questionnaire  and  supplementary  infor- 
mation supplied  for  Central-Illinois  Securities  Corporation. 
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Net  assets  at  year-ends  "' 


1933 $4, 415,  000 

1984 4,  504,  000 

1935 - 5, 197,  000 


1929 $15, 143,  000 

1980 14,  372, 000 

1931 9,  967,  000 

1932 5,  201,  000 

Up  to  December  31,  1935,  the  investment  company  had  paid  no 
dividends  on  the  common  stock,  bnt  had  paid  on  the  preference  stock 
$1.56  per  share  in  1930;  $1.50  per  share  in  1931  and  in  1932;  and  sixty 
cents  per  share  in  each  of  the  years  1933,  1934,  and  1935.  For  the 
entire  period  the  dividends  paid  and  declared  amonnted  to  $2,073,300, 
while  the  total  ordinary  net  earnings  were  $2,400,600.^^^  However, 
in  computing  ordinary  income  no  allowance  was  made  by  the  invest- 
ment company  for  write-offs  on  loans  or  investments,  payments,  and 
reserves  arising  from  statutory  assessment  liability  on  closed  banks, 
and  other  items.^^^  Because  these  losses  were  charged  against  capital 
account,  a  recapitalization  was  effected  in  1932.  The  preferred  stock 
was  reduced  from  a  stated  value  of  $25  to  $10  per  share  and  the 
common  stock  was  reduced  from  $5  to  $1  per  share.  In  this  way  a 
capital  surplus  of  $8,145,934  was  created  against  which  $7,509,277 
was  charged,  representing  realized  and  unrealized  losses  on  loans  and 
investments  as  of  December  31,  19^32,  and  reserves  for  contingencies.^^*^ 

As  a  result  of  repurchases  of  allotment  certificates  by  the  invest- 
ment company  and  the  payment  of  dividends  and  receipts  of  ordinary 
income,  the  amount  of  funds  invested,  originally  $15,000,000  in  Octo- 
ber 1929,  diminished  to  $12,512,000  on  December  31,  1935.^''^  There- 
fore, the  depreciation  of  assets,  amounting  to  $7,315,000,  represented 
a  decline  of  48.9%  of  the  original  investment  and  58.5%  of  the 
reduced  investment  on  December  31,  1935.^®- 

The  former  officers  of  the  investment  company  'denied  that  the 
judgment  of  tlie  interlocking  directors  was  affected  by  a  desire  or 
intent  to  favor  their  other  affiliations  at  the  expense  of  the  invest- 
ment company.^^^  For  example,  Philip  R.  Clarke,  former  president 
of  the  three  interi-elated  companies,  when  examined  upon  the  possi- 
ble influence  of  the  prospect  of  banking  business  for  the  bank  and 
underwriting  for  the  security  affiliate,  through  the  decision  of  the  in- 
terlocking directors  to  have  the  investment  company  undertake  the 
Western  Continental  Utilities,  Inc.,  venture,  testified :  ^^* 

Q.  You  say  "supplement  the  facilities."  Hasn't  it  been  your  experience- 
again  looking  back  *  *  "■'  that  when  you  have  a  relationship  like  that 
between  a  commercial  bank  and  an  investment  trust,  or  even  a  private  bank 
and  investment  banking,  that  the  sponsor  of  the  trust,  in  order  to  obtain  cer- 
tain emoluments  or  advantages  or  considerations  or  good-will,   although  not 

1"'  At  the  end  of  1938,  the  investment  company's  report  to  stockholders  showed  net 
assets,  at  market,  of  $3,479,000.  However,  the  company  at  this  year-end  held  in  its 
treasury  606,024  shares  of  its  own  common  stock  of  which  600,000  shares  were  purchased 
in  1936  from  the  Reconstruction  Finance  Corporation  (see  note  16,  supra)  at  a  cost  of 
approximately  $1,475,000.  (Derived  from  supplementary  information  supplied  the  Com- 
mission for  Central-Illinois  Securities  Corporation.) 

1*"  Op.  cit.  supra,  note  1,   Commission's  Exhibit  No.  270. 

^"o  Ibid. 

19"  Id.,  Commission's  Exhibit  No.  269-A.     (Report  of  the  Corporation  for  the  year  1932.) 

i»i  Id.,  Commission's  Exhibit  No.  270. 

"2  Ibid. 

ix^Id.,  at  2117-8. 

1"^  Ibid. 
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having  the  feeling  that  a  particular  investment  may  be  a  bad  one,  or  even 
feel  that  it  is  good,  would  put  the  trust  in  that  situation,  because  as  the  result 
of  the  trust  being  so  interested,  the  sponsor  could  gain  these  intangible  benefits? 
Let  us  take  the  situation  of  the  Western  Continental  Utilities,  Inc.  By  virtue 
of  the  fact  that  the  trust  had  a  substantial  interest  in  the  Western  Continental 
Utilities,  the  Central-Illinois  Company  hoped  to  get  the  financing  of  it? 

A.  That  is  right. 

Q.  Novp,  if  the  Central-Illinois  Company  didn't  hope  to  get  the  financing  it 
might  have  thought  a  little  more  carefully  as  to  whether  it  was  going  to  put 
the  trust  in  there  or  if  it  was  going  to  put  its  own  money  in.     Isn't  that  so? 

A.  I  wouldn't  want  to  acknowledge  that. 

Q.  No,  but,  of  course,  you  can  see  the  point  I  make  is  that  the  sponsor, 
being  in  the  position  where  they  control  the  funds  of  the  trust,  might  well  be 
subconsciously  induced  to  make  an  investment  on  behalf  of  the  investment 
trust,  because  there  would  be  the  intangible  benefits  accruing  to  the  sponsors. 
Now.  the  fact  is  that  the  Central-Illinois  Company  hoped  to  get  the  financing. 
Is  not  that  so?     Tou  say  that  was  its  only  interest  in  the  matter. 

A.  They  had  the  financing,  of  course,  before  the  Central-Illinois  Securities 
Corporation  made  any  investment.  But  I  think,  generally  speaking,  that  is  a 
proper  observation  that  you  have  just  made. 

A^ain,  Mr.  Clarke,  emphatic  in  liis  defense  of  the  good  faith  with 
which  investments  were  made,  but  equally  emphatic  in  condemning 
the  situation  which  gave  rise  to  them,  testified  :^^^ 

Q.  In  all  these  situations.  Mr.  Clarke,  do  you  consider  tliat  these  were 
proper  investments  for  the  Central-Illinois  Securities  Corporation,  which  was 
popularly  known  as  an  investment  trust — isn't  that  so? 

A.  Yes.     Do  I  consider  them  proper  investments? 

Q.  I  mean,  looking  back     *     *     *     do  you  consider  them  proper  investments? 

A.  Most  emphatically  not.  looking  back  *  *  *  i  think  we  have  all 
learned  a  lot  of  lessons,  and  I  think  very  decidedly  it  is  a  mistake  for  an 
officer  of  a  commercial  bank  to  have  any  connection  with  an  investment  trust. 

Q.  I  was  going  to  discuss  that  with  you  a  little  bit.  I  would  like  to  get 
your  reactions  on  that,  because,  after  all.  we  are  trying  to  make  a  study  here 
to  see  what  the  difficulties  are.  This  was  an  investment  trust  sponsored  by 
a  commercial  bank. 

A.  Yes. 

Q.  Looking  back  *  *  *  aren't  you  convinced  that  all  the  mistakes  or 
abuses  or  deficiencies  which  were  prevalent  between  commercial  banks  and 
their  security  affiliates  are  eqiially  applicable  to  a  commercial  bank  with  its 
investment  trust? 

A.  If  I  followed  your  question  correctly,  yes.  without  any  qualification  of 
any  kind.  I  understood  you  to  say  that  the  mistakes  that  were  made  in 
connection  with  commercial  banks  with  their  investment  affiliates  also  applied 
to  the  relationship  between  commercial  banks  and  investment  trusts. 

Q.  Which  they  sponsored? 

A.  Yes. 

Q.  Do  you  mind  elaborating  a  little  bit  on  the  difficulties  or  mistakes  or 
deficiencies  or  inadequacies  that  existed  because  of  this  sort  of  relationship 
between  the  commercial  bank  and  investment  trust? 

A.  I  would  he  willing  to  elaborate  to  this  extent,  and  that  is  my  own  indi- 
vidual experiences  endeavoring  to  conscientiou.sly  serve  the  Central  Trust 
Company  as  an  officer  and  this  Central-Illinois  Securities  Corporation  as  an 
officer  are  such  that  nothing  could  ever  induce  me  to  try  to  function  in  a  dual 
capacity  of  that  nature. 

Q.  Put  frankly  and  candidly.  Mr.  Clarke,  that  relationship  necessarily  cre- 
ates a  dual  function,  particularly  in  those  instances  where  a  trust  is  dealing 
either  with  a  bank  or  with  a  security  affiliate  of  the  bank. 

A.  That  is  true. 

Q.  Every  time  the  investment  trust  purchases  one  of  the  loans  from  the 
securities  affiliate  or  purchases  a  loan  from  the  hank,  you  were  necessarily 
put  in  the  position  where  you  were  acting  on  both  sides  of  the  transaction, 
isn't  that  so? 


"^Id.,  at  1979-83. 
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A.  A  very  difficult  position,  and  it  of  course  became  more  accentuated  as 
soon  as  trouble  began  to  ensue. 

Q.  Then,  it  was  necessary  for  individuals  vfIio  were  dominating  both  of 
them  to  make  decisions  which  might  sacrifice  the  interest  of  one  or  the  other, 
both  ways,  isn't  that  so? 

A.  Exactly. 

Q.  You  feel  there  is  no  useful  purpose  served  in  having  a  commercial  bank 
acting  as  sponsor  to  an  investment  trust? 

A.  I  feel  it  is  very  illogical,  based  on  the  experience  we  have  had. 

Q.  Of  course,  the  Banking  Act  of  1933  does  not  cure  this  situation,  does  it? 

A.  I  think  that  applies  only  to  investmeiat  affiliates. 

Q.  That  applies  to  either  one  of  two  situations ;  that  is  confined  to  those 
instances  where  the  affiliate  is  engaged  in  initiating  and  distributing  and 
underwriting  securities,  where  it  must  have  a  majority  on  the  Board,  or  this 
peculiai-  arrangement  of  stock  ownership,  isn't  that  so? 

A.  I  think  so. 

Q.  So  there  is  nothing  to  prevent  a  commercial  bank  today  from  organ- 
izing an  investment  trust  and  having  members  of  it  on  the  Board  of  the 
investment  trust,  provided  the  investment  trust  is  not  engaged  in  primary  or 
secondary  distributions  of  securities,  isn't  that  so? 

A.  I  think  that  is  the  prohibition.     Otherwise  it  is  still  possible. 

Q.  But  based  on  your  experience  you  think  the  healthier  thing  would  be 
that  no  commercial  bank  should  sponsor  an  investment  trust  and  that  there 
should  be  absolutely  no  interlocking  directorates  between  the  investment  trust 
and  the  commercial  bank,  is  that  it? 

A.  I  feel  very  emphatically  so     *     *     *. 

Speaking  generally  with  respect  to  the  interrelationship  of  com- 
mercial banks  and  in\^estment  companies,  INIr.  Clarke  expressed  con- 
sidered judgments  which  take  on  added  significance  in  the  light 
of  his  experience  as  head  of  these  companies.  These  observations 
are  set  forth  with  some  completeness  below,  even  though  fragments 
of  them  have  been  quoted  heretofore."'^ 

Q.  What  I  would  like  at  the  present  time,  if  you  would  be  so  good,  is  ror  you 
to  just  tell  us  what  your  experience  has  been  insofar  as  the  effective  operation 
of  an  investment  trust  is  concerned  by  individuals  who  are  associated  with 
commercial  banks,  and  particularly  where  the  investment  trust  has  some  busi- 
ness relations  with  these  banks  or  the  affiliates  of  these  banks. 

Will  you  just  tell  us  what  the  problems  are  and  what  the  difficulties  are, 
both  from  a  theoretical,  ethical,  or  practical  standpoint? 

A.  I  possibly  lean  over  backwards  in  my  philosophy  of  what  a  commercial 
bank  should  confine  itself  to  in  the  way  of  financial  service.  I  am  absolutely 
opposed  to  a  commercial  bank  engaging  in  the  investment  business  in  any  way. 
I  don't  think  the  two  mix. 

Mr.  Dawes  referred  this  morning  to  the  department  store  angle  of  commer- 
cial banks,  which  I  think  probably  expresses  the  tendency  upon  the  part  of 
commercial  banks  to  engage  in  altogether  too  broad  a  service  a  few  years  ago. 
I  may  have  swung  too  far  over  to  the  other  side,  but,  aside  from  a  trust  busi- 
ness. I  feel  a  commercial  bank  should  confine  itself  strictly  to  a  bank  of  deposit 
and  a  bank  making  short-term  commercial  loans. 

As  far  as  the  relationship  with  an  investment  trust  is  concerned,  particu- 
larly where  that  trust,  as  was  the  case  with  Central-Illinois  Securities,  has 
outside  stockholders,  even  though  the  formation  of  the  company  made  it  very 
apparent  that  its  operations  were  to  be  administered  by  the  same  officers  that 
administered  the  Cen  ral-Illinois  Company  and  the  Central  Trust  Company, 
nevertheless,  any  conscientious  officer  will  try  to  administer  each  one  of  those 
three  companies  for  its  own  best  interests. 

As  long  as  your  security  market  is  stable  or  inclining  upward,  as  long  as 
you  are  in  a  period  of  reasonable  prosperity.  I  feel  that  that  sort  of  a  rela- 
tionship is  endurable.  But,  once  the  reverse  takes  place,  theji  your  officers 
are  in  constant  embarrassment.  I  might  cite  just  one  or  two  cases  to  bring 
•  lut  the  point  I  am  trying  to  make. 

'»«Id..  at  1985-9. 
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I  recall  that  the  Central-Illinois  Securities  when  it  was  first  organized  gave 
a  great  deal  of  consideration  to  the  fact  that  the  stock  market  had  experienced 
its  first  violent  decline  and  that  listed  securities  were  consequently  a  good 
thing  to  keep  out  of.  They  therefore  established  the  principle  of  looking  to  the 
creation  of  earning  assets  from  what  were  believed  to  be  good  securities,  but 
not  subject  to  the  violent  fluctuation  that  was  going  on  in  listed  equities. 

Among  some  of  the  assets  that  were  acquired  on  that  basis  were  a  lot  of 
call  loans  but  also  a  lot  of  brokers'  loans. 

I  happen  to  know  that  the  bank  turned  over  to  the  Central-Illinois  Securities 
about  the  finest  loans  that  they  possessed  in  their  note  portfolio.  Now  that 
was  a  very  nice  accommodation  to  the  Central-Illinois  Securities  Corporation, 
but  it  immediately  diminished  the  earning  power  of  the  bank. 

Therefore,  you  are  favoring  one  set  of  stockholders  to  the  detriment  of  an- 
other set.  Later  on,  these  loans,  I  should  say  95%  of  them,  were  paid  off,  but 
there  were  one  or  two  that  got  under  water,  and  immediately  the  question 
came  up :  "Isn't  there  a  moral  obligation  on  the  part  of  the  bank  to  take  those 
loans  back?" 

Nevertheless,  that  is  typical  of  the  kind  of  a  discussion  that  can  ensue,  as 
to  whether  or  not  your  obligation  is  to  the  bank  or  whether  your  oblig^ation 
is  to  the  securities  company.  And  the  more  conscientious  your  administrative 
officers  are,  the  more  difficult  is  their  problem,  and  there  are  some  times  when 
it  is  almost  impossible  to  decide  whether  or  not  this  should  go  to  your  left 
hand  or  whether  it  should  go  to  your  right  hand. 

And  the  result  was  that  I  think  those  of  us  who  comprised  that  administra- 
tive personnel,  none  of  these  officers  were  compensated,  and  they  endeavored 
to  do  the  very  best  they  could  under  the  existing  circumstances  and  reached 
the  unqualified  conclusion  that  it  was  an  inadvisable  and  impracticable  rela- 
tionship and  one  that  should  be  terminated  within  the  shortest  possible  time. 
I  think  I  can  speak  for  Mr.  Dawes  as  well  as  for  myself.  I  certainly  can 
speak  for  myself.  The  only  reason  I  did  not  insist  that  my  resignation  be 
accepted  at  that  time  from  the  Central-Illinois  Securities  so  that  I  could  serve 
only  one  master  was  because  the  banking  situation  in  Chicago,  and  all  of  the 
affiliated  situations,  were  facing  problems  of  such  magnitude  that  there  just 
wasn't  time  to  adjust  those  relationships  then. 

Within  a  few  months  there  came  an  opportunity  to  do  so.  and  that  is  why 
these  gentlemen  voluntarily  resigned  and  insisted  that  the  Central-Illinois  Se- 
curities be  officered  by  independent  men  properly  compensated  for  giving  their 
entire  time  and  attention  to  the  affairs  of  this  company. 

And  the  comeback  that  has  taken  place  in  the  general  condition  of  Central- 
Illinois  Securities  is  not  only  a  compliment  to  the  ability  of  the  management, 
but  it  is  also  a  reflection  of  the  fact  that  the  company  can  be  very  much  better 
run  through  independent  personnel. 

Mr.  Clarke's  observations  on  the  evils  of  the  interrelationship  of 
financial  institutions  and  investment  companies  and  the  attendant 
difficulties  were  admittedly  predicated  on  his  belief  in  the  absolute 
good  faith  and  complete  honesty  on  the  part  of  the  interlocking  di- 
rectors. In  absence  of  this  good  faith,  Mr.  Clarke  readily  acknowl- 
edged that  the  evil  is  aggravated :  "" 

Q.  *  *  *  Of  course,  the  situation  can  be  even  worse  where  persons  who 
are  not  conscientious  have  control  of  the  investment  trust     *     *     *. 

A.  There  will  be  plenty  of  opportunities  for  abuses.  There  isn't  any  question 
about  that. 

Henry  M.  Dawes,  former  chairman  of  the  board  of  directors  of 
the  investment  company,  expressed  agreement  with  the  views  advanced 
by  Mr.  Clarke :  ^^« 

*  *  *  I  agree  entirely  with  Mr.  Clarke.  I  think  that  any  practice  which 
confuses  the  trustee  relationship  is  dangerous  and  wrong.  I  don't  know  that 
I  have  any  arguments  to  make  further  than  he  did.     But  I  have  been  thinking, 

«'Id.,  at  1989. 
»s  Id.,  at  1993. 
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as  he  was  talking  there,  about  the  origin  of  the  things,  which  seems  to  me  to 
be  rather  interesting. 

I  am  not  a  banker,  as  you  have  probably  observed,  but  nevertheless  I  was 
Comptroller  of  the  Currency  for  a  couple  of  years,  about  thirteen  years  ago. 
And  I  am  trying  to  visualize  in  my  own  mind  the  troubles  that  came  to  the 
big  banks,  and  it  seemed  to  me  that  nearly  all  of  them  were  due  to  just  that 
situation. 

And  then  I  wondered  why,  because  by  and  large  95  percent  of  these  men 
who  are  running  those  banks  are  honest  men,  their  intentions  are  good,  they 
didn't  want  to  confuse  that  trustee  relationship — and  why  they  drifted  into  it. 
I  don't  .say  that  there  is  any  point  in  that,  but  it  occurred  to  me  that  it  is  simply 
a  question  of  competition.  I  don't  believe  that  any  of  us  associated  with  that 
group  of  interests  out  there  had  any  interests  or  desire  to  get  into  this  sort  of 
departmental  banking  that  we  did.  But  it  just  grew  out  of  this  competitive 
situation. 

VI.  INVESTMENT    COMPANIES    ACQUIRED    AND 
CONTROLLED  BY  WALLACE  GROVES 

A.  Summary 

Wallace  Groves,  a  promoter  of  small  loan  companies  in  Baltimore,  Maryland, 
came  to  New  York  in  1931  and  began  acquiring  various  independent  investment 
companies  to  form  a  holding  company  system  of  investment  companies  to  be 
controlled  by  him. 

With  funds  borrowed  from  Franklin  Plan  Corporation,  a  holding  company  ol 
small  loan  companies,  which  was  under  his  domination.  Mr.  Groves  in  October 
1931  purchased  control  of  Interstate  Equities  Corporation,  an  investment  com- 
pany, from  its  sponsor,  Bancamerica-Blair  Corporation,  and  its  officers,  directors, 
and  other  insiders,  for  approximately  $963,000. 

Previously,  on  September  23,  1931,  Wallace  Groves  had  contracted  to  purchase 
from  Chain  &  General  Equities,  Inc.,  another  investment  company,  467,938  shares 
of  its  newly  authorized  common  stock  for  approximately  $940,000.  In  order  to 
meet  this  commitment  to  purchase  the  block  of  Chain  &  General  stock,  Mr.  Groves, 
who  had  assumed  control  of  Interstate  Equities  Corporation,  caused  that  corpora- 
tion to  agree  to  purchase  this  block  of  Chain  &  General  stock  upon  condition  that 
Mr.  Groves  would  repurchase  the  identical  block  within  ten  days  at  approximately 
the  same  price.  This  transaction,  although  in  form  a  contract  of  sale  and  re- 
purchase, was  in  eifect  a  loan  of  approximately  $940,000,  collateralized  by  the 
block  of  Chain  &  General  stock,  which  Groves  was  obligated  to  buy  from  Chain 
&  General  Equities,  Inc.  Interstate  Equities  Corporation,  in  order  to  effect  this 
"purchase"  of  the  Chain  &  General  stock  from  Wallace  Groves,  had  to  borrow 
approximately  $1,000,000  from  the  National  City  Bank  of  New  York  and  to 
hypothecate  $1,400,000  of  marketable  securities  as  security  therefor.  Had  Wal- 
lace Groves  defaulted  on  his  contract  of  repurchase.  Interstate  Equities  would 
have  had.  in  lieu  of  this  $1,400,000  of  marketable  securities,  a  claim  against  Mr. 
Groves  for  approximately  $940,000  and  the  large  block  of  Chain  &  General  stock 
as  collateral.  On  November  4,  1931,  Wallace  Groves  used  the  funds  "borrowed" 
from  Interstate  Equities  Corporation  to  meet  his  obligation  to  purchase  the 
block  of  Chain  &  General  stock.  He  immediately  took  control  of  the  board  of 
Chain  &  General  Equities.  Inc.  Simultaneously  with  the  payment  to  that  com- 
pany of  the  $940,000  for  the  block  of  Chain  &  General  stock,  he  sold  his  block  of 
Interstate  Equities  stock,  which  had  cost  him  $963,000,  to  Chain  &  General 
Equities,  Inc.,  for  $1,325,000,  with  a  net  profit  to  him  of  $270,000. 

On  November  5,  1931,  out  of  the  $1,325,000  that  he  received  from  Chain  &  Gen- 
eral Equities.  Inc.,  Wallace  Groves  paid  $282,500  to  Yosemite  Holding  Corporation, 
another  investment  company,  for  a  block  of  282,500  shares  of  stock  of  Yosemite 
Holding  Corporation,  constituting  43%  of  the  voting  power  of  that  company, 
v;hich  he  had  contracted  to  buy  on  October  7,  1931.  Mr.  Groves  then  assumed 
control  of  Yosemite  Holding  Corporation  and  caused  that  company  on  November 
16.  1931.  to  buy,  for  $550,000.  at  a  profit  to  himself,  half  the  block  of  Chain  & 
General  stock  which  he  was  committed  to  repurchase  from  the  Interstate  Equities 
Corporation.  In  order  to  raise  cash  to  effect  this  purchase,  Yosemite  Holding 
Corporation  was  compelled  to  liquidate  practically  all  the  marketable  securities 
in  its  portfolio  at  a  loss  of  $187,612.     To  meet  his  obligation  to  repurchase  the 
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remaining  half  of  the  block  of  Chain  &  General  stock  from  Interstate  Equities 
Corporation.  Wallace  Groves  caused  Franklin  Plan  Corporation,  the  small  loan 
holding  company,  still  dominated  by  him,  to  purchase  this  stock,  again  at  a  profit 
to  himself,  for  approximately  $570,000.  This  sale  to  Franklin  Plan  Corporation 
was  conditioned  on  Mr,  Groves'  repurchasing  this  block  of  Chain  &  General  stock 
within  90  days. 

To  meet  his  repurchase  obligation  to  Franklin  Plan  Corporation  Mr.  Groves 
again  did  not  use  his  own  funds  but  instead  caused  companies  controlled  by  him 
to  purchase  this  Chain  &  General  stock.  Mr.  Groves  first  attempted  to  compel 
Joint  Investors,  Inc..  a  small  management  investment  company,  controlled  by 
Yosemite  Holding  Corporation  with  a  board  of  directors  composed  mainly  of 
nominees  of  Mr.  Groves,  to  purchase  from  Franklin  Plan  Corporation  approx- 
imately half  of  the  stock  of  Chain  &  General  Equities,  Inc.,  which  Mr.  Groves  was 
under  obligation  to  repurchase  from  Franklin  Plan  Corporation.  When,  however, 
a  protective  committee,  formed  by  Grover  O'Neill,  the  original  sponsor  of  Joint 
Investors,  Inc.,  refused  to  submit  to  a  transaction  which  Mr.  O'Neill  characterized 
as  "improper"  and  "crooked,"  Mr.  Groves  was  forced  to  seek  other  sources  which 
would  take  over  his  obligation  under  his  repurchase  agreement  with  Franklin 
Plan  Corporation. 

Yosemite  Holding  Corporation  thereafter  sold  for  approximately  $100,000  its 
holdings  in  Joint  Investors,  Inc.,  to  the  protective  committee  formed  by  Grover 
O'Neill.  Yosemite  Holding  Corporation  then  immediately  used  practically  all 
of  this  amount  to  purchase  a  portion  of  the  Chain  &  General  stock  from  Franklin 
Plan  Corporation.  In  so  doing.  Yosemite  Holding  Corporation  exhausted  the  last 
of  its  liquid  assets.  Once  more  Mr.  Groves  sought  another  source  of  funds  to 
assume  his  obligation  to  repurchase  from  Franklin  Plan  Corporation  the  re- 
mainder of  the  Chain  &  General  stock. 

This  other  source  he  found  in  Granger  Trading  Corporation,  an  independent 
investment  company  with  assets  of  approximately  $200,000  in  cash,  sponsored  by 
Sulzbacher,  Granger  and  Company,  a  member  firm  of  the  New  York  Stock  Ex- 
change. Mr.  Groves  caused  Yosemite  Holding  Corporation  to  purchase  control 
of  Granger  Trading  Corporation  with  funds  borrowed  from  Chain  &  General 
Equities,  Inc.  Yosemite  Holding  Corporation  bought  the  holdings  of  the  sponsor, 
Sulzbacher,  Granger  and  Company,  in  Granger  Trading  Corporation  at  liquidating 
value  and  purchased  sufficient  additional  stock  from  the  treasury  of  Granger 
Trading  Corporation  to  give  Yosemite  Holding  Corporation  control  of  that  com- 
pany. In  addition,  Yosemite  Holding  Corporation  paid  to  Sulzbacher,  Granger 
and  Company  $19,500  for  the  management  contract  and  $6,000  for  cancellation 
of  a  lease.  Mr.  Groves  then  caused  Granger  Trading  Corporation  to  sell  its 
assets,  consisting  of  $200,000  of  cash  and  approximately  $90,000  it  had  received 
from  Yosemite  Holding  Corporation  for  its  treasury  stock,  to  Yosemite  Holding 
Corporation,  and  in  return  Granger  Trading  Corporation  received  2,70194  shares 
of  preferred  and  10,807  shares  of  common  treasury  stock  of  Yosemite  Holding 
Corporation,  which  had  practically  no  asset  value. 

Thereupon  Yosemite  Holding  Corporation,  with  the  cash  it  acquired  from 
Granger  Trading  Corporation,  proceeded  to  purchase  additional  shares  of  Chain 
&  General  stock  from  Franklin  Plan  Corporation.  This  purchase  left  a  balance 
of  approximately  145,000  shares  of  Chain  &  General  stock  which  Mr.  Groves  was 
still  obligated  to  repurchase  for  approximately  $350,000.  When  Mr.  Groves 
failed  to  meet  this  obligation,  some  stockholders  of  Franklin  Plan  Corporation 
threatened  suit  and  Mr.  Groves  agreed  to  a  settlement  of  his  repurchase  obliga- 
tion for  $250,000.  After  paying  $112,500  of  this  sum,  Mr.  Groves  again  defaulted 
and  United  States  Shares  Corporation  (Maryland),  a  company  affiliated  with  the 
David  Milton  interests,  assumed  the  balance  of  his  obligation.  Shortly  thereafter, 
Franklin  Plan  Corporation  went  bankrupt. 

By  a  series  of  intercompany  transactions,  therefore,  Mr.  Groves  had  sold  his 
control  of  Interstate  Equities  Corporation  to  Chain  &  General  Equities,  Inc.,  and 
in  turn  had  lodged  his  control  of  Chain  &  General  Equities,  Inc.,  in  the  Yosemite 
Holding  Corporation,  which  was  the  top  holding  company  of  these  investment 
companies,  Mr.  Groves  himself  retained  control  of  Yosemite  Holding  Corporation 
by  virtue  of  his  holdings  of  approximately  325,000  shares  of  Yosemite  Holding 
Corporation  common  stock.  Since  this  block  of  Yosemite  stock  had  been  pur- 
chased by  Mr.  Groves  almost  entirely  out  of  profits,  his  net  cost  of  this  block 
which  directly  and  indirectly  controlled  an  investment  company  system  with 
aggregate  net  assets  of  $11,000,000,  may  be  considered  nominal. 

In  December  1932  Mr.  Groves  and  one  Chase  Donaldson  and  his  associates 
organized  The  Equity  Corporation  as  a  management  investment  company.     Mr. 
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Groves  transferred  his  approximately  325,000  shares  of  Yosemite  stock,  which  he 
had  acquired  virtually  with  the  profits  made  on  his  transactions  with  his  con- 
trolled companies,  to  The  Equity  Corporation,  in  return  for  1,150,000  shares  of 
The  Equity  Corporation  common  stock.  Six  months  later,  in  May  1933,  Mr. 
Groves  sold  his  holdings  of  1,150.000  shares  of  The  Equity  Corporation  stock  to 
interests  affiliated  with  David  Milton  for  approximately  $1,000,000,  which  con- 
stituted a  profit  to  Mr.  Groves  substantially  in  that  amount. 

The  cash  used  by  the  Milton  interests  to  pay  for  The  Equity  Corporation  stock 
came  from  Interstate  Equities  Corporation,  the  base  company  of  the  system  headed 
by  The  Equity  Corporation.  Companies  controlled  by  David  Milton  and  his  asso- 
ciates, which  owned  stocks  of  certain  insiirance  companies,  sold  these  insurance 
stocks  to  Interstate  Equities  Corporation  for  approximately  $1,000,000  in  cash. 
Immediately  after  the  receipt  of  this  money,  the  Milton  interests  paid  Mr.  Groves 
approximately  $1,000,000  for  his  1,150,000  shares  of  The  Equity  Corporation  stock. 

Within  a  year  and  a  half,  Mr.  Groves  had  acquired  control  of  five  investment 
companies  at  a  nominal  cost  to  himself,  and  had  sold  out  his  control  holding  of 
the  top  company  in  the  holding  company  system  for  approximately  $1,000,000. 

B.  Negotiations  for  the  Acquisition  of  Yosemite  Holding  Corpora- 
tion, Chain  &  General  Equities,  Inc.  and  Interstate  Equities 
Corporation  by  Wallace  Groves 

Wallace  Groves,  a  former  bond  salesman  with  an  investment  bank- 
ing house  in  Baltimore,  Maryland,  and  later  a  promoter  of  small  loan 
companies  in  Virginia,  Maryland,  and  the  surrounding  territory,^ 
came  to  New  York  in  1931  and  made  an  examination  of  the  invest- 
ment trust  field  with  the  intention  of  acquiring  control  of  investment 
companies.^  Within  a  few  months,  in  September  1931,  Mr.  Groves  en- 
tered into  negotiations  for  the  acquisition  of  control  of  three 
independent  investment  companies,  Interstate  Equities  Corporation, 
Chain  &  General  Equities,  Inc.,  and  Yosemite  Holding  Corporation. 
Although  these  companies  had  suffered  severe  losses  duiing  the  de- 
pression years  of  1930  and  1931,  their  aggregate  net  assets  amounted 
to  approximately  $11,000,000. 

Over  a  period  of  two  weeks,  from  September  23,  1931,  to  October  7, 
1931,  Mr.  Groves,  with  the  assistance  and  cooperation  of  dominant 
interests  in  these  companies,  completed  his  negotiations  for  the  ac- 
quisition of  control  of  these  three  investment  companies.  Thereafter 
by  using  the  funds  of  one  investment  company  to  purchase  control  of 
another  company,  Mr.  Groves  pyramided  Chain  &  General  Equities, 
Inc.  upon  Interstate  Equities  Corporation  and  Yosemite  Holding  Cor- 
poration upon  Chain  &  General  Equities,  Inc.,  and  obtained  control 
of  Yosemite  Holding  Corporation,  the  top  company.  These  acquisi- 
tions of  control  were  effected  without  the  consent  of  or  adequate  dis- 
closure to  the  preferred  or  minority  common  stockholders,"  and  at  a 
substantial  personal  profit  to  Mr,  Groves. 

^  Public  Examination,  The  Equity  Corporation,  at  61-3. 

^  Ibid.  Mr.  Groves  became  president  and  principal  stockholder  of  Phoenix  Securities 
Corporation,  another  investment  company,  in  December  1933  (reply  to  the  Commission's 
questionnaire  for  Phoenix  Securities  Corporation.  Pt.  I,  Exhibit  1-8-E)  :  and  subsequently 
became  chairman  of  its  board  of  directors.  (Poors  Fhcal  Volume.  1938.  p.  2635.)  Mr. 
Groves'  connection  with  the  management  of  General  Investment  Corporation  and  atflliated 
companie.s  from   August   193R  to   March   1937   is   discussed  infra,   pp.   5S6-7. 

"  No  provision  in  the  charters  or  bylaws  of  these  investment  companies  required 
notice  to  be  given  to  stocliholders  concerning  a  contemplated  transfer  of  control.  Nor 
did  the  laws  of  Delaware,  under  which  these  companies  were  incorporated,  contain  any 
such  requirement.  Similarly,  approval  by  stockholders  of  a  transfer  of  control  was  not 
required  by  these  charteis,  by-laws,  or  statutes. 
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The  outstanding  preferred  stocks  of  two  of  these  investment 
companies,  Interstate  Equities  Corporation  and  Chain  &  General 
Equities,  Inc..  were  "under  water,"  that  is,  the  net  assets  applicable 
to  the  preferred  stock  of  each  of  these  companies  were  less  than  the 
aggregate  amount  to  which  the  preferred  stockholders  of  each  of 
these  companies  would  be  entitled  upon  liquidation  of  the  companies. 
The  common  stocks  in  these  companies,  therefore,  not  only  did  net 
have  any  asset  value  but  actually  had  a  "minus"  asset  value.  The 
total  assets  of  the  companies,  of  course,  would  have  to  increase  in  an 
amount  greater  than  the  amount  that  the  preferred  stocks  were 
"under  water"  before  the  common  stock  would  have  any  asset  value. 
The  assets  of  all  three  companies.  Interstate  Equities  Corporation, 
Chain  &  General  Equities,  Inc.,  and  Yosemite  Holding  Corporation, 
for  the  most  part  represented  only  the  equity  of  the  preferred  stock- 
holders,* almost  all  of  whom  were  the  investing  public.  Had  these 
companies  been  liquidated  as  of  the  dates  of  the  various  contracts 
entered  into  by  Mr.  Groves  for  the  acquisition  of  their  control,  vir- 
tually all  of  their  assets  would  have  ]:)een  distributed  to  the  preferred 
stockholders.  However,  this  liquidation  could  not  be  effected  without 
the  consent  of  the  common  stockholders  who  controlled  the  companies 
although  the  common  stock  possessed  little  or  no  worth  in  terms  of 
asset  value.  Therefore,  the  value  of  the  common  stock  reposed  pri- 
marily in  its  power  to  control  these  funds  and  in  its  "leverage."  ^ 

C.  Acquisition   of  Interstate   Equities  Corporation  with  Funds 
Borrowed  from  Franklin  Plan  Corporation 

The  first  company  which  was  the  subject  of  Mr.  Groves'  program 
of  acquisition  was  Interstate  Equities  Corporation  with  net  assets  of 
more  than  $8,600,000.6  On  September  30.  1931,  Mr.  Groves  en- 
tered into  contracts  for  the  purchase  of  approximately  46%  of  the 
voting  stock  of  Interstate  Equities  Corporation.  Mr.  Groves  agreed 
to  purchase  from  the  sponsor,  Bancamerica-Blair  Corporation, 
542,517  shares  of  the  common  stock  of  Interstate  Equities  Corpo- 

*  As  at  October  7,  1931,  the  preferred  stock  of  Yosemite  Holding  Corporation  was  fully 
covered  and  the  common  stock  possessed  a  net  asset  value  of  170  per  share.  However, 
Yosemite  Holding  Corporation's  net  assets,  aggregating  $313,960,  represented  approxi- 
mately only  3%  of  the  total  net  assets  of  Interstate  Equities  Corporation,  Chain  & 
General  Equities,  Inc.,  and  Yosemite  Holding  Corporation,  which  aggregated  $10,928,468.49. 
(See  notes  6,  19,  72,  infra.) 

^  For  a  discussion  of  the  theory  of  "leverage"  see  Pt.  One  (House  Doc.  No.  707,  7oth 
Cong.)  Ch.  II,  pp.  28-9.  Although  Mr.  Groves  testified  that  he  purchased  the  stock  of 
these  companies  for  their  long-term  investment  possibilities  (op.  cit.  supra,  note  1,  at  77) 
his  subsequent  use  of  the  control  of  these  investment  companies  indicates  that  his  purpose 
was  to  facilitate  the  acquisition  by  him  of  one  company  by  using  the  funds  of  another 
without  any  significant  personal  risk  and  at  a   substantial  personal  profit. 

"  Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  2  and  18.  Interstate  Equities 
Corporation  had  been  organized  by  Bancamerica-Blair  Corporation,  under  the  laws  of 
Delaware,  on  July  29.  1929,  with  an  initial  capitalization  of  $25,000,000.  (Id.,  at  11  and 
Commission's  Exhibits  Nos.  1  and  2.)  The  company's  net  assets  had  fallen  by  October 
20.  1931,  to  $8,036,431.40,  a  decline  of  approximately  65%.  (Id.,  Commission's  Exhibit 
No.  18.)  This  value  was  arrived  at  by  taking  the  company's  investments  in  stocks  and 
bonds  at  market  or  estimated  fair  value.  Evaluating  investments  at  book  value,  its 
net  assets  were  $22,169,681.31.  (Ibid.)  By  October  20,  1931,  $2,443,379  had  been 
returned  to  stockholders  as  the  result  of  the  repurchase  of  76,738  shares  of  preferred 
stock  for  which  the  company  had  originally  received  $3,836,900.  (Id.,  Commission's  Exhibit 
No.  1  and  derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.) 
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ration  at  $1.50  per  share  for  a  total  of  $813,775.50  to  be  paid  in  speci- 
fied installments,  the  last  of  which  was  to  fall  due  on  October  8,  1931.' 
By  separate  contract,  Mr.  Groves  agreed  to  purchase  from  Hunter 
Marston,  a  director  of  both  Interstate  Equities  Corporation  and 
Bancamerica-Blair  Corporation,  100,000  shares  of  the  common  stock 
of  Interstate  Equities  Corporation  at  $1.50  per  share  for  a  total  of 
$150,000,  with  a  down  payment  of  $5,000  and  the  balance  due  Novem- 
ber 5   1931.® 

Thus  Mr.  Groves  agreed  to  pay  a  total  of  $963,775.50  for  642,517 
shares  of  Interstate  Equities  common  stock  which  had  no  asset  value,^ 
presumably  in  order  to  acquire  a  position  of  dominance  over  Inter- 
state Equities  Corporation  which  had,  as  of  October  20,  1931,  net 
assets  of  $8,636,431.40. 

Mr,  Groves  obtained  the  funds  with  which  to  meet  his  commitment 
of  $813,775.50  to  Bancamerica-Blair  Corporation  from  Franklin 
Plan  Corporation,  a  holding  company  for  several  small  loan  com- 
panies." Franklin  Plan  Corporation  had  been  incorporated  oni 
March  10,  1931,  by  Wallace  Groves  and  his  brother,  George  Groves^ 
and  stock  control  of  the  company  was  indirectly  vested  in  them.^^ 
Wallace  Groves  was  not  an  officer  or  director  of  Franklin  Plan  Cor- 
poration, but  George  Groves  was  president  and  a  director  of  the 
company  and  a  majority  of  the  board  of  directors  consisted  of  rep- 
resentatives of  the  Groves  interests,  namely,  William  A,  Brophy, 
Samuel  C.  Taylor,  and  Albert  A.  Sommerwerck.^^ 

Franklin  Plan  Corporation  did  not  itself  possess  $800,000  to  lend  to 
Wallace  Groves.^^  Consequently,  on  October  5,  1931,  George  Groves 
ordered  the  various  loan  offices  under  the  control  of  Franklin  Plan 
Corporation  to  turn  over  all  their  cash  on  hand  and  in  the  banks 
directly  to  the  law  firm  of  Robb,  Clark  &  Bennitt,  counsel  for  Wallace 
Groves.^*  The  money  so  raised,  aggregating  approximately  $813,000^ 
was  borrowed  by  Wallace  Groves,  who  used  these  funds  to  meet  his 
commitment  to  purchase  542,517  shares  of  Interstate  Equities  Corpo- 
ration common  stock  from  Bancamerica-Blair  Corporation.^^ 

"  Op.  cit.  supra,  note  1,  at  81  and  Commission's  Exhibit  No.  10,  pars.  1,  2.  Mr.  Groves: 
agreed  to  make  a  down  payment  of  $150,000  and  to  pay  the  balance  in  installments  on 
October  2,  5,  and  8,  1931.     (Ibid.) 

"  Op.  cit.  supra,  note  1,  at  86-7,  and  Commission's  Exhibit  No.  94.  The  100,000  shares 
wliich  Mr.  Groves  was  to  purchase  from  Mr.  Marston  consisted  of  stock  held  by  officers, 
directors,  and  employees  of  Bancamerica-Blair  Corporation.  (Id.,  at  680,  682—4  and  Com- 
mission's Exhibits  Nos.  91  and  94.)  These  persons  had  been  on  the  preferred  or  selected 
list  of  subscribers  and  had  acquired  the  stock  at  $10.15  per  share  when  it  was  being  dis- 
tributed to  the  public  at  $15  per  share.     (Id.,  at  676-7  and  Commission's  Exhibit  No.  91.) 

•  Id.,  Commission's  Exhibit  No.  IS.  The  estimate  of  the  net  asset  value  of  Interstate- 
Equities  Corporation  common  stock  is  based  on  an  independent  audit  by  Bayer  &  Clauson, 
certified  public  accountants,  as  of  October  20.  1931,  which  stated  the  asset  value  of  the 
Interstate  common  stock  was  minus  110  per  share.  According  to  the  company's  own  figures 
the  Interstate  common  stock  had  a  net  asset  value  of  430  per  share  as  of  November  13, 
1931.  On  this  basis,  the  642,517  shares  which  Mr.  Groves  was  purchasing  possessed  au 
aggregate  net  asset  value  of  $276,282.31.  Consequently,  according  to  these  figures,  Mr_ 
Groves  was  paying  a  premium  of  $687,493.19  over  asset  value,  a  premium  of  240%. 
(Id..  Commission's  Exhibits  Nos.  16,  17.) 

1"  Op.  cit.  supra,  note  1.  at  297. 

11  Id.,  Commission's  Exhibit  No.  34. 

"  Id.,  at  298-9  and  Commission's  Exhibit  Xo.  34. 

^  Id.,  at  300. 

1*  Ibid.,  and  Commission's  Exhibit  No.  34. 

"  Id.,  at  86,  300,   and  Commission's  Exhibit  No.   '34.  ,; 
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The  books  of  account  of  Franklin  Plan  Corporation  at  first  carried 
the  loan  in  a  special  account  under  the  name  of  George  Groves,  and 
subsequently  under  the  name  of  Growart  Corporation,  a  personal 
holding  company  of  Wallace  Groves.^**  The  books  carried  the  nota- 
tion that  the  loan  was  secured  by  a  note  signed  by  Growart  Corpora- 
tion and  by  542.517  shares  of  Interstate  Equities  Corporation  common 
stock,^'^  and  was  guaranteed  by  Wallace  Groves.  However,  Bernard 
H.  Kummel,  treasurer  and  assistant  secretary  of  Franklin  Plan  Cor- 
poration, testified  that  he  received  no  note  or  collateral :  ^® 

Q.  Do  you  know  if  there  was  any  collateral  put  up  for  this  loan? 

A.  That  again,  I  do  not  know. 

Q.  There  was  none  given  to  you  as  assistant  treasurer,  was  there? 

A.  No,  sir. 

Q.  And  there  was  no  note  given  to  you  as  assistant  treasurer? 

A.  No,  sir. 

D.  Acquisition  of  Chain  &  General  Equities,  Inc.,  with  Funds 
Borrowed  from  Interstate  Equities  Corporation 

The  second  company,  the  control  of  which  Mr.  Groves  purchased, 
was  Chain  &  General  Equities,  Inc.,  with  net  assets  of  approximately 
$2,000,000."  The  agreement  between  Mr.  Groves  and  the  investment 
company,  dated  September  23,  1931,  provided  that  the  authorized 
number  of  shares  of  common  stock  of  the  company  was  to  be  increased 
and  that  470,400  of  such  shares  were  to  be  offered  to  the  companj-'s 
conunon  stockholders  at  $2  per  share.^^  Mr.  Groves  undertook  to 
purchase  on  Xovember  4,  1931,  at  this  price  all  unsubscribed  shares 
plus  any  additional  shares  necessary  to  give  him  51%  of  the  total  out- 
standing voting  power.^^  However,  this  right  of  the  stockholders  to 
subscribe  was  an  illusory  one.  Inasmuch  as  the  bid  and  asked  prices 
of  the  Chain  &  General  common  stock,  at  about  this  time,  were  $1  and 
$1%  respectively,  it  was  probably  surmised  that  the  stockholders 

"  Id.,  at  300  and  Commission's  Exhibit  No.  .34. 

"  Id.,  Commission's  Exhibit  No.  34. 

«Id.,  at  302. 

''■"  Chain  &  General  Equities,  Inc.,  which  had  been  organized  by  the  investment  banking 
firm  of  Childs,  Jefiferies  &  Company,  Inc..  of  Boston.  Mass.,  on  February  4,  1929,  under 
the  laws  of  Delaware,  had  raised  .$8,000,000  from  the  public  through  the  sale  of  its 
security  issues.  (Id.,  at  1715-6,  1733,  and  Commission's  Exhibit  No.  219.)  By  September 
30,  1931,  the  company's  net  assets,  with  its  portfolio  holdings  computed  at  market  or 
estimated  fair  value,  totaled  $1,978,077.09,  representing  a  decline  of  75%.  (Id.,  Commis- 
sion's Exhibit  No.  9.)  By  September  30,  1931.  approximately  $942,000  had  been  returned 
to  stockholders,  as  a  result  of  the  repurchase  by  the  company  of  14,467  shares  of  its 
outstanding  preferred  stock  and  3,200  shares  of  common  stock,  for  which  stocks  the 
company  had  originally  received  $1,526,700  from  the  public.  (Id.,  Commission's  Exhibits 
Nos.  9  and  10.  and  derived  from  supplementary  information  supplied  the  Commission  hy  The 
Equity  Corpoi-ation.) 

™  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  8.  The  authorized  capital  stock  of 
the  company  had  consisted  of  86,842  shares  of  $100  preferred  stock,  and  400,000  shares 
of  no  par  value  common  stock  of  which  there  were  outstanding  26,394  shares  of  preferred 
and  156,800  shares  of  common  stock.  (Id.,  Commission's  Exhibit  No.  8.)  Each  share 
of  preferred  and  common  was  entitled  to  one  vote.     (Id.,  Commission's  Exhibit  No.  219.) 

21  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  S.  The  privilege  accorded  to  stock- 
holders to  subscribe  for  the  new  issue  of  stock  was  patently  granted  because  of  the 
existence  of  preemptive  rights  of  the  stockholders. 
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woukl  not  exercise  their  subscription  rights,  and  that  Mr.  Groves 
would  be  permitted  to  purchase  all  the  newly  authorized  stock.^^  In 
fact,  only  2,462  shares  of  the  new  issue  of  common  stock  were  taken 
down  by  the  Chain  &  General  Equities,  Inc.,  stockholders  and  Mr, 
Groves  was  therefore  able  to  purchase  467,938  shares  for  a  total  price 
of  $935,876.2^  This  stock  gave  Mr.  Groves  approximately  72%  of 
the  voting  power  of  the  company. 

The  agreement  further  provided  that  upon  payment  by  Mr.  Groves 
for  the  new  Chain  &  General  Equities,  Inc.,  stock,  such  directors  as 
he  should  designate  would  resign  and  he  would  be  permitted  to  have 
his  nominees  elected.^*  The  agreement  also  contained  an  assur- 
ance by  Mr.  Groves  that  Chain  &  General  Equities,  Inc.,  would  con- 
tinue as  a  general  management  type  of  investment  company.^^ 

The  common  stock  of  Chain  &  (Teneral  Equities,  Inc.,  had  no  asset 
value  and  the  25,533  outstanding  shares  of  $100  par  value  preferred 
stock  were  "under  water''  to  the  extent  of  $22.53  per  share  plus  ac- 
crued unpaid  dividends  of  slightlv  more  than  $4.58  per  share,  or  a 
total  of  $692,249.20  as  of  September  30,  1931.  Therefore  $692,249.20 
of  the  $935,876  which  ]Mr.  Groves  agreed  to  pay  into  the  treasury  of 
Chain  &  General  Equities,  Inc.,  would  have  to  be  allocated  to  the  pre- 
ferred stock  before  the  common  stock  would  possess  anv  asset  value.^" 
The  balance  of  $243,626.80  allocable  to  the  627,200  shares  of  common 
stock  which  would  be  outstanding  after  Mr.  Groves  met  his  commit- 
ment would  give  the  common  stock  an  asset  value  of  approximately 
39^  per  share.  -"  Thus  Mr.  Groves,  in  purchasing  467,938  shares  of 
Chain  &  General  common  stock  at  $2  per  share,  was  paying  $935,876 
for  stock  which  possessed,  after  payment  by  him,  an  aggregate  asset 
value  of  $182,495.82,  or  a  premium  over  asset  value  of  about  410%. 
Apparently  Mr.  Groves'  willingness  to  put  almost  $1,000,000  into  the 
treasuiy  of  Chain  &  General  Equities,  Inc.,  was  influenced  by  the 
desire  to  control  the  other  $2,000,000  of  the  company's  assets.  As 
will  be  indicated,  Mr.  Groves  employed  a  portion  of  these  assets  to 
facilitate  his  acquisition  of  other  investment  companies. 

Even  before  Mr.  Groves  had  advanced  any  money  on  this  contract, 
the  management  permitted  him  to  assume  a  dominant  position  on 
the  board.  On  October  16,  1931,  Mr.  Groves  was  elected  a  director.'^ 
On  October  28,  1931,  Paul  H.  Byers,  Walter  S.  Mack,  Jr.,  and  Fred- 
erick Fisher,  as  nominees  of  Mr.  Groves,  were  elected  to  the  board, 
which  then  consisted  of  ten  members.-*'     Although  Mr.  Groves  de- 

^^  Bank  and  Quotation  Record,  November  6,  1931,  p.  82. 

-'  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  8. 

2=  Id.,  Commission's  Exhibit  No.   8. 

"Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  9.      See  also  note  46,  infra, 

"  Id.,  at  75-7,  and  Commissions  Exhibit  No.  9.     See  also  note  46.  infra. 

=*  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

*  Op.  cit.  supra,  note  1,  at  89.  The  other  members  were:  Gerald  F.  Beal,  George  A. 
Morison,  W,  E.  Burnet.  Paul  D.  Childs,  J.  Amory  Jeffries,  William  B.  Nichols,  and  Wallace 
Groves.  (Derived  from  supplementary  information  supplied  the  Commission  by  The 
Equity  Corporation.) 
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nied  that  his  nominees  represented  his  interest,""  the  record  indicates 
an  association  among  them  Avhich  might  make  them  amenable  to  his 
wishes. 

Messrs.  Byers,  Fisher,  Mack,  Nichols,  Childs,  and  Jeffries  were 
members  of  the  investment  banking  firm  of  William  B.  Nichols  & 
Company,  Inc.,^^  which  was  the  successor  firm  to  Child,  Jeffries  & 
Company,  Inc.,  the  sponsor  of  Chain  &  General  Equities,  Inc.  In  con- 
nection with  his  acquisition  of  control  of  Chain  &  General  Equities^ 
Inc.,  Mr.  Groves  agreed  to  compensate  William  B.  Nichols  &  Company, 
Inc.,  for  options  held  by  it  to  purchase  Chain  &  General  Equities,  Inc.. 
stock  and  to  pay  the  company  for  "services"  rendered  the  investment 
company  in  negotiating  its  transfer  to  Mr.  Groves.^^  Mr.  Groves  also 
agreed  that  William  B.  Nichols  &  Company,  Inc.,  would  receive  from 
Chain  &  General  Equities,  Inc.,  a  two-year-management  contract, 
which  was  subsequently  executed  on  November  2,  1931.^^  Paul  D. 
Childs,  a  member  of  Childs,  Jeft'ries  &  Company,  Inc.,  the  prede- 
cessor of  William  B.  Nichols  &  Company,  Inc.,  admitted  the  influence 
which  arose  from  an  interest  in  the  management  contract.  He  tes- 
tified :  2* 

Q.  I  think  our  transcript  indicates  tliat  at  the  meeting  Childs,  Jeffries,  Nich- 
ols and  Mack  did  not  vote  because  they  were  interested  parties.  How  were  you 
interested? 

A.  What  meeting  is  this? 

Q.  That  is  the  meeting  of  September  23rd.  It  said.  "The  letter  contract  of 
Wallace  Groves  *  *  *  approved.  Battles  dissenting ;  Childs.  Jeffries,  Nichols  and 
Mack  did  not  vote  because  they  were  interested  parties."  Do  you  remember  that 
meeting? 

A.  Yes. 

Q.  Was  that  because  the  agreement  made  provisions  for  a  management  contract 
with  William  B.  Nichols  and  Company?  How  were  you  interested,  in  the  sense 
you  could  not  participate  in  the  vote? 

A.  Well,  we  were  interested  in  the  situation  as  to  the  management.  Have  you 
a  copy  of  that  contract  there? 

Q.  Yes. 

*"  Op.  cit.  supra,  note  1.  at  89-90.  It  is  significant  that  Frederick  Fisher,  one  of  Mr. 
Groves'  "independent"  nominees  to  tbe  board  of  Chain  &  General  Equities,  Inc.,  made  an 
effort  to  restrain  the  Securities  and  Exchange  Commission  from  conducting  public  examina- 
tions into  investment  trusts.  The  initial  hearings  were  to  be  devoted,  in  part,  to  Mr. 
Groves'  relations  with  Chain  &  General  Equities,  Inc.,  Interstate  Equities  Corporation, 
and  Yosemite  Holding  Corporation. 

On  July  27,  1936,  the  complainant  Fisher  filed  two  suits,  one  in  his  individual  capacity 
and  one  as  a  stockholder  of  The  Equity  Corporation,  challenging  the  validity  of  subpenas 
issued  by  tbe  Commission  in  its  investigation  into  investment  trusts  conducted  pursuant 
to  Section  30  of  the  Public  Utility  Holding  Company  Act  of  1935.  In  the  former  suit, 
Mr.  Fisher  sought  to  enjoin  the  individual  Commissioners  from  compelling  his  appearance 
pursuant  to  subpenas,  from  issuing  any  further  subpenas,  and  from  taking  any  steps  to 
cause  him  to  be  prosecuted  for  refusal  to  obey  these  subpenas.  In  the  companion  suit 
which  named  as  defendants,  in  addition  to  the  Commissioners,  The  Equity  Corporation 
and  its  officers  and  directors,  the  complainant  sought  to  restrain  the  Commission  from 
taking  any  action  to  compel  the  giving  of  evidence  by  the  latter  persons,  or  the  prosecution 
of  such  persons  for  failing  to  give  evidence,  and  also  sought  to  enjoin  such  persons  from 
appearing  and  testifying  at  the  inquiry.  On  August  11,  1936,  the  District  Court  for  the 
District  of  Columbia  denied  the  motions  for  preliminary  injunctions  on  the  ground  of 
want  of  equity.  (Third  Annual  Report  of  the  Securities  and  Exchange  Commission.  1936— 
1937,  p.  52.) 

»i  Op.  cit.  supra,   note  1,  at  89,  1801. 

*^  Id.,  Commission's  Exhibit  No.  8. 

ss  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

»*0p.  cit.  supra,  note  1,  at  1801. 
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A.  I  think  it  outlines — that  is  the  contract.  It  seems  to  me  that  would  be 
plenty,  wouldn't  it.  because  we  were  interested  in  the  management  contract?  Mr. 
Groves  had  agreed  with  us  that  if  this  plan  went  through  he  would  extend  that 
management  contract  and  make  it  longer. 

Q.  And  you  were  associated  with  that,  is  that  it? 

A.  That  is  right. 

As  will  be  seen,  on  November  4,  1931,  Mr.  Groves  acquired  undis- 
puted control  of  the  board  of  Chain  &  General  Equities,  Inc.^^  On 
that  date,  his  commitment  to  purchase  from  Chain  &  General  Equities, 
Inc.,  467,938  shares  of  the  common  stock  of  Chain  &  General  Equities, 
Inc.,  for  a  total  price  of  $935,876  matured.^'^  This  obligation,  together 
with  the  commitments  to  purchase  the  stocks  of  the  other  investment 
companies,  increased  his  obligations  to  $2,241,030.30."'  When  ques- 
tioned as  to  whether  his  personal  resources  were  sufficient  to  carry 
out  any  commitment  he  might  undertake,  Mr.  Groves  testified  :^^ 

A.  *  *  *  I  think  I  had  substantial  means,  certainly  enough  to  carry  out 
any  contract  I  would  make. 

Q.  To  the  extent  of  $1,000,000 

A.  Yes,  sir.     I  either  had  it  or  could  procure  it. 

Q.  Or  could  get  it? 

A.  Yes,  sir,  or  else  I  wouldn't  have  made  the  commitment. 

Q.  Did  you  have  any  bankers  group  organized  or  any  purchase  group  organ- 
ized to  share  this  commitment  with  you? 

A.  No,  sir. 

Q.  You  were  carrying  it  out  yourself? 

A.  That  was  my  idea. 

******* 

Q.  Would  you  say  that  on  October  7,  1931.  your  net  worth  was  suflBcient  to 
meet  all  these  commitments  when  they  matured  ? 

A.  I  would  say  my  net  worth,  and  plus  that,  I  could  have  borrowed  money  if 
I  needed  to. 

Actually,  however,  Mr.  Groves  fulfilled  his  obligation  to  purchase 
the  Chain  &,  General  common  stock  with  funds  borrowed  from 
Interstate  Equities  Corporation  (control  of  which  he  had  secured 
approximately  three  weeks  before  by  use  of  the  funds  of  Franklin 
Plan  Corporation).  Mr.  Groves  had  become  director  of  Interstate 
Equities  Corporation  and  a  member  of  its  executive  committee.^''  On 
the  morning  of  November  4,  1931,  Mr.  Groves  entered  into  a  contract 
Avith  Interstate  Equities  Corporation  pursuant  to  which  Interstate 
Equities  Corporation  agreed  to  purchase  from  him  469,698  shares  of 

^  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.  Messrs.  Beal.  Burnet,  JefiEries.  Morison  and  Childs  resigned  as  directors, 
and  Messrs.  Ewart,  Robinson,  Brophy,  Warriner,  Rogerson,  and  Taylor  were  elected  as 
the  new  directors. 

^  Op  cit.  supra,  note  1,  Commission's  Exhibit  No.  8. 

3'  Mr.  Groves  owed  Franklin  Plan  Corporation  $813,775.50.  He  had  a  commitment, 
already  two  days  overdue,  on  November  4,  1931,  to  talte  up  282,500  shares  of  Yosemite 
Holding  Corporation  common  stoclj  for  a  balance  of  277,500.  (Id.,  at  238-9  and  Commis- 
sion's Exhibit  No.  2.  28;  see  infra.)  In  addition,  he  still  had  to  pay  a  balance  of 
$145,000  to  Hunter  Marston  for  100,000  shares  of  Interstate  Equities  Corporation  common 
stock.  (Id.,  at  250.)  A  contract  to  purchase  Yosemite  warrants  from  Baker,  Simonds  & 
Company  added  $50,878.80  to  his  commitments.  (Id.,  at  242-5;  see  infra.)  Finally,  Mr. 
Groves  had  an  obligation  to  Interstate  Equities  Corporation,  incurred  October  14,  1931, 
to  pay  $18,000  for  12,000  shares  of  the  common  stock  of  Interstate  Equities  Corporation 
within  90  days.  (Derived  from  supplementary  information  supplied  the  Commission  by 
The  Equity  Corporation.) 

8' Op.  cit.  supra,   note  1,  at  71-2,  242. 

**  Id.,  Commissions  Exhibit  No.  94. 
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Chain  &  General  common  stock  at  $2  per  share  for  a  total  of 
S939,396.  This  was  the  identical  block  of  Chain  &  General  stock 
which  Mr.  Groves  was  obligated  to  buy  from  Chain  &  General 
Equities,  Inc.*"  Delivery  to  Interstate  Equities  Corporation  was  to 
be  made  at  15  Exchange  Place.  Jersey  City,  New  Jersey,  at  11  A.  M., 
the  exact  time  and  place  at  which  he  was  to  pick  up  the  block  of 
Chain  &  General  common  stock  from  Chain  &  General  Equities,  Inc. 
Mr.  Groves  also  agreed  to  repurchase  from  Interstate  Equities  Cor- 
poration the  identical  shares  of  Chain  &  General  stock  within  ten  days 
for  $940,479.92.*^  Although  the  entire  transaction  took  the  form  of 
a  purchase  and  repurchase  agreement,  in  effect  Interstate  Equities 
Corporation  was  making  a  loan  to  Mr.  Groves  with  the  Chain  & 
General  stock  as  collateral. *- 

Pursuant  to'this  contract  Interstate  Equities  Corporation  turned 
over  to  Mr.  Groves,  on  the  morning  of  November  4,  1931,  a  check 
drawn  on  The  National  City  Bank  of  New  York  for  $939,396.*^ 
Mr,  Groves  immediately  paid  over  this  money  to  Chain  &  General 
Equities,  Inc.,  in  fulfillment  of  his  commitment  to  pick  up  the  467,938 
shares  of  Chain  &  General  stock  :** 

Q.  Isn't  it  a  fact'that  Interstate  Equities  liacl  a  clieck  issued  by  Tlie  National 
City  Bank  payable  to  Chain  &  General  for  $936,000  and  some  odd  dollars? 

A.  If  you  say  so.  I  don't  know  who  the  check  was  payable  to.  I  assume 
it  was. 

Q.  Now,  this  clieck  that  you  got  for  .$936,000.  that  was  the  check  that  you 
took  over  to  Chain  &  General  Equities  and  paid  for  the  stock  you  had  con- 
tracted to  purchase?     Isn't  that  so?" 

A.  I  assume  that  it  was,  yes. 

1.  BORROWING    BY   INTERSTATE    EQUITIES    CORPORA- 
TION TO  MAKE  LOAN  TO  WALLACE  GROVES 

In  this  manner  Interstate  Equities  Corporation  in  eflfect  lent  to 
Wallace  Groves,  a  director  and  the  controlling  stockholder  of  the 
investment  company,  approximately  $940,000  to  enable  him  to  meet 
his  commitment  to  purchase  the  Chain  &  General  stock.  Interstate 
Equities  Corporation,  however,  did  not  have  the  necessary  cash  to 
make  this  "loan."  Consequently,  on  November  4,  1931,  Interstate 
Equities  Corporation  borrowed  $1,000,000  from  The  National  City 
Bank  of  New  York,  pledging  as  collateral  securities  in  its  portfolio 
v\dth  an  aggregate  market  value  of  $1,412,125.*" 

Thus,  the  National  City  Bank  of  New  York  acquired  from 
Interstate  Equities  Corporation  as  collateral  marketable  securities 
with  an  aggregate  market  value  of  over  $1,400,000.  On  the 
other  hand,  Interstate  Equities  Corporation  received  from  Mr. 
Groves  under  the  purchase  and  repurchase  arrangement,  in  effect 

''"Id..  Commission's  Exhibits  Nos.  8  and  11.  Interstate  Equities  Corporation  agreed 
to  purchase  from  Mr.  Groves  1,760  shares  more  than  he  was  obligated  to  buy  from  Chain 
&  General  Equities,  Inc.     The  disparity  was  subsequently  adjusted. 

^1  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  11. 

«Id.,  at  118. 

^  Id.,  at  94-5,  and  Commission's  Exhibit  No.  13. 

"  Id.,  at  94-5. 

"  Id.,  at  95,  and  Commission's  Exhibit  No.  13. 
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as  collateral,  467,938  sliares  of  Chain  &  General  Equities,  Inc.  com- 
mon stock  which,  on  November  4,  1931,  was  worthless  in  terms  of 
asset  value.***  In  terms  of  market  value,  too,  the  Chain  &  General 
common  stock  apparently  had  a  mere  speculative  worth.*'  Had  Mr. 
Groves  defaulted  on  his  repurchase  obligation,  Interstate  Equities 
Corporation  would  have  had,  in  lieu  of  liquid  securities,  a  claim 
against  Wallace  Groves  for  approximately  $940,000  secured  bj^  a 
large  block  of  Chain  &  General  Equities,  Inc.  common  stock  without 
asset  value.*^ 

E.  Sale  by  Wallace  Groves  of  Interstate  Equities  Corporation 
Stock  to  Chain  &  General  Equities,  Inc. 

On  November  4,  1931,  the  same  day  that  Wallace  Groves  paid  for 
the  467,938  shares  of  Chain  &  G-eneral  stock  with  the  funds  "borrowed" 
from  Interstate  Equities  Corporation,  Mr.  Groves'  nominees,  Clifford 
B.  Ewart,  Wilfred  S.  Robinson,  Ernest  B.  Warriner,  Waverly  Roger- 
son,  William  A.  Brophy,  and  Samuel  C.  Taylor  were  elected  to  the 
board  of  directors  of  Chain  &  General  Equities,  Inc.,  in  place  of 
Messrs.  Beal,  Burnet,  Jeffries,  Morison  and  Childs.*®  Almost  all  of 
the  new  directors  had  had  previous  business  connections  with  Mr. 

*«That  the  Chain  &  General  Equities,  Inc.,  common  stock  possessed  no  asset  value  is 
shown  by  the  following  (op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  9,  11.  and 
17  and  derived  from  supplementarl  information  supplied  the  Commission  by  The  Equity 
Corporation)  : 

(1)  The  Chain  &  General  Equities,  Inc.,  $100  preferred  stock  was  "under  water" 
$22.53  per  share  plus  approximately  $4.58  per  share  for  accrued  unpaid  dividends,  a  total 
impairment  of  $092,249.20. 

(2)  The  .$935,876  which  Chain  &  General  received  into  its  treasury  for  the  sale  of 
467,938  shares  of  Chain  &  General  Equities,  Inc.,  common  stock  to  Mr.  Groves,  eliminated 
this  impairment  and  left  a  balance  of  $243,626.80  applicable  to  all  the  then  outstanding 
627,200  shares  of  Chain  &  General  Equities,  Inc.,  common  stock,  or  390  per  share. 

(3)  On  November  4,  1931,  after  the  receipt  of  .$935,876  shown  in  (2),  Chain  &  General 
Equities,  Inc.,  paid  $1,325,034  in  cash  in  purchasing  from  Groves  642,517  shares  of  Inter- 
state Equities  common. 

(4)  The  asset  value  of  the  Interstate  Equities  Corporation  common  stock,  even  as 
computed  by  the  company  on  November  13,  1931,  the  nearest  date  available,  was  only 
43(t  per  share,  or  a  total  of  $276,282.31  for  the  642,517  shares  of  Interstate  Equities 
common  stock  received  by  Chain  &  General  Equities,  Inc. 

(5)  Thus  the  purchase  of  Interstate  Equities  Corporation  common  stock  having  an 
asset  value  of  $276,282.31  for  $1,325,034  in  cash,  decreased  the  net  assets  of  Chain  & 
General  in  the  amount  of  $1,048,751.69,  reducing  the  amount  of  net  assets  available  for 
Chain  &  General  Equities,  Inc.,  common  stock  from  $243,626.80  to  a  point  where  it  had 
no  asset  value.  In  fact,  on  this  basis  the  preferred  stock  was  again  "under  water"  to 
the  extent  of  $805,124.89,  or  $31.53  per  share. 

*''  The  over-the-counter  market  prices  for  the  month-ends  of  October  and  November  1931, 
respectively,  were : 

Bid         Asked 

October $1  $1% 

November 1^  2 

The  bid  price  declined  steadily  to  %  within  7  months  (Bank  and  Quotation  Record, 
November  6,  1931,  p.  82  ;  December  4,  1931,  p.  82). 

**0p.  cit.  supra,  note  1,  at  114-6. 

**  Id.,  at  96,  and  derived  from  supplementary  information  supplied  the  Commission  by 
The  Equity  Corporation. 
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Groves.°°  In  addition,  the  board  of  nine  members  included  three 
other  nominees  of  Mr.  Groves — Messrs.  Byers,  Mack  and  Fisher. ^^ 

Immediately  after  Mr.  Groves'  nominees  had  been  installed  as 
directors  of  Chain  &  General  Equities,  Inc.,  Mr.  Groves  submitted  an 
offer  to  sell  to  Chain  &  General  Equities,  Inc.,  his  block  of  common 
stock  of  Interstate  Equities  Corporation.  This  block  consisted  of  the 
542,517  shares  of  Interstate  Equities  Corporation  common  stock 
which  he  had  already  purchased  from  Bancamerica-Blair  Corpora- 
tion and  the  100,000  shares  of  Interstate  Equities  Corporation  com- 
mon which  he  had  undertaken  to  purchase  from  Hunter  Marston 
but  for  which  he  had  not  yet  fully  paid.  The  price  of  this  stock  to 
Wallace  Groves  was  $1.50  per  share,  or  a  total  of  $963,775.50.^2  xhe 
price  at  which  Mr.  Groves  offered  the  stock  to  Chain  &  General 
Equities,  Inc.,  was  $1,325,034,  or  a  price  of  approximately  $2.06  per 
share.^^  After  the  offer  was  read,  Mr.  Groves  Avithdrew  from  the 
meeting  ^*  and  the  new  directorate,  composed  entirely  of  his  nominees, 
accepted  the  offer. ^^ 

The  net  effect  of  these  transactions  was  that  almost  simultaneously 
with  the  payment  by  Wallace  Groves  of  approximately  $936,000 
(funds  which  he  "borrowed"  from  Interstate  Equities  Corporation)  to 
Chain  &  General  Equities,  Inc.,  for  the  block  of  Chain  &  General 
stock  (the  block  which  had  been  "hypothecated"  by  Mr.  Groves,  as 
collateral  for  the  loan  to  him  from  Interstate  Equities  Corporation), 
Mr.  Groves  sold  to  Chain  &  General  Equities,  Inc.,  his  block  of  Inter- 
state Equities  stock  for  $1,325,034.  As  a  consequence,  Mr.  Groves 
almost  immediately  received  back  from  Chain  &  General  Equities, 

w  Messrs.  Groves  and  Ewart  had  both  been  directors  of  Growart  Corporation,  a  com- 
pany controlled  by  Mr.  Groves.  (Cf.  op.  clt.  supra,  note  1,  Commission's  Exhibit  No.  34.) 
Messrs.  Taylor  and  Brophy,  as  directors  of  Franklin  Plan  Corporation,  had  been  instru- 
mental in  causing  Franklin  Plan  Corporation  to  lend  Mr.  Groves  the  money  with  which 
he  purchased  control  of  Interstate  Equities  Corporation.  (Id..  Commission's  Exhibit  No. 
34.)  Mr.  Warriner  had  negotiated  Mr.  Groves'  acquisition  of  Interstate  Equities  Corpo- 
ration from  Baneamerica-Blair  Corporation  and  had  received  from  Mr.  Groves  a  commis- 
sion of  $15,000  for  his  services.  (Id.,  at  1832-4.)  Mr.  Robinson  was  a  personal  friend 
of  Mr.  Warriner,  and  Mr.  Rogerson  was  apparently  a  "dummy"  director  who  resigned  the 
same  day  he  was  elected,  to  permit  the  election  of  Mr.  Groves  as  a  director.  C Public 
Examination,  General  Investment  Corporation,  at  15141-4,  and  derived  from  supplementary 
information  supplied  the  Commission  by  The  Equity  Corporation.^ 

^  Mr.  Groves  had  been  elected  a  director  of  Chain  &  General  Equities,  Inc.,  on  October 
16,  1931,  but  had  resigned  on  November  2,  1931.  (Derived  from  supplementary  informa- 
tion supplied  the  Commission  by  The  Equity  Corporation.) 

^'  Op.  cit.  supra,  note  1,  at  98,  and  notes  7  and  8  supra. 

*'  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

"  Paul  D.  Childs,  a  sponsor  of  Chain  &  General  Equities,  Inc.,  testified  on  the  sig- 
nificance of  the  withdrawal  of  interested  directors  (op.  cit.  supra,  note  1,  at  1761-2)  : 

Q.  *  *  *  Mr.  Groves  stepped  out  of  the  meeting  every  time  there  was  a  vote 
on  one  of  his  transactions,  too,  and  what  significance  has  this  stepping  out  of  the 
meeting?  Isn't  that  just  a  gesture?  The  thing  is  all  agreed  on  before,  and  you 
just  step  out  and  it  is  voted  on,  and  you  step  back,  isn't  that  so  ? 

A.  That  is  true,  and  of  course  if  they  disagree  you  don't  come  to  that  point  of  the 
meeting. 

Q.  Stepping  out  usually  didn't  take  place  until  you  have  con^'inced  the  Board  of 
Directors  that  it  is  the  thing  for  them  to  do  ;  isn't  that  so  ?  I  mean,  you  are  not 
trying  to  impress  anybody  with  the  fact  that  you  stepped  out.  that  has  no  signifi- 
cance, isn't  that  true?  They  all  step  out,  don't  they,  when  it  comes  to  voting  on 
transactions  where  they  are  trying  to  sell  the  trusts  stock  that  belongs  to  themselves? 
That  is  the  usual  procedure? 

A.  That  is  true. 

"'  After  the  acceptance  of  the  offer,  Waverly  Rogerson  resigned  as  director  and  Mr. 
Groves  was  elected  to  the  vacancy.  (Derived  from  supplementary  information  supplied 
the  Commission  by  The  Equity  Corporation.) 
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Tnc,  not  only  the  approximately  $936,000  in  cash  that  he  had  paid 
that  company,  but  approximately  $400,000  in  cash  in  addition.  The 
sale  of  the  Interstate  Equities  stock  to  Chain  &  General  Equities,  on 
November  4,  1931,  was  effected  at  a  substantial  profit  to  Mr.  Groves. 
That  block  had  cost  him  $963,775.50  together  with  fees,  commissions, 
and  expenses  aggregating  $90,188.78  ^'^  so  that  Mr.  Groves  made  a  net 
profit  on  the  transaction  of  $271,069.72. 

The  absence  of  arm's-length  dealing  and  opportunity  for  over- 
reaching in  this  transaction  was  pointed  out  by  Paul  H.  Byers,  one 
of  Mr.  Groves'  "'independent"  nominees  to  the  board  of  directors 
of  Chain  &  General  Equities,  Inc.  In  a  "private  and  confidential" 
memorandum  to  Mr.  Groves  concerning  an  earlier  offer  made  by 
Mr.  Groves  on  November  2,  1931,  to  sell  this  block  of  Interstate 
Equities  Corporation  common  stock  to  Chain  &  General  Equities, 
Inc..^'  Mr.  Byers  attempted  to  persuade  him  to  take  a  smaller  profit 
than  was  contemplated.     The  memorandum  stated :  °^ 

Private  and  Confidential 

JVIemorandum  to  Mr.   Groves : 

The  time  prol)lein  seems  unimportant  and  surely  can  be  solved. 

The  price-profit  problem  seems  more  serious.  You  asked  me  mj  opinion 
Tuesday  evening  and  I  had  none.  Further  consideration,  partly  during  a  spell 
of  wakefulness  last  night,  have  raised  certain  points  that  seem  worth  pass- 
ing  on. 

We  may  seem  to  you  unduly  sensitive  to  public,  or  rather  informed  financial 
opinion.  The  reason  is  that  those  who  disregard  this  opinion  seem,  in  the  end, 
to  be  "unlucky."  This  is  not  a  matter  of  law,  although  there  is  a  question 
there  raised  by  Burleigh  [Berle],  I  believe,  of  Columbia,  but  of  what  the  right 
j:)eople  consider  sound  practice  in  the  year  1931. 

All  the  details  will  become  known.  The  aspect  of  dealing  with  oneself  will 
be  more  obvious  to  outsiders  than  to  those  of  us  who  have  followed  the  affair. 
It  will  place  a  heavy  responsibility  on  the  indeiiendent  directors  who  will  have 
to  decide,  and  of  course  involve  disclosure  of  interest  to  them.  They  are 
anxious  to  work  with  us,  but  must  think  of  themselves,  too. 

Due  to  the  decline  in  asset  value  shice  purchase,  may  they  not  be  fearful 
that  outsiders  will  assume  that  you  were  stuck  with  a  commitment,  in  a  falling 
market,  and  got  out  with  a  profit  by  marking  the  price  up  50%  and  unloading 
it  on  another  company  under  your  control.  The  profit  being  .$406,.500,  less 
commissions,  in  the  course  of  a  few  weeks,  on  an  investment  of  $813,000.  An 
upward  movement  which  would  have  increased  the  asset  value  of  the  stock 
would  have  put  quite  a  different  light  on  it. 

The  question  is  not  one  of  the  stock's  value  in  assets,  nor  for  control,  nor 
whether  you  are  entitled  to  some  profit,  which  you  obviously  are,  nor  whether 
the  purchase  at  any  reasonable  price  would  be  a  good  thing  for  Chain  &  Gen- 
eral, which  it  would.    We  agree  about  all  that. 

The  question  is,  as  a  practical  matter,  how  and  what  price,  nothing  more. 
Cravath  agree  [sic]  with  us  that  the  time  element  may  be  taken  care  of  by  a 
bank  loan,  which  if  you  wish,  we  can  endeavor  to  arrange. 

But  the  50%  mark-up,  if  it  could  be  changed  into  a  sum  sufficient  to  cover 
your  out-of-pocket,  leaving  profit  till  later,  would   be  much   easier   to  handle, 

5»The  expen.st's  c<in.«isted  of  fa)  $48,1S8.78  commi.ssions  paifl  to  the  Npw  York  Stock  Ex- 
change firm  of  B.ibcotk.  Rn.'shton  &  Co.  ;  (b)  .$15,000  interest  on  the  h)an  of  approximately 
$800,000  from  Franklin  Plan  Corporation;  (c)  $2,000  in  stamps;  (d)  $10,000  in  legal 
fees  to  Robb,  Clark  &  Benuitt ;  (e)  $15,000  in  commissions  to  Ernest  B.  Warriner  for 
facilitatinc:  Mr.  Groves,  acquisition  of  Interstaie  Equities  Corporation.  (Derived  from 
supplementary  information  supplied   the  Commission  for  The  Equity  Corporation.) 

^''  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.  Mr.  Groves  had  resigned  from  the  board  of  Chain  &  General  Equities,  Inc., 
on  November  2,  10.31.  in  anticipation  of  that  offer.      (Ibid.) 

^  Op.  cit.  sxuira.  note  1,  Commission's  Exliiltit  Xo.  12. 
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less  dangerous,  easier  for  the  director,  lawyers,  and  ourselves.     Would  not  40 
cents  a  share  ou  the  whole  642.000,  or  about  a  quarter  of  a  million  do  this? 

People  in  these  parts  draw  a  line,  sometimes  a  very  fine  one,  between  making 
money  icith  your  stockholders  and  making  it  out  of  them.  The  trouble  with 
the  [names  of  certain  investment  and  commercial  bankers  omitted]  even,  was 
that  they  didn't  recognize  that  line,  and  that  as  you  know  is  what  has  been 
the  matter  with  most  trusts  we  study.  It  is  what  everyone  will  look  for  in  a 
new  man  in  the  field.  A  suspicion  of  it,  and  acquisition  would  be  impossible 
with  certain  firms.  If  we  can  be  like  Caesar's  wife  from  the  beginning,  it 
will  be  a  damn  good  investment.     Don't  you  agree? 

PHB. 

Mr.  Groves  withdrew  this  original  offer  and  on  November  4.  1931^ 
submitted  another  offer  to  the  directors  of  Chain  &  General  Equities, 
Inc.,  which,  as  has  been  pointed  out,  resulted  in  a  net  profit  to  Mr. 
Groves  of  over  $270,000. 

1.  PAYMENT  OF  PEEMIUM  BY  CHAIN  &  GENERAL 

EQUITIES,  INC.,  FOR  INTERSTATE  EQUITIES 

CORPORATION  STOCK 

The  price  of  $1,325,034,  or  approximately  $2.06  per  share,  for  the 
642,517  shares  of  Interstate  Equities  common  stock  paid  by  Chain 
&  General  Equities,  Inc.,  to  Mr.  Groves  was  substantially  higher  than 
even  the  book  asset  value  of  the  Interstate  Equities  common  stock.®* 
Mr.  Groves,  although  conceding  that  Chain  &  General  Equities,  Inc., 
while  under  his  control,  had  paid  him  $1,325,034  for  stock  possessing 
little,  if  any,  asset  value,^°  denied  that  the  transaction  was  unfair  t*^^ 

Q.  The  fact  of  the  matter  is  that  Bayer  and  Clauson  stated  in  their  report 
the  net  asset  value  of  1.238,000  shares  of  common  stock,  giving  effect  to  the 
redemption  price  of  $55  per  share  for  preferred  stock  value  after  allowance  foi' 
accrued  dividends  per  share,  was  minus  11  cents ;  and  the  value  without  allow- 
ance for  accrued  dividends,  was  1  cent?     Isn't  that  so? 

A.  That  appears  so. 

Q.  Now,  on  the  basis  of  the  valuation  of  the  accountants  of  Chain  &  General 
Equities  made  in  connection  with  this  purchase  that  $1,325,000  that  was  paid 
to  you  personally  by  Chain  &  General  Equities  and  approved  by  the  Board  of 
Directors  composed  of  the  majority  of  your  nominees,  was  not  only  valueless 
but  minus  11  cents  a  share? 

A.  You  are  deliberately  misleading  everyone  here  when  you  state  that.  The 
value  of  the  company  as  a  liquidated  company  is  one  thing.  The  value  of  a 
stock  that  has  assets  of  some  nine  million  dollars  may  vary  from  a  few  cents  to 
a    few   dollars,   but   would    not   show    its    sale    value    or    its    fair   value. 

Commissioner  Healt.     Let  us  take  it  on  the  basis  of  liquidating  value  first.. 

By  Mr.  Schenkeb: 

Q.  On  the  basis  of  liquidating  value 

The  Witness  :  I  think  he  has  given  you  the  statement  on  the  basis  of  liqui- 
dating value. 

2.     CHANGE  IN  INVESTMENT  POLICY  OF  CHAIN  & 
GENERAL  EQUITIES,  INC. 

Chain  &  General  Equities,  Inc.  had  been  avowedly  organized  as  a 
means  of  providing  investors  with  the  opportunity  of  placing  their 
funds  in  a  diversified  list  of  securities.      The  offering  circulars  em- 

^^  Id.,  Commission's  Exhibits  Nos.  9  and  117  ;  and  see  note  9,  supra. 

«"  Ibid. 

«  Id.,  at  140-41. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  195 

phasized  that  "tlie  primary  purpose  of  tlie  Corporation  is  to  provide 
investment  safety  based  upon  broad  diversification  of  security  hold- 
ings, chiefly  in  chain  stores."  '^'-  This  policy  of  diversification  was  ad- 
hered to  during  the  period  in  v^hich  the  trust  was  under  the  control  of 
its  sponsor,  Childs,  Jeffries  &  Company,  Inc.  When  the  individuals 
constituting  the  management  agreed  on  September  23,  1931,  to  trans- 
fer control  of  the  company  to  Wallace  Groves,  they  obtained  the  writ- 
ten assurance  from  him  that  he  would  continue  to  operate  the  com- 
pany as  an  investment  company  of  the  general  management  type.  The 
contract  stated  :®^ 

I  wish  to  assure  you  that  it  is  my  intention,  in  acquiring  a  controlling  interest 
in  the  Common  Stock  of  your  Corporation,  to  cause  the  business  of  your  Cor- 
poration to  be  continued  as  that  of  a  general  management  investment  trust,  and 
not  to  divert  or  permit  the  diversion  of  the  assets  of  your  Corporation  to  other 
purposes,  and  so  far  as  lies  within  my  power  and  the  power  of  my  representa- 
tives of  the  Board  of  Directors,  to  maintain  such  policy  as  the  policy  of  the  Cor- 
poration, it  being  understood,  however,  that  the  Corporation  may  depart  from 
this  policy  if  and  to  the  extent  that  a  majority  of  the  independent  directors  on 
the  board  (that  is,  directors  not  chosen  by  me)  shall  agree  to  such  departures. 

However,  Mr.  Groves,  immediately  upon  assuming  control  of  Chain 
&  General  Equities,  Inc.  on  November  4,  1931,  caused  that  company 
to  place  $1,325,034,  or  about  45%  of  its  total  gross  assets,  in  a  single 
specialized  investment  purchased  from  Mr.  Groves,  the  common  stock 
of  Interstate  Equities  Corporation,  another  investment  company.^* 
When  examined  on  this  phase  of  his  management  of  Chain  &  General 
Equities,  Inc.,  Mr.  Groves  denied  that  he  had  departed  from  his  obli- 
gation to  maintain  Chain  &  General  Equities,  Inc.  as  a  general  man- 
agement trust  :^^ 

Q.  *  *  *  Now  the  fact  of  the  matter  is  that  on  the  very  day,  November  4, 
when  you  took  control  of  Chain  &  General  Equities,  you  sold  Chain  &  General 
Equities  $1,325,000  of  Interstate  Equities  stock  which  was  substantially  the  con- 
trol of  the  outstanding  common  stock  of  Interstate  Equities  (Corporation':'  Isn't 
that  so? 

A.  Yes. 

Q.  And  was  that  your  concept  of  a  general  investment  that  conformed  to  your 
obligation  under  this  contract? 

A.  I  fully  conformed  to  my  obligation. 

3.    NONDISCLOSUEE  TO   STOCKHOLDERS   OF   CHAIN  & 

GENERAL  EQUITIES,  INC. 

The  public  shareholders  of  Chain  &  General  Equities,  Inc.  were 
never  adequately  informed  of  the  dealings  between  the  investment 
company  and  its  controlling  stockholder,  Wallace  Groves.  Informa- 
tion as  to  the  material  facts  of  this  relationship  was  either  entirely 
omitted,  or  only  partially  disclosed.  As  has  been  indicated,  Paul  H. 
Byers,  a  director  of  Chain  &  General  Equities,  Inc.  was  aware  of  the 
dangers  involved  in  full  publicity,  for  in  his  memorandum  to  Mr. 
Groves  dealing  with  the  sale  by  Mr.  Groves  of  the  Interstate  Equities 
common  stock  to  Chain  &  General  Equities,  Inc..  Mr.  Byers  stated 

"^Id.,  Commission's  Exhibit  No.  221. 

*'  Id.,  Commission's  Exhibit  No.  8. 

«*  Id.,  at  99-100,  and  Commission's  Exhibit  Nos.  8,  9. 

«^'Id.,  at  148. 

**  Id.,  Commission's  Exhibit  No.  12. 
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We  may  seem  to  you  imduly  sensitive  to  public,  or  rather  informed  financial 
opinion.  The  reason  is  that  those  who  disregard  this  opinion  seem,  in  the  end, 
to  be  "unlucky"     *     *     *. 

All  the  details  will  become  known.  The  aspect  of  dealing  with  oneself  will  be 
more  obvious  to  outsiders  than  to  those  of  us  who  have  followed  the  affair. 

The  report  to  stockholders  of  Chain  &  General  Equities,  Inc.  for  the 
quarter  ending  September  30,  1931  emphasized  that  Wallace  Groves 
was  underwriting  an  issue  of  Chain  &  General  stock  and  that  the  funds 
so  raised  would  aid  appreciably  in  reviving  the  weakened  financial 
condition  of  the  company.*'^  The  letter  of  the  president,  dated  Octo- 
ber 31,  1931,  accompanying  the  report,  stated  in  part  :^® 

The  new  capital  to  be  received  will  strengthen  materially  the  financial  posi- 
tion of  your  Company.  The  providing  of  a  large  amount  of  additional  cash  at 
this  time  of  depressed  values  should  place  your  Company  in  a  good  position  to 
take  advantage  of  opportunities  now  available  to  those  with  cash  in  hand. 

This  statement  was  dated  October  31, 1931,  two  days  before  Mr.  Groves 
submitted  his  first  oflPer  to  sell  to  Chain  &  General  Equities,  Inc.  the 
€ommon  stock  of  Interstate  Equities  Corporation.^^  Although  Mr. 
Groves  was  apparently  negotiating  the  sale  of  Interstate  Equities 
stock  to  Chain  &  General  Equities,  Inc.  at  the  time  this  letter  was 
written,  no  hint  of  this  proposed  sale  was  given  to  the  stockholders. 
The  new  capital  in  the  form  of  additional  cash,  w^hich  was  furnished 
by  Mr.  Groves,  was  immediately  turned  back  to  Mr.  Groves  in  pay- 
ment for  the  block  of  Interstate  Equities  stock  which  he  sold  to  Chain 
&  General  Equities,  Inc.  at  a  substantial  profit.  It  was  not  until  the 
end  of  the  following  quarter  that  even  partial  disclosure  of  this  trans- 
action was  made. 

The  next  report  of  Chain  &  General  Equities.  Inc.,  for  the  period 
ending  December  31,  1931.'^°  revealed  that  Chain  &  General  Equities, 
Inc.  had  used  the  new  capital  to  purchase  control  of  Interstate  Equi- 
ties Corporation,  but  failed  to  disclose  that  the  purchase  had  been 
made  from  Wallace  Groves  or  that  he  had  realized  a  net  profit  on  the 
deal  of  over  $270,000.  Mr.  Groves  conceded  that  full  disclosure  had 
not  been  made  to  the  stockholders :  ^^ 

Q.  And  there  is  a  statement  that  this  million  dollars  which  you  were  supposed 
to  contribute  was  contributed?  Isn't  that  so? 

A.  Yes. 

Q.  And  then  it  goes  on :  This  million  dollars  "made  possible  the  purchase  of 
a  controlling  interest  in  Interstate  Equities  Corporation,  a  management  invest- 
ment trust  owning  a  representative  list  of  securities,  including  common  stock, 
preferred  stocks  and  bonds."  Was  there  any  disclosure  here  that  this  con- 
trolling interest  was  purchased  from  you,  Mr.  Groves,  at  $1,325,000? 

A.  Not  in  the  words  you  have  read  there. 

Q.  In  any  words? 

A.  I  don't  know. 

Q.  Will  you  look  at  this  annual  report 

A.  It  doesn't  do  me  any  good  to  look  at  it.     I  can't  add  to  the  printed  words. 

Q.  Is  there  any  disclosure  in  the  annual  report  which  refers  to  the  million 
dollars  which  you  contributed  to  Chain  &  General  Equities  which  in  the  re- 
motest degree  indicates  that  the  $1,32.5,000  of  Interstate  Equities  stock  was 
purchased  from  you? 

A.  No.  I  see  nothing  there — not  there,  it  doesn't  say  anything. 

"'  Id.,  Commission's  Exhibit  No.  9. 
«8  Ibid. 

«"  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

''"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  19. 
'1  Id.,  at  151-2. 
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F.  Us€  of  Funds  Received  by  Wallace  Groves  from  Sale  of  Inter- 
state Equities  Corporation  Stock  to  Chain  &  General  Equities, 
Inc.  to  Acquire  Yosemite  Holding  Corporation 

It  has  been  shown  that  Mr.  Groves  purchased  the  controlling 
block  of  common  stock  of  Interstate  Equities  Corporation  from 
Bancamerica-Blair  Corporation  in  the  early  part  of  October  1931, 
with  the  approximateh'  $813,000  borrowed  from  Franklin  Plan  Cor- 
poration. Mr.  Groves  then  "borrowed"  approximately  $940,000 
from  Interstate  Equities  Corporation  to  pay  for  the  controlling- 
block  of  common  stock  of  Chain  &  General  Equities,  Inc.  Immedi- 
ately after  this  payment  to  Chain  &  General  Equities,  Inc.,  he  sold 
to  that  investment  company"  his  block  of  Interstate  Equities  stock, 
which  had  cost  him  approximately  $963,000  for  approximately 
$1,325,000,  with  a  net  profit  of  $270,000  after  deducting  expenses. 

Wallace  Groves  then  proceeded  to  consummate  his  acquisition  of 
control  of  Yosemite  Holding  Corporation,  the  third  company  in  his 
plan,  with  the  proceeds  of  his  sale  of  the  controlling  block  of  com- 
mon stock  of  Interstate  Equities  Corporation  to  Chain  &  General 
Equities,  Inc. 

On  October  7,  1931,  Wallace  Groves  had  agreed  to  purchase  di- 
rectly from  Yosemite  Holding  Corporation  ^-  282,500  shares  of  its 
authorized  but  unissued  common  stock  at  $1  per  share  for  a  total  of 
$282,500.'^^  The  agreement  required  an  immediate  payment  of  $5,000 
and  the  payment  of  the  balance  on  November  2.  1931,^*  when  the 
directors  and  officers  of  Yosemite  Holding  Corporation  and  at  least 
a  majority  of  the  directors  of  its  subsidiary  investment  company, 
Joint  Investors,  Inc.,  were  to  resign  and  the  nominees  of  Mr.  Groves 
were  to  be  elected  to  the  vacancies  created." ''  Although  the  amount 
of  stock  to  be  purchased  by  Mr.  Groves  directly  from  Yosemite  Hold- 
ing Corporation  constituted  only  43%  of  Yosemite's  voting  stock,  it 
was  sufficient  to  give  him  working  control  of  the  company.'"  This 
Avas  particularly  so  in  view  of  the  fact  that  Joint  Investors,  Inc., 
controlled  by  Yosemite  Holding  Corporation,  in  turn  held  50,000 
shares  of  Yosemite  common  stock  or  over  7%  of  the  voting  power  of 
this  company.'''     On  the  same  day,  October  7,  1931,  Mr.  Groves  had 

'2  Yosemite  Holding  Corporation,  incorporated  in  Delaware  on  November  8,  1929,  under 
the  sponsorship  of  the  Detroit  firras  of  Baker,  Simonds  &  Company,  and  Fidelity  Trust 
Company,  liad  suffered  a  severe  shrinlvage  of  assets.  Its  assets  as  at  August  28,  1930, 
vith  security  holdings  computed  at  market  or  net  asset  values,  aggregated  $1.057.677. 65, 
and  had  depreciated  by  September  30,  1931.  to  $313,960.00,  a  decline  of  70%.  (Id.,  at  1367, 
and  Commission's  Exhibits  Nos.  28  and  31  ;  and  derived  from  supplementary  information 
supplied  the  Commission  by  The  Equity  Corporation.)  By  September  30.  1931.  $95,656.00 
had  been  returned  to  stockholders  as  the  result  of  the  repurchase  of  2.502  shares  of  pi'e- 
ferred  stock  for  vehich  the  company  originally  received  $127,602.00  from  the  stockholders. 
(Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.) 

"'  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  28. 

"*  Ibid. 

■^  Ibid. 

■"  Id.,  Commission's  Exhibits  Nos.  28  and  185. 

■"  Joint  Investors,  Inc.,  had  been  organized  on  January  11,  1926,  by  Grover  O'Neill  & 
Co.,  of  New  York.  Yosemite  Holding  Corporation  held  20,000  shares  of  the  Class  A  stock 
and  20.000  shares  of  the  Class  B  stock  of  Joint  Investors,  Inc..  representing  41%  of  the 
voting  power  of  Joint  Investors.  Inc.  (Id.,  at  7-38,  and  Commission's  Exhibits  Nos.  28 
and  208;  Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  2212.) 
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agreed  to  purchase  from  Baker,  Simonds  &  Company,  the  co-sponsor 
of  Yosemite  Holding  Corporation,  254,394  warrants  to  subscribe  to 
Yosemite  stock  at  20^  per  warrant,  for  an  aggregate  of  $50,878.80/^ 
Payment  for  these  warrants,  which  were  valueless,  was  not  to  be  made 
until  November  5,  1931/^ 

Mr.  Groves,  as  in  his  purchases  of  the  controlling  blocks  of  stock 
of  Interstate  Equities  Corporation  and  Chain  &  General  Equities, 
Inc.,  paid  a  premium  for  the  controlling  block  of  common  stock  of 
Yosemite  Holding  Corporation.  On  September  30,  1931,  one  week 
before  Mr.  Groves  contracted  to  acquire  control  of  the  Yosemite 
Holding  Corporation,  the  company  possessed  net  assets  of  $313,960.*° 
The  377,199  shares  of  Yosemite  common  stock  then  outstanding  had 
a  net  asset  value  of  170  per  share.^^  In  purchasing  282,500  shares 
from  the  company  at  $1  per  share,  Mr.  Groves  was  adding  $282,500 
to  the  Yosemite  Holding  Corporation's  assets.  The  659,699  shares 
of  Yosemite  common  stock  that  were  outstanding  after  Mr.  Groves 
met  his  commitment  possessed  a  net  asset  value  of  530  per  share. 
Thus  the  282,500  shares  which  Mi".  Groves  acquired  possessed  an 
aggregate  net  asset  value  of  $149,725  after  the  transaction  was  com- 
pleted. The  cost  of  these  shares  to  Mr.  Groves  was  $282,500.  or 
$132,775  over  the  net  asset  value  of  the  stock  after  payment.  The 
premium  paid  for  control  of  Yosemite  Holding  Company  thus 
amounted  to  89%.  Stated  differently,  Mr.  Groves  had  agreed  to  con- 
tribute about  $280,000  to  acquire  control  over  an  additional  $315,000 
of  the  net  assets  of  Yosemite  Holding  Corporation.*- 

Control  of  Yosemite  Holding  Corporation  was  acquired  directly 
from  the  company.  Since  preemptive  rights  were  eliminated  by  a 
provision  in  the  charter,  it  was  unnecessary  to  make  a  prior  offering 
to  stockholders.-^  The  transfer  of  control  to  Mr.  Groves  was  thus 
facilitated.  Disclosure  of  the  sale  to  Mr.  Groves  was  not  made  to 
stockholders  until  after  it  had  been  consummated.** 

On  November  2,  1931,  the  date  fixed  for  the  payment  of  the  balance 
of  $277,500  for  the  Yosemite  controlling  block  of  stock,  Mr.  Groves, 
it  will  be  recalled,  had  submitted  to  Chain  &  General  Equities,  Inc. 
his  first  proposal  to  sell  to  it  the  working  control  block  of  stock  of 
Interstate  Equities  Corporation  but  had  withdrawn  the  offer  the 
same  day,  evidently  after  Mr.  Byers  in  his  memorandum  criticized 

^8  Op.  cit.  supra,  note  1,  at  242-5.  The  warrants  entitled  the  holders  thereof  to  pur- 
chase Yosemite  Holding  Corporation  common  stock  at  $7  per  share  until  December  1, 
1934.  and  at  $10  per  share  thereafter  to  December  1,  1939.  (Id.,  Commission's  Exhibit 
No.  28.) 

'"''  Since  Yosemite  common  stock  had  an  asset  value  at  the  time  of  170  per  share,  the 
warrants  were  valueless.  (Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  28  and  185.) 
Apparently  they  were  purchased  to  insure  their  cancelation.  The  sponsors  acted  as  agents 
for  all  holders  of  warrants  and  were  not  selling  for  their  own  account.     (Id.,  at  245.) 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  28. 

81  Ibid. 

82  Mr.  Groves  paid  a  premium  of  $1,849, 930  over  the  asset  values  of  the  stocks  pur- 
chased from  Interstate  Equities  Corporation.  Chain  &  General  Equities,  Inc.,  and  Ycsemite 
Holding  Corporation  in  order  to  acquire  control  over  the  assets  of  these  investment 
companies  aggregating  $10,928,468.  The  amount  of  this  premium  does  not  include  the 
sum  paid  for  the  valueless  Yosemite  Holding  Corporation  stock  warrants  or  for  com- 
missions, finders'  fees,  legal  fees,  and  other  expenses,  aggregating  over  $160,000.  (See 
Appendix  B,  infra.) 

83  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  185. 
8*  Id.,  Commission's  Exhibit  No.  30. 
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the  price.  Consequently,  on  November  2,  1931,  Mr.  Groves  had  not 
•obtained  funds  to  pay  for  the  Yosemite  Holding  Corporation  stock. 
JHe  remained  in  default  on  his  contract  to  pay  for  this  stock  until 
November  5,  1931,  the  day  after  he  sold  the  controlling  block  of  stock 
of  Interstate  Equities  Corporation  to  Chain  &  General  Equities,  Inc. 
for  $1,325,031.  On  that  date  he  paid  Yosemite  Holding  Corporation 
the  $277,500  remaining  due  on  the  Yosemite  Holding  Corporation 
•common  stock  and  took  delivery  of  the  securities.-^  Thus  Mr.  Groves 
acquired  control  of  iZ%  of  the  voting  power  of  Yosemite  Holding 
Corporation,  which  in  turn  had  working  control  of  Joint  Investors, 
Inc.,  which  in  turn  held  an  additional  7%  of  the  voting  power  of 
Y^'osemite  Holding  Corporation. 

Wallace  Groves  immediately  assumed  control  of  the  management 
•of  Yosemite  Holding  Corporation.  On  November  5,  1931,  he  caused 
the  resignation  of  eight  directors  out  of  fourteen  members  of  the 
board.**^ 

Their  places  were  taken  by  Wallace  Groves  and  his  nominees, 
•Clifford  B.  Ewart,  Wilfred  S.  Robinson.  Ernest  B.  Warriner,  Wil- 
liam A.  Brophy,  Samuel  C.  Taylor,  x\.lbert  A.  Sommerwerck,  and 
Franklin  W.  Eyan.^'  Mr.  Groves'  nominees  also  became  the  principal 
•officers  of  the  company.  Messrs.  Ewart,  Ryan,  Warriner,  and  Brophy 
were  elected,  respectively,  president,  vice  president,  secretary,  and 
treasurer  of  the  compan3\  The  new  executive  committee  was  com- 
posed of  Messrs.  Groves,  Ewart,  and  Yance.®^ 

G.  Fulfillment  by  Wallace  Groves  of  Personal  Obligations  With 
Funds  Received  From  Controlled  Companies 

It  will  be  recalled  that  on  November  4,  1931,  Mr.  Groves  had  sold 
the  control  block  of  stock  of  Interstate  Equities  Corporation  to 
•Chain  &  General  Equities,  Inc.  for  $1,325,034.^9  On  that  day,  Mr. 
Groves*  obligations  in  connection  with  the  purchase  of  the  controlling 

«  Id.,  at  257. 

^  The  8  representatives  of  the  retiring  management  were  Luther  D.  Thomas.  Richard 
W.  Thomas,  Robert  Gair,  Jr.,  Henry  E.  Riggs,  F.  W.  ter  Meulen.  Jetferson  Wheeler  Baker, 
H.  Bartow  Farr,  and  John  D.  Wing.  (Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  31.  > 
The  remaining  representatives  of  the  retiring  management  were  Messrs.  Lee  W.  Maxwell, 
Ray  Vance,  Thomas  S.  Clayton,  Ralph  W.  Simonds,  George  E.  Dyke,  and  Charles  F. 
Kettering.     (Id.,  Commission's  Exhibit  No.  SO.) 

«"  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.  All  of  these  men.  with  the  exception  of  Messrs.  Sommerwerck  and  Ryan, 
had  been  elected  directors  of  Chain  &  General  Equities,  Inc.,  the  day  before.  (Ibid.) 
In  addition  Messrs.  Ewart,  Brophy,  Taylor,  and  Sommerwerck  were  directors  and/or 
officers  of  Franklin  Plan  Corporation.     (Op.  cit.  supra,  note  1.  Commission's  Exhibit  No.  34.) 

Mr.  Kettering,  then  vice  president  of  General  Motors  Corporation,  testified  that  he  was 
not  merely  an  inactive  director,  but  that  he  had  been  elected  without  his  knowledge.  (Id., 
at  1460-2.)  Mr.  Dyke  had  received  a  commission  from  Mr.  Groves  for  services  in  con- 
nection with  his  acquisition  of  Yosemite  Holding  Corporation.  (Id.,  at  254.)  Messrs. 
Clayton  and  Simonds  were  representatives,  respectively,  of  Fidelity  Bank  &  Trust  Com- 
;pany,  and  Baker,  Simonds  &  Company,  the  original  co-sponsors  of  Yosemite  Holding 
Corporation.  (Id.,  Commission's  Exhibit  No.  30.)  The  record  reveals  no  connection 
between  Mr.  Groves  and  ^Messrs.  Vance  and  Maxwell. 

8'*  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

»9  0n  November  4,  1931  Chain  &  Genernl  Equities.  Inc.  made  partial  payment  of  .$950,000 
to  Mr.  Groves ;  on  November  5.  1931  Chain  &  General  Equities,  Inc..  paid  Mr.  Groves 
$206,200,  and  on  November  9.  1931  the  balance  of  $168,834.  (Derived  from  supplementary 
.information  supplied  the  Commission  by  The  Equity  Corporation.) 
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blocks  of  all  the  investment  companies  totaled  approximately  $2,- 
241,000.  He  was  committed  to  repurchase  from  Interstate  Equities 
Corporation  467,938  shares  of  the  common  stock  of  Chain  &  General 
Equities,  Inc.  for  approximately  $940,000  by  November  14,  1931.  Mr. 
Groves,  it  will  be  recalled,  had  utilized  the  $940,000  paid  to  him  for 
the  Chain  &  General  stock  by  Interstate  Equities  Corporation  in 
order  to  buy  this  controlling  block  of  stock  directly  from  Chain  & 
General  Equities,  Inc.^°  In  addition,  Mr.  Groves  still  owed  approxi- 
mately $813,000  to  Franklin  Plan  Corporation,  which  money  was  used 
by  Mr.  Groves  to  acquire  control  of  Interstate  Equities  Corporation. 
lie  was  also  obligated  to  pay  Hunter  Marston  $145,000  for  100,000 
shares  of  Interstate  Equities  common  stock  which  was  included  in 
the  block  of  Interstate  Equities  common  stock  sold  by  Mr.  Groves  to 
Chain  &  General  Equities.  Inc.,  and  to  pay  Baker.  Simonds  &  Com- 
pany, one  of  the  original  sponsors  of  Yosemite  Holding  Corporation, 
approximately  $50,000  for  Yosemite  Holding  Corporation  warrants. 
In  addition,  he  was  obligated  to  pay  Interstate  Equities  Corporation 
$18,000  for  12,000  shares  of  Interstate  Equities  common  stock  which 
he  had  contracted  to  purchase  on  October  14,  1931.  Finallv,  on 
November  4,  1931  he  was  already  two  days  in  default  on  his  obliga- 
tion to  pay  Yosemite  Holding  Corporation  $277,500,  the  balance  due 
for  the  282,500  shares  of  common  stock  of  Yosemite  Holding  Corpora- 
tion.^^ Mr.  Groves  utilized  the  $1,325,034  he  had  received  on  the  sale  of 
Interstate  Equities  common  stock  to  Chain  &  General  Equities.  Inc.  to 
meet  the  more  immediate  of  these  obligations.  On  November  5.  1931, 
Mr.  Groves  paid  $50,878.80  to  Baker,  Simonds  &  Company  for  254,394 
Yosemite  Holding  Corporation  warrants  ^-  and  paid  $277,500  repre- 
senting the  balance  due  to  Yosemite  Holding  Corporation  for  the 
282,500  shares  of  common  stock  of  that  companv.  On  the  same  dav  he 
paid  $145,000  to  Hunter  Marston,  the  balance  due  for  100,000  shares  of 
the  common  stock  of  Interstate  Equities  Corporation.  He  was  also  in 
a  position  to  pa}^  his  obligation  to  Franklin  Plan  Corporation  amount- 
ing to  $813,000.  He  still  had  the  obligation,  however,  to  repurchase 
the  Chain  &  General  Equities,  Inc.  stock  from  Interstate  Equities  Cor- 
poration for  $940,000.  The  method  by  which  he  satisfied  this  obliga- 
tion will  now  be  indicated. 

H.  Use  of  Funds  of  Yosemite  Holding  Corporation  to  Repay 
"Loan"  to  Interstate  Equities  Corporation — Sale  by  Wallace 
Groves  of  Stock  of  Chain  &  General  Equities,  Inc.  to  Yosemite 
Holding  Corporation 

Mr.  Groves  used  the  $1,325,034,  the  proceeds  of  the  sale  of  the  com- 
mon stock  of  Interstate  Equities  Corporation  to  Chain  &  General 
Equities,  Inc..  to  fulfill  commitments  other  than  the  repurchase  of 
the  Chain  &  General  stock  from  Interstate  Equities  Corporation.^^ 
It  was  essential  for  Mr.  Groves  to  find  another  source  of  funds  to- 
effect  this  repurchase.  This  source  was  Yosemite  Holding  Corpo- 
ration, the  newly  acquired  investment  company. 

**  Op  cit.  supra,  note  1,  Commission's  Exhibit  No.  11. 
»  Id.,  at  249-50. 
»=  Id.,  at  2.57. 
»'  Id.,  at  2.50. 
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On  November  5,  1931,  Mr.  Groves  had  obtained  voting  control  of 
Yosemite  Holding  Corporation  and  had  installed  his  nominees  in  a 
majority  of  positions  on  the  board  of  directors.  Six  days  later,  on 
November  11,  1931,  the  new  board  passed  a  resolution  rescinding  all 
prior  resolutions  prohibiting  the  officers  and  directors  of  Yosemite 
Holding  Corporation  from  dealing  with  the  company  as  principal 
or  agent.**^  Immediately  after  the  passage  of  this  resolution  the 
board  approved  a  contract  between  the  company  and  Mr.  Groves  pur- 
suant to  which  the  company  assumed  almost  half  of  his  obligation  to 
Interstate  Equities  Corporation  to  repurchase  the  Chain  &  General 
common  stock. '^^ 

This  agreement,  after  reciting  that  Mr.  Groves  had  the  right  to 
purchase  467,938  shares  of  the  common  stock  of  Chain  &  General 
Equities,  Inc.  from  Interstate  Equities  Corporation,  provided  that  he 
would  cause  to  be  sold  to  Yosemite  Holding  Corporation  231,158 
of  such  shares  at  $2.38  per  share  for  a  total  of  $550,000.»«  Yosemite 
Holding  Corporation  was  to  make  payment  for  and  receive  delivery 
of  the  stock  two  days  later,  November  13, 1931.^'  Thus,  one  week  after 
Mr.  Groves  had  purchased  the  common  stock  of  Chain  &  General 
Equities,  Inc.,  allegedly  for  a  "long  term  investment,"  ^^  he  sold  ap- 
proximately one-half  of  his  holdings  of  that  stock  to  Yosemite  Hold- 
ing Corporation,  also  controlled  by  him,^" 
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1.  LIQUIDATION  OF  PORTFOLIO  BY  YOSEMITE  HOLD- 
ING COEPORATION  TO  RAISE  MONEY  TO  PURCHASE 
STOCK  OF  CHAIN  &  GENERAL  EQUITIES,  INC.  FROM 
WALLACE  GROVES 

Yosemite  Holding  Corporation  did  not  have  cash  sufficient  to 
make  this  payment  of  $550,000.  It  possessed  only  $24,054.83  in  cash 
as  at  September  30,  1931.^""  Consequently,  on  November  12, 1931,  the 
day  after  Yosemite  Holding  Corporation  agreed  to  purchase  the 
stock  of  Chain  &  General  Equities,  Inc.  from  Wallace  Groves,  its 
controlling  stockholder,  the  new  board  of  directors  sold  the  major 
portion  of  the  company's  general  portfolio,  consisting  mostlj^  of 
marketable  securities,   to   raise  the  necessary   money.^°^     Securities 

**  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.  The  directors  present  at  this  meeting  were  Messrs.  Ewart,  Robinson,  Brophy, 
Warriner,  Ryan,  Taylor,  Sommerwerck,  Maxwell,  Vance,  and  Dyke.  (Ibid.)  All  but 
Messrs.  Maxwell,  Vance,  and  Dyke  were  nominees  of  Mr.  Groves.      (Ibid.) 

88  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

»« Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  32.  An  option  on  an  additional 
12.5,000  shares  of  Chain  &  General  Equities,  Inc.,  common  stock,  exercisable  at  the  same 
price  until  February  1,  1932,  was  granted  to  Yosemite  Holding  Corporation  and/or  Joint 
Investors,  Inc.,  its  controlled  company.  (Ibid.)  The  agreement  also  gave  Mr.  Groves 
the  option  of  purchasing  up  to  100,000  additional  shares  of  Yosemite  Holding  Corpora- 
tion common  stock  at  $1.00  per  share  up  to  November  15,  1932.      (Ibid.) 

"Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  32. 

»»  Id.,  at  258-9. 

"  The  manner  in  which  Mr.  Groves  disposed  of  the  balance  of  the  stock  of  Chain  & 
General  Equities,  luc.  is  discussed  infra. 

•™  Op.  Pit.,  supra,  note  1,  Commission's  Exhibit  No.  28. 

1"  Id.,  at  791-6,   797. 


202  SECURITIES   AlsT>   EXCHAlvrGE    COMMISSION 

which  had  cost  Yosemite  Holding  Gorporation  and  Union  In- 
vestors, Inc.,  another  Yosemite  Holding  Corporation  subsidiary,^"". 
$508,750.59  were  liquidated  in  one  day  for  $321,138.10  at  an  aggregate- 
loss  of  $187,612.49.1°='  After  this  liquidation  and  the  purchase  of  Chain 
&  General  Equities,  Inc.  stock  from  Mr.  Groves,  the  assets  of  Yosem- 
ite Holding  Corporation  consisted  almost  entirely  of  its  holdings  in 
Joint  Investors,  Inc.  and  Chain  &  General  Equities,  Inc^"*  When 
questioned  on  this  phase  of  his  dealings  with  Yosemite  Holding  Cor- 
poration, Mr.  Groves  testified :  ^°'^ 

Q.  Now,  isn't  it  a  fact  that  *  *  *  "they"  [the  board  of  directors  of 
Yosemite  Holding  Corporation]  sold  every  single  security  that  they  had  in 
the  portfolio  except  the  Joint  Investors  stock  that  they  owned  and  the  Chain 
&  General  stock  that  they  owned  in  order  for  them  to  raise  the  cash  to  buy 
from  you  the  Chain  &  General  stock? 

A.  They  sold  the  greater  portion  of  them. 

Q.  *  *  *  didn't  "they"  clean  out  the  portfolio  to  buy  the  Chain  &  General 
stock  from  you? 

A.  I  told  you  they  sold  a  good  deal  of  it,  or  most  all  of  it.  I  don't  know 
about  it. 

Q.  So  that  on  December  31,  1931,  they  only  had  Joint  Investors  stock  and 
Chain  &  General  stock,  every  share  of  which  came  from  you,  isn't  that  so, 
Mr,  Groves? 

A.  Yes. 

This  $321,138.10  raised  by  Yosemite  Holding  Corporation  on  No- 
vember 12,  1931,  by  the  liquidation  of  its  securities,  together  with 
the  $282,500  derived  by  Yosemite  Holding  Corporation  from  the  sale 
to  Wallace  Groves  of  its  unissued  common  stock  was  used  by  Yosem- 
ite Holding  Corporation  to  purchase  the  231,158  shares  of  Chain  & 
General  stock  from  Mr.  Groves.  Yosemite  Holding  Corporation 
made  payment  on  November  16, 1931,  three  days  after  the  due  date.^"^ 
The  acquisition  of  this  block  of  Chain  &  General  stock  gave  Yosem- 
ite Holding  Corporation  approximately  35%  of  the  total  voting 
power  of  Chain  &  General  Equities,  Inc^"'  Subsequently,  Mr.  Groves 
caused  Yosemite  Holding  Corporation  to  increase  its  holdings  of 
Chain  &  General  stock  until  by  June  30,  1932  Yosemite  possessed 
over  50%  of  the  total  voting  power  of  Chain  &  General  Equities,  Inc., 
as  will  l3e  indicated.^** 


■"^  Id.,  Commission's  Exhibit  No.  28.  Union  Investors,  Inc.  was  a  -wholly-owned  sub- 
sidiary investment  company  of  Yosemite  Holding  Corporation,  which  had  merged  Avith 
Yosemite  Holding  Corporation.     (Id.,  at  799.) 

^*»  Id.,  at  798-800,  and  Commission's  Exhibit  No.  106.  Securities  costing  Yosemite 
Holding  Corporation  $269,011.85  were  sold  for  $150,023.15.  a  loss  of  $118,988.70.  Secu- 
rities costing  Union  Investors,  Inc.,  $239,738.74  were  sold  for  $171,114.95,  a  loss  of 
$68,623.79.      (Ibid.) 

10*  Id.,  at  797.  As  at  December  31.  1931,  Yosemite  Holding  Corporation  assets,  in 
addition  to  the  stock  of  Chain  &  General  Equities,  Inc.,  and  Joint  Investors,  Inc.,  consisted 
of  only  $41,624.99  in  cash,  $4,374.53  in  accrued  interest  and  accounts  receivable,  $3,375.57 
in  furniture  and  fixtures,  $510.10  in  prepaid  insurance  premiums  and  securities  costing 
$23,574.14  but  having  an  ascertainable  market  value  of  $3,990.  (Id.,  Commission's  Exhibit 
No.  30.) 

106  Id.,  at  796-7. 

10*  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation.  Mr.  Groves'  commitment  to  repurchase  the  stock  of  Chain  &  General 
from  Interstate  Equities  Corporation  matured  on  November  14,  1931,  but  he  did  not  make 
actual  payment  until  November  16,  1931.     (Ibid.) 

10^  For  the  purpose  of  election  of  directors,  however,  provision  was  made  for  cumulative 
voting.     (Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  219.) 

108  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 
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In  causing  the  sale  of  the  stock  of  Chain  &  General  Equities,  Inc., 
to  Yosemite  Holding  Corporation,  Mr.  Groves  followed  the  same 
l^rocedure  he  had  employed  in  "unloading"  "^  the  stock  of  Interstate 
Equities  Corporation  on  Chain  &  General  Equities,  Inc.  the  previous 
week.  Mr.  Groves  claimed  that  his  so-called  long  term  investment 
of  $282,500  in  the  Yosemite  Holding  Corporation  stock  on  November 
5.  1931,  enriched  the  investment  company  to  the  extent  of  the  cash 
paid  into  its  treasury.^"  Eleven  days  later,  however,  on  November 
16,  1931,  Mr.  Groves  had  sold  to  Yosemite  Holding  Corporation 
231,158  shares  of  Chain  &  General  Equities,  Inc.  for  $550,000.  Yosem- 
ite Holding  Corporation,  therefore,  not  only  paid  out  the  cash  it 
had  just  received,  but  also  liquidated  practicallj^  its  entire  portfolio 
to  raise  the  balance  of  the  money  needed  to  buy  the  Chain  &  General 
stock  from  Mr.  Groves. 

2.  PAYMENT  OF  PKEMIUM  FOR  CHAIN  &  GENERAL 
EQUITIES,  INC.  COMMON  STOCK  BY  YOSEMITE  HOLD- 
ING CORPORATION 

As  has  been  previously  shown,  on  November  4,  1931  Mr.  Groves 
sold  to  Chain  &  General  Equities,  Inc.,  then  under  his  control,  642,517 
shares  of  the  common  stock  of  Interstate  Equities  Corporation  at  a 
substantial  premium  over  its  asset  value  and  at  a  net  profit  to  him- 
self of  $271,069.72.  This  sale  was  admitted  by  Paul  H.  Byers,  one 
of  Mr.  Groves'  nominees  to  the  board  of  directors  of  Chain  &  General 
Equities,  Inc.,  to  be  an  "unloading."  ^^^  The  sale  of  the  231,158 
shares  of  Chain  &  General  Equities,  Inc.  stock  to  Yosemite  Holding 
Corporation  was  of  a  similar  nature. 

At  the  time  of  this  sale  Mr.  Groves  had  voting  control  of  Yosemite 
Holding  Corporation  and  a  majority  of  the  directors  were  Ms  nomi- 
nees. That  the  directors  were  aware  of  the  self -dealing  involved  in 
the  sale  is  indicated  by  their  action  in  rescinding  all  resolutions  pro- 
hibiting transactions  between  the  company  and  a  director  as  prin- 
cipals on  November  11,  1931."^ 

In  selling  to  the  company  for  a  total  of  $550,000  the  231,158  shares 
of  the  common  stock  of  Chain  &  General  Equities,  Inc.  for  which 
he  had  paid  only  $2.00  per  share,  Mr.  Groves  made  a  gross  profit  of 
$87,684^^^  and  Yosemite  Holding  Corporation  paid  over  a  half 
million  dollars  for  stock  that  had  no  asset  value."* 

In  the  opinion  of  Mr.  Groves  it  was  desirable  that  Yosemite  Hold- 
ing Corporation  purchase  the  common  stock  of  Chain  &  General 
Equities,  Inc.,  as  a  "leverage"  security,  in  order  to  enable  Yosemite 
Holding  Corporation  to  recoup  its  past  losses.^^^     However,  as  at 

10*  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  12. 

no  Id.,  at  246. 

1"  Id.,  Commission's  Exhibit  No.  30. 

^^  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

11' Op.  cit.  supra,  note  1,  at  267.  and  Commission's  Exhibits  Nos.  8  and  11. 

1"  Id.,  Commission's  Exhibits  Nos.  9  and  19.  (See  also  note  46,  supra.)  Yosemite 
Holding  Corporation  stated  the  market  value  of  the  Chain  &  General  common  was 
.$277,686.58,  but  Mr.  Groves  conceded  that  the  over-the-counter  market  in  which  the 
common  stock  of  Chain  &  General  was  traded  was  only  a  nominal  one.  (Id.,  at  291-2, 
and  Commission's  Exhibit  No.  30.) 

i«Op.  cit.  supra,  note  1,  at  263-4. 
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December  31,  1931,  the  Chain  &  General  common  stock  was  without 
asset  value  and  the  preferred  stock  of  Chain  &  General  Equities, 
Inc.  was  $14.50  per  share  "under  water"  on  the  basis  of  par  value 
and  taking  into  account  dividends  in  arrears."^  Since  there  were  then 
outstanding  25,513  shares  of  the  preferred  stock  of  Chain  &  General 
Equities,  Inc.,  the  assets  of  Chain  &  General  Equities,  Inc.  would 
have  had  to  increase  by  $370,019.12  before  the  asset  value  of  the 
Chain  &  General  preferred  stock  would  reach  its  par  figure  plus 
unpaid  dividends.^"  At  this  time,  there  were  also  outstanding 
627,200  shares  of  Chain  &  General  Equities,  Inc.  common  stock.^^* 
For  these  shares  to  reach  an  asset  value  of  $2.38  per  share,  which 
was  the  cost  to  Yosemite  Holding  Corporation,  the  assets  of  Chain  & 
General  Equities,  Inc.  would  have  had  to  increase  in  value  an  addi 
tional  $1,492,736.  In  other  words,  a  total  increase  of  $1,862,755.12  ^^'■ 
or  an  80%  increase  in  the  value  of  the  assets  of  Chain  &  General 
Equities,  Inc.  would  have  been  necessary  to  cover  the  preferred  stock 
and  bring  the  common  stock  up  to  the  price  paid  by  Yosemite  Hold- 
ing Corporation.  No  increase  ever  materialized.  "N^^ien  Yosemite 
Holding  Corporation  was  finally  dissolved  in  January  1934,  more 
than  two  years  later,  its  holdings  of  the  common  stock  of  Chain  & 
General  Equities,  Inc.  were  liquidated  at  a  substantial  loss.^-° 

3.  NONDISCLOSURE  TO  STOCKHOLDERS  OF  YOSEMITE 
HOLDING  CORPORATION  OF  TRANSFER  OF  CONTROL 

The  directors  of  Yosemite  Holding  Corporation  failed  to  make 
adequate  or  timely  disclosure  to  their  stockholders  of  the  more  sig- 
nificant aspects  of  the  management  of  the  company.  Thus,  disclo- 
sure of  the  retirement  of  the  original  sponsors  from  the  management 
of  the  company  and  the  transfer  of  control  to  Wallace  Groves  was 
not  made  until  December  31,  1931,  seven  weeks  after  the  transfer 
had  been  effected.^-^ 

The  letter  of  the  president  of  Yosemite  Holding  Corporation 
accompanying  the  report  to  stockholders  for  the  period  ending  De- 
cember 31,  1931  stated  that  Yosemite  Holding  Corporation  had 
made  a  substantial  investment  in  the  common  stock  of  Chain  &  Gen- 
eral Equities,  Inc.  but  failed  to  reveal  that  the  purchase  had  been 
made  from  Wallace  Groves,  the  dominant  figure  in  the  new  manage- 
ment of  the  company,  and  failed  to  reveal  the  amount  of  his  profit. 
Likewise,  the  letter  did  not  disclose  that  the  bulk  of  the  company's 
marketable  securities  had  been  liquidated  in  order  to  raise  money 
for  the  purchase  of  the  block  of  Chain  &  General  stock  from  Mr. 

"« Id..  Commission's  Exhibit  No.  19.  Figured  on  another  basis  the  preferred  stock 
was  even  further  "under  water,"  to  the  extent  of  $29.50.  This  figure  represents  the 
difference  between  the  amount  each  preferred  shareholder  would  have  been  entitled  to 
on  voluntary  liquidation  ($115)  plus  accrued  dividends  ($5.21)  and  the  amount  of  assets 
available  for  the  preferred  stock  ($90.71).  (Id..  Commission's  Exhibit  No.  19  and  supple- 
mentary information  supplied  the  Commission  by  The  Equity  Corporation.) 

^1' Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  19. 

M  Ibid. 

iw  Ibid. 

^^  See  discussion  infra,  pp.  223-4. 

^^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  30. 
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Oroves.^^^    Mr.  Groves  conceded  that  disclosure  of  his  connection 
with  the  purchase  had  not  been  made :  ^^^ 

Q.  Is  there  any  indication  lieie,  Mr.  Groves,  in  ct)miection  with  the  announce- 
ment that  you  have  acquired  282,500  shares  of  its  common  stock  at  a  dollar  a 
share,  that  immediately  upon  the  payment  for  that  282,500  shai-es  you  sold  the 
corporation  236,178  shares  of  Chain  &  General  Etpiities  for  half  a  million 
dollars? 

:):  «  4:  «  4:  4:  4: 

A.  Let  me  read  it.  ( After  examining  the  paper. )  Yes ;  in  the  balance  sheet 
they  show  the  cost  of  it. 

Q.  But  there  is  no  disclosure  that  it  was  purchased  from  you? 
A.  I  don't  see  any  here,  no. 

I.  Use  of  Funds  of  Franklin  Plan  Corporation  to  Repay  "Loan" 
to  Interstate  Equities  Corporation 

Mr.  Groves,  in  order  to  meet  his  commitment  to  repurchase  from 
Interstate  Equities  Corporation  for  approximately  $940,000  the  467,- 
938  shares  of  Chain  &  General  common  stocli,  had  thus  arranged 
to  sell  231,158  of  such  shares  to  his  controlled  company,  Yosemite 
Holding  Corporation,  for  $550,000.  Yosemite  Holding  Corporation 
paid  for  the  stock  on  November  16.  1931.^-*  Mr.  Groves  still  needed 
approximately  $470,000  to  pick  up  the  balance  of  the  block  of  Chain 
&  General  stock  from  Interstate  Equities  Corporation.  On  the  same 
day,  November  16,  1931.  Mr.  Groves  sold  to  Franklin  Plan  Corpo- 
ration these  remainino;  236,780  shares  of  Chain  &  General  common 
stock  at  $2.40  per  shai^,  for  a  total  of  $568,272,  although  they  had  no 
asset  value  at  this  time.  The  agreement  also  provided  that  Wal- 
lace Groves  would  repurchase  these  shares  of  stock  at  cost  within 
ninety  days.'--^  As  has  been  indicated,  Franklin  Plan  Corporation 
was  controlled  by  Wallace  Groves  and  his  brother,  and  had  previ- 
ously lent  Mr.  Groves  the  $813,000  employed  by  him  in  purchasing 
control  of  Interstate  Equities  Corporation. 

This  purchase  marked  a  wide  deviation  by  Franklin  Plan  Corpo- 
ration from  its  corporate  purpose.  Mr,  Groves  conceded  tliat 
Franklin  Plan  Corporation,  as  a  holding  company  for  small  loan 
companies,  was  not  in  the  business  of  acquiring  investment  trusts:^-'' 

»=  Ibid. 

123  Id.,  at  290-1. 

1"  See  note  106,  supra. 

^  Op.  cit,  supra,  note  1,  at  268,  271.  789,  and  Commission's  Exhibits  Nos.  19  and  33. 
See  also  note  46,  supra.  This  repurchase  provision  in  some  respects  was  similar  to 
the  provision  in  the  contract  for  the  sale  of  Chain  &  General  stock  by  Mr.  Groves  to 
Interstate  P^quities  Corporation,  which  has  been  characterized  as,  in  effect,  a  loan. 
(See  discussion,  supra,  pp.  189-200.) 

^-''-  Op.  cit..  supra,  note  1,  at  268-70.  The  board  of  directors  of  Franlilin  Plan  Corpo- 
ration was  dominated  b.v  men  friendly  to  ^fr.  Ciroves'  interests.  George  Groves,  William 
A.  Brophy,  Samuel  C.  Taylor,  and  Albert  A.  Sommerwerck,  all  nominees  of  Wallace 
<3roves,  constituted  a  majority  of  the  board  of  Franklin  Plan  Corporation.  (Id.,  Commis- 
sion's Exhibit  No.  34.)  With  the  exception  of  George  Groves,  all  of  the  men  had 
already  been  designated  by  Wallace  (iroves  as  directors  of  Yosemite  Holding  Corporation 
and/or  Chain  &  General  Equities,  Inc.  (See  notes  50,  51,  and  87,  supra.)  Although 
Mr.  Ciroves  stated  that  the  directors  of  Franklin  Plan  Corporation  were  desirous  of 
participating  in  what  seemed  a  "very  fine  deal,"  the  transaction  was  opposed  by  every 
director  of  Franklin  Plan  Corporation  other  than  the  nominees  of  Mr.  Groves.  (Op.  cit. 
supra,  note  1.  Commission's  Exhibit  No.  34.) 

153373— 40— pt.  .3 15 
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Q  *  *  *  What  did  you  do  with  tliat  236,780  shares  of  the  Chain  &  Gen- 
eral Equities  stock,  Mr.  Groves? 

A.  At  some  time  thereafter  I  sold  some  part  of  it  to  Franklin  Plan  Corpo- 
ration at  cost. 

Q.  Franklin  Plan  Corporation — that  was  controlled  hy  your  brother ;  is  that 

so? 
A.  Yes. 

******* 

Q.  Now,  the  Franklin  Plan  Corporation  didn't  have  any  previous  policy  of 
acquiring  investment  trusts,  did  it,  Mr.  Groves? 

A.  To  my  knowledge,  as  I  remember,  as  a  director  of  the  company,  I  don't 
think  they  did.  I  don't  know.  They  had  the  theory,  so  they  told  me  at  the 
time,  that  the  purchase  being  at  cost,  that  practically  all  of  the  money  going 
into  the  treasury  of  the  company,  and  security  prices  being  as  low  as  they 
were,  that  it  seemed  I  had  made  a  very  fine  deal  and  they  would  like  to  get 
part  of  the  stock. 

As  was  the  case  in  the  sale  by  Mr.  Groves  of  the  231,158  shares  of 
Chain  &  General  stock  on  November  16,  1931,  to  Yosemite  Holding 
Corporation  whereby  Groves  made  a  gross  profit  of  $87,684,  the  sale 
of  the  remainder  of  the  block,  236,780  shares  of  Chain  &  General 
stock  on  the  same  day  to  Fraixklin  Plan  Corporation  enabled  Mr. 
Groves  to  realize  a  gross  profit  of  $94,712.^-'  Mr.  Groves,  therefore, 
made  a  gross  profit  on  his  sale  of  the  entire  block  of  Chain  &  General 
Equities,  Inc.  of  $182,396.^28 

Thus  Wallace  Groves  received  a  total  of  $1,118,272  from  Yosemite 
Holding  Corporation  and  Franklin  Plan  Corporation  on  November 
16,  1931.1-^  On  tlie  same  day  he  paid  approximately  $940,000  of  this 
money  to  Interstate  Equities  Corporation  in  fulfillment  of  his  repur- 
chase obligation  and  took  deliver}^  from  Interstate  Equities  Corpo- 
ration of  the  467,938  .shares  of  Chain  &  General  common  stock.^^" 
He  immediately  turned  over  to  Yosemite  Holding  Corporation  and 
Franklin  Plan  Corporation  their  respective  portions  of  this  block  of 
stock. 

J.  Consummation  of  Acquisition 

After  Mr,  Groves  repaid  his  "loan"  to  Interstate  Equities  Cor- 
poration on  November  16,  1931,  he  was  assured  of  direct  or  indirect 
control  of  three  investment  companies.  His  direct  and  indirect  hold- 
ings of  342,500  shares  of  the  common  stock  of  Yosemite  Holding  Cor- 
poration constituted  slightly  over  50%  of  the  voting  power  of  that 
company,^^^  Yosemite  Holding  Corporation,  together  with  Frank- 
lin Plan  Corporation  controlled  by  himself  and  his  brother,  George 
Groves,  held  468,438  shares  "^  of  the  common  stock  of  Chain  & 
General  Equities,  Inc.,  representing  approximately  72%  of  the  voting 

^''  Op.  cit.,  supra,  note  1,  Commission's  Exhibits  Nos.  8,  11  and  33. 

^^^Mr.  Groves  claimed  that  expenses  reduced  the  amount  of  profit,  but  was  unable  to 
supply  any  details.     (Id.,  at  281.) 

1^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  33,  and  derived  from  supplementary 
information  supplied  the  Commission  by  The  Equity  Corpo)-ation. 

««  See  note  106,  supra. 

11  Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  30  and  185.  Mr.  Groves  held 
directly  292,500  shares  of  Yosemite  common  stock,  having  purchased  an  additional  10,000 
shares  for  .filO.OOO  from  Yosemite  Holding  Corporation  on  November  6,  1931.  Indirectly, 
through  Joint  Investors.  Inc.,  he  held  another  50,000  shares.  (Derived  from  supple- 
mentary information  supplied  the  Commission  by  The  Equity  Corporation.) 

i»*  This  amount  includes  500  shares  acquired  by  Yosemite  Holding  Corporation  from 
the  portfolio  of  Union  Investors,  Inc.,   a  subsidiary. 
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power  of  that  company."^  Finally,  Chain  &  General  Equities,  Inc., 
held  702,517  shares  of  Interstate  Equities  Corporation  common  stock, 
or  approximately  50%  of  the  company's  voting  power.^^* 

Yosemite  Holding  Corporation,  Chain  &  General  Equities,  Inc., 
and  Interstate  Equities  Corporation,  were  now  pyramided  one  upon 
the  other  with  the  top  company  controlled  by  Wallace  Groves,  with 
gross  assets  (unconsolidated)  of  approximatelv  $14,000,000  as  of 
December  31,  1931.^'=    Mr.  Groves  testified :  "6     ^ 

Q.  Well,  do  you  know  what  were  the  total  assets  of  those  three  corporations? 

A.  *     *     *     eleven  or  twelve  million  dollars. 

Q.  Which  you  got  control  of  in  payment  of  $282,000? 

A.  My  total  investment  in  Yosemite  Holding  Corporation  was  nearer  to 
$400,000. 

Q.  Well,  I  will  assume  it  was  $400,000;  but  from  the  investment  of  $400,000, 
you  had  controlled,  or  you  had  the  control,  of  assets  of  more  than  $10,000,000? 

A.  That  is  correct,  sir. 

Q.  And  you  accomplished  that  purpose  by  selling  the  securities  of  the  under 
company  to  the  over  company  at  the  time  you  put  your  nominee  on  the  board  of 
directors?     Isn't  that  so? 

A.  You  have  brought  out  the  fact,  sir.    I  can't  answer  that  yes  or  no. 

Although  Mr.  Groves'  gross  investment  in  Yosemite  Holding  Cor- 
poration aggregated  $400,000,  the  record  indicates  that  the  net  cost 
to  him  of  such  investment  was  nominal.^^'' 

K.  Attempted  Use  of  Funds  of  Joint  Investors,   Inc.  to  Meet 
Obligation  to  Franklin  Plan  Corporation 

Mr.  Groves'  progi-am  of  expansion  Avas  noAv  ahnost  complete.  How- 
ever, he  still  had  the  personal  obligation  to  repurchase  the  236,780 
shares  of  Chain  &  General  stock  for  $568,272  from  Franklin  Plan 
Corporation  within  ninety  days  after  he  had  sold  this  stock  to  Frank- 
lin Plan  Corporation."^  Mr.  Groves  failed  to  meet  this  commitment 
out  of  his  personal  resources  but  sought  other  investment  companies 
to  assume  tlie  burden  of  his  obligation.  He  first  attempted  to  unload 
this  obligation  on  Joint  Investors,  Inc.,  one  of  his  indirectly  con- 
trolled companies. 

Yosemite  Holding  Corporation,  after  it  had  purchased  231,158 
shares  of  Chain  &  General  stock  (approximately  one-half  the  block 

1^  Op.  cit.  supra,  note  1,  Commission's  Exliibits  Nos.  19,  30,  .33,  and  219.  Voting  for 
directors  was  cumulative.  (Id.,  Commission's  Exliibit  No.  219.)  Yosemite  held  231,658 
sliares,  or  35.-5%,  and  Franljlin  Plan  Corporation  held  236,780  shares,  or  36.3%  of  the 
voting  power  of  Chain  &  General  Equities.  Inc. 

"'Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  2,  18,  and  19. 

^^  Id.,  Commission's  Exhibits  Nos.  18,  19,  and  30.  In  making  this  calculation,  securities 
in  the  general  portfolios  were  taken  at  market  or  assigned  values,  rather  than  at  cost. 
Yoseniitc's  holdings  in  Chain  &  General  Eijuities,  Inc.,  and  Chain  &  General's  investment 
in  Interstate  Equities  Corporation  were  taken  at  asset  values.  (Ibid.)  Thus,  Yosemite 
Holding  Corporation  had  gross  assets  of  $62,806.83 ;  Chain  &  General's  gross  assets 
aggregated  .'?2, 323, 055.76  ;  Interstate  Equities'  gross  assets  totaled  $11,630,776.21.  (Ibid.) 
The  figures  on  Interstate  Equities  Corporation  were  taken  as  of  October  20,  1931,  because 
no  balance  sheet  for  the  yeai-end  was  available. 

li*  Op.  cit.  supra,  note  1,  at  281-2. 

^^  The  computation  showing  the  cost  of  these  acquisitions  to  Mr.  Groves  is  given  in 
detail  in  Appendix  B,  p.  781. 

"*  Op.  cit.  supra,  note  1,  at  271,  789,  and  Commission's  Exhibit  No.  33. 
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that  Groves  was  required  to  repurchase  from  Interstate  Equities  Cor- 
poration) for  $550,000,  did  not  have  the  funds  to  repurchase  the  re- 
mainder of  the  block  of  Chain  &  General  stock  from  Franklin  Plan 
Corporation.^^^  However,  at  the  end  of  November  1931,  Yosemite 
Holding  Corporation  had  voting  control  of  Joint  Investors,  Inc.,  an 
investment  company  possessing,  as  of  December  31,  1931,  net  assets 
of  $638,298."° 

In  addition  to  possessing  voting  control  of  Joint  Investors,  Inc., 
Mr.  Groves  had  installed  his  nominees  on  the  board  of  directors  of 
Joint  Investors,  Inc.  On  November  5,  1931,  the  day  on  which  Mr. 
Groves  had  assumed  control  of  Yosemite  Holding  Corporation,  Mr. 
Groves  and  his  nominees,  Messrs.  Clifford  B.  Ewart,  Ernest  B.  War- 
riner,  Wilfred  S.  Kobinson,  William  A.  Brophy,  Samuel  C.  Taylor 
and  Albert  A.  Sommerwerck  were  elected  to  seven  of  the  eleven  posi- 
tions on  the  board  of  directors  of  Joint  Investors,  Inc.^*^ 

Wallace  Groves  proposed  to  Grover  O'Neill,  original  sponsor  of 
Joint  Investors,  Inc.,  who  was  still  a  director  of  the  company,  that 
Joint  Investors,  Inc.  purchase  from  him,  ]Mr.  Groves,  100,000  shares 
of  Chain  &  General  common  stock  at  $2.30  per  share  for  a  total  of 
$230,000.^2  These  shares  vx'ere  part  of  the  236,780  shares  Avhich 
Mr.  Groves  had  agreed  to  repurchase  from  Franklin  Plan  Corpora- 
tion. As  an  alternative  iSIr.  Groves  proposed  that  Joint  Investors, 
Inc.  lend  Yosemite  Holding  Corporation  the  $230,000  with  which  to 
make  the  purchase  and  take  an  option  on  the  stock  exercisable  at  the 


^^  Yosemite  Holding  Corporation  !  ad  liquidated  almost  its  entire  portfolio  on  November 
12,  1931,  in  order  to  raise  money  to  pureliase  231,158  shares  of  the  common  stock  of 
Chain  &  General  Equities,  Inc.  from  Mr.  Groves.  As  of  December  31,  1031,  it  possessed 
net  assets  of  only  $52,907.38,  evaluating  its  general  portfolio  at  market  and  its  invest- 
ments in  subsidiaries'  stock  nt  liquidating  value.  (Id..  Commission's  Exhibits  Nos.  19 
and  30.) 

iw  In  computing  the  net  assets  of  Joint  Investors.  Inc.,  portfolio  securities  were  taken 
at  market  value.  (Kcane's  Manual  of  Investment  Tru.sts,  1932,  p.  1378.)  Joint  Investors, 
Inc.,  had  been  organized  by  Grover  O'Neill,  partner  in  Gro\<'r  O'Neill  &  Company,  on 
January  11,  1926.  At  the  time  Mr.  Groves  acquired  control  of  Yosemite  Holding  Cor- 
poration, Yosemite  held  20,000  shares  of  each  of  the  Class  A  nnd  Class  B  stocks  of  Joint 
Investors,  Inc.,  representing  working  control  of  that  company.  On  November  13,  1931. 
Yosemite  Holding  Corporation  had  acquired  an  additional  10,000  shares  of  the  Class  B 
stock,  thus  obtaining  voting  control  of  Joint  Investors,  Inc.  (Op.  cit.  supra,  note  1.  at 
738,  743-5,  1577,  and  Commission's  Exhibits  Nos.  28,  30;  and  dei-ived  from  supplementary 
information  supplied  the  Commission  by  The  Equity  Corporation.) 

1"  Op.  cit.  supra,  note  1,  at  478,  and  supplementary  information  supplied  the  Commis- 
sion by  The  Equity  Corporation.  On  the  same  day  these  men  had  been  elected  to  a 
majority  of  the  positions  on  the  board  of  Yosemite  Holding  Corporation.  (Ibid.)  The 
installation  of  Mr.  Groves'  nominees  on  the  boards  of  Yosemite  Holding  Corporation  and 
Joint  Investors,  Inc.  was  affected  in  accordance  with  the  agreemtnt  of  October  7,  1931, 
between  Mr.  Groves  and  Yosemite  Holding  Corporation  which  provided  for  the  sale  of 
Yosemite  Holding  Corporation  to  Mr.  Groves. 

"2  On  November  11,  1931,  when  Yosemite  Holding  Corporation  agrc  ed  to  purcha.se  from 
Mr.  Groves  231.158  shares  of  Chain  &  General  Equities,  Inc.,  common  stock  at  $2.38  per 
share  (op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  32)  the  agreement  also  accorded 
an  option  to  Yosemite  Holding  Corporation  and/or  Joint  Investors,  Inc.,  to  purcha.se  up 
to  125,000  additional  shares  of  Chain  &  General  common  stock  at  the  same  price.  This 
option  was  exercisable  up  to  February  1,  1932.  (Ibid.)  On  November  12,  1931,  the  day 
after  the  execution  of  the  contract  with  Mr.  Groves,  the  directors  of  Yosemite  Holding 
Corporation  decided  to  release  Yosemite  Holding  Corporation's  interest  in  the  option  to 
the  extent  that  Joint  Investors,  Inc.  would  exercise  it.  (Derived  from  supplementary 
information  supplied  the  Commission  by  The  Equity  Corporation.) 
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same  price  for  three  j^ears.^*^  Although  Mr.  O'Neill  pointed  out 
that  such  a  transaction  would  constitute  a  violation  of  the  by-laws  of 
Joint  Investors,  Inc.,  Mr.  Groves  insisted  that  the  deal  was  per- 
fectly proper.     Mr.  O'Neill  testified  in  this  connection  as  follows :  ^** 

A.  *  *  *  I  have  pointed  out  to  Mr.  Groves,  article  4,  section  6  of  our 
ItyJaws  as  follows : 

"The  corporation  may  contract  for  any  lawful  purpose  with  one  or  more  of 
its  directors  or  with  any  corporation  liaving  with  it  a  common  director  or 
directors,  if  the  contract  is  entered  into  in  good  faith  and  is  approved  or 
ratified  by  a  majority  vote  at  any  meeting  of  its  Board  of  Directors,  providing 
the  director  or  common  director  or  directors  shall  not  vote  on  the  question  and 
shall  not  be  counted  in  ascertaining  whether  or  not  a  quorum  is  present  for 
1he  purpose  of  the  meeting.  However,  no  director,  oflScer,  or  employee  of  this 
company  may  deal  as  principal  with  this  corporation  in  the  purchase  or  sale 
of  securities  for  the  account  of  the  corporation;  nor  may  any  such  director. 
ofJicer,  or  employee,  either  directly  or  indirectly,  loan  to  tins  corporation  or 
borrow  from  this  corporation  money  or  securities.  Nothing  hereinabove  con- 
tained shall  be  deemed  to  incude  or  refer  to  shares  of  stock  of  this  corporation 
or  any  securities  it  may  issue  from  time  to  time." 

Nevertheless,  Mr.  Groves  felt  and  was  advised  by  his  attorney  that  it  was 
entirely  proper  for  Joint  Investors  to  make  such  a  loan  provided  the  common 
directors  did  not  vote  thereon. 

Ill  order  to  have  Joint  Investors,  Inc.  make  the  purchase,  Mr. 
Groves  requested  that  a  special  meeting  of  the  directors  of  Joint 
Investors,  Inc.  be  called  for  the  morning  of  February  1,  1932,^*^  He 
expected  Mr.  O'Neill  to  obtain  the  consent  of  the  other  directors  of 
Joint  Investors,  Inc.^'*'  However,  on  January  ,30,  1932,  Mr.  O'Neill 
informed  Mr.  Groves  that  he  would  not  consent  to  the  transaction 
because  it  was  neither  a  sound  investment  ^*^  nor  a  ''proper"  one.^** 
,  According  to  Mr.  O'Neill,  Mr.  Groves,  however,  attempted  to  coerce 
him,  Mr.  O'Neill,  into  approval  of  the  deal  by  thinly  veiled  threats 
that  the  management  contract  which  Mr.  O'Neill  held  with  Joint 
Investors,  Inc.  would  be  abrogated,^^^  despite  the  fact  that  only  a 
few  weeks  before  INIr.  Groves  had  proposed  giving  Mr.  O'Neill  a  con- 
tract to  inanage  Yosemite  Holding  Corporation  as  well  as  Joint  In- 
A^estors,  Inc.^-^°  Mr.  O'Neill  testified  that  he  informed  Mr.  Warriner, 
one  of  Mr.  Groves'  nominees,  that  he  would  regard  such  tactics  as 
"crooked" :  ^^^ 


I'^Op.  cit.  supra,  note  1,  at  7.58-9.  At  a  special  meeting  of  the  directors  of  Yosemite 
Holding  Corporation  held  January  28,  1932,  its  officers  wei-e  authorized,  in  view  of  the 
fact  that  Yosemite  Holding  Corporation  lacked  funds  to  exercise  its  option  to  purchase 
Chain  &  General  stock,  to  negotiate  with  Joint  Investors,  Inc.  for  a  loan  to  Yosemite 
Holding  Corporation  of  the  necessary  money.  (Derived  from  supplementary  information 
supplied  the  Commission  by  The  Equity  Corporation.) 

1**  Op.  cit.  supra,  note  1,  at  7-58-9. 

I'o  Id.,  at  765. 

i^'Id.,  at  765-6. 

i^The  price  of  $2.30  per  share  for  Chain  &  General  common  slock  represented  an 
Inordinately  large  premium  over  the  net  asset  value  of  the  stock.  As  of  December  31. 
1931,  the  net  assets  of  Chain  &  General  Equities,  Inc.,  aggregated  $1,260,385.59  with  its 
holdings  of  Interstate  Equities  Corporation  common  stock  considered  to  be  without  value. 
(Id.,  Commission's  Exhibit  No.  19.)  In  order  for  the  common  stock  of  Chain  &  General 
Equities,  Inc.,  to  reach  an  asset  value  of  $2.30  per  share — the  proposed  cost  to  Joint 
Investors,  Inc. — the  value  of  the  assets  of  Chain  &  General  Equities,  Inc.,  would  have 
had  to  increase  by  $2,733,474,  or  an  increase  of  about  215%  over  the  existing  valu»  of 
its  net  assets.     (Id.,  at  760  and  Commission's  Exhibit  No.  19.) 

"**  Op.  cit.  supra,  note  1,  at  766. 

"» Id.,  at  767-9. 

iw  Id.,  at  754,  765. 

i«  Id.,  at  767-8. 
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A.  I  received  another  call  in  which  Mr.  Warriner  said  that  he  would  like  to 
have  me  call  a  special  meeting  of  the  Board  for  Monday  evening,  for  the  purpose 
of  examining  into  the  management  contract,  that  they  had  been  looking  into 
other  services. 

Q.  That  is,  *  *  *  [after]  you  said  that  you  weren't  going  to  buy  or 
approve  the  purchase  *  *  *  ^f  [thtg  Chain  &]  General  stock  from  Mi*.  Wal- 
lace Groves,  *  *  *  he  then  said,  "Well,  we  are  going  to  call  a  meeting  to 
see  if  there  isn't  something  wrong  in  connection  with  your  management  con- 
tract," isn't  that  so,  substantially? 

A.  I  think  that  that  is  an  inference. 

i|:  :):  ^  4:  $  H:  * 

I  developed  the  fact  in  talking  with  Mr.  Warriner  that  he  had  just  given  me 
every  reason  to  believe  that  they  had  confidence  in  my  management  and  he 
admitted  as  much,  and  then  I  asked  him  why  he  brought  up  the  question  of 
management  in  that  effect,  that  I  thought  that  I  understood  what  he  was  trying 
to  do,  and  I  said  that  I  take  it  that  you  are  endeavoring  to  force  me  to  agree  with 
you  in  the  Chain  &  General  Equities  matter,  and  that  I  would  regard  such  a 
transaction  as  crooked. 

I  said  that  my  name  and  the  names  of  my  friends  are  connected  with  Mr. 
Groves  in  this  and  other  companies,  and  I  will  not  permit  any  action  to  be 
taken  that  will  bring  them  into  disrepute. 

On  February  26,  1932,  Mr.  O'Neill  formed  a  protective  committee 
of  the  preferred  stockholders  of  Joint  Investors,  Inc.  to  oppose  Mr. 
Groves.^^^  When  examined  on  Mr.  O'Neill's  resistance  to  the  sale  of 
Chain  &  General  stock  to  Joint  Investors,  Inc.,  Mr.  Groves 
testified :  ^^^ 

Q.  And  isn't  it  a  fact  the  reason  you  couldn't  sell  the  balance  of  that  total 
commitment  to  Joint  Investors  was  because  Mr.  Grover  O'Neill  resisted  your 
attempt  to  unload  that  stock  on  that  trust? 

A.  That  is  rather  difficult  to  answer  in  the  affirmative  there,  because  we  had — 
Yosemite  had — several  opportunities  to  sell  their  interest  in  cash. 

Q.  No,  answer  me,  please;  did  you  try  to  sell  the  balance  of  that  stock  to 
Joint  Investors? 

A.  It  was  discussed. 

Q.  Did  Mr.  Grover  O'Neill  oppose  it? 

A.  He  didn't  want  to  do  it. 

Shortly  afterwards,  relations  between  Yosemite  Holding  Corpora- 
tion and  Joint  Investors,  Inc.,  were  severed.  On  March  18,  1932  the 
protective  committee  purchased  from  Yosemite  Holding  Corpora- 
tion the  latter's  holding  of  20,000  shares  of  the  Class  A  and  30,000 
shares  of  the  Class  B  stock  of  Joint  Investors,  Inc.,  for  $120,000.00.^ 


54 


L.  Use  of  Funds  of  Yosemite  Holding  Corporation  to  Meet 
Wallace  Groves'  Obligation  to  Franklin  Plan  Corporation 

Wallace  Groves  had  failed  in  his  attempt  to  have  Joint  Investors, 
Inc.,  assume  the  burden  of  his  repurchase  commitment  to  Franklin 
Plan  Corporation  because  of  the  opposition  of  Grover  O'Neill.  He 
was  successful  in  his  dealings  with  Yosemite  Holding  Corporation, 
where  he  met  no  opposition.  On  March  18,  1932,  Yosemite  Holding 
Corporation  had  realized  $120,000  from  the  sale  of  its  holdings  in 

^^^Id.,  Commission's  Exhibit  No.  212,  and  supplementary  information  supplied  the 
Commission  by  The  Equity  Corporation. 

W3  Op.  cit.  supra,  note  1,  at  262. 

151  Id.,  at  775,  778.  Yosemite  Holding  Corporation  used  $15,000  of  this  sum  to 
repurchase  from  Joint  Investors,  Inc.  3,200  shares  of  Chain  &  General  common  stocli  and 
50,000  shares  of  Yosemite  Holding  Corporation  common  stock.  (Id.,  at  779  and  derived 
from  supplementary  information  supplied  the  Commission  by  The  Equity  Corporation.) 
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Joint  Investors,  Inc.  Six  days  later,  on  March  24,  1932,  Yosemite 
Holding  Corporation  used  $99,436.40  of  that  sum  in  exercising  its 
option  to  purchase  from  Mr.  Groves  41,780  shares  of  the  common  stock 
of  Chain  &  General  Equities,  Inc.,  at  $2.38  per  share.  Simultaneously 
Mr,  Groves  repurchased  the  same  number  of  shares  from  Franklin 
Plan  Corporation  at  $2.40  per  shaie.^^^ 

M.  Acquisition  of  Granger  Trading  Corporation  and  Use  of  Its 
'Funds  to  Meet  Obligation  to  Franklin  Plan  Corporation 

Mr.  Groves,  therefore,  had  had  only  partial  success  in  causing  his 
controlled  investment  companies  to  meet  his  repurchase  commitment 
with  Franklin  Plan  Corporation.  After  March  24,  1932,  he  was  still 
obligated  to  reacquire  195,000  shares  of  Chain  &  General  common 
stock  from  Franklin  Plan  Corporation.  Since  Yosemite  Holding 
Corporation  had  no  substantial  assets  and  the  attempted  sale  of 
Chain  &  General  stock  to  Joint  Investors,  Inc.  had  been  prevented 
by  a  protective  committee,  Mr.  Groves  sought  a  new  source  of  funds. 

In  the  early  part  of  1932  Mr.  Groves,  on  behalf  of  Yosemite  Hold- 
ing Corporation,  began  negotiations  with  Jeffrey  Granger,  president 
of  Granger  Trading  Corporation,^^®  still  another  investment  company, 
with  the  ostensible  purpose  of  making  Granger  Trading  Corporation 
the  "nucleus"  or  "basis"  of  a  larger  trust.    Mr.  Granger  testified :  ^" 

*  *  *  I  understood  Mr.  Groves  was  going  to  use  my  trust  as  the  basis 
of  a  much  larger  trust.  In  other  words,  I  understood  that  there  was  going  to 
be  a  lot  more  money  put  in  the  trust,  and  I  felt  that  was  to  the  benefit  of  my 
stockholders  and  I  felt  ultimately  they  would  get  out  of  that  situation  with  a 
profit. 

At  the  tune  of  Mr.  Groves'  negotiations  with  Jeffrey  Granger, 
Granger  Trading  Corporation  had  outstanding  16,294  shares  of  its 
capital  stock.^^^  Of  these,  3,800  shares  were  held  by  members  of  the 
Granger  family  and  employees  of  Sulzbacher,  Granger  and  Com- 
pany, members  of  the  New  York  Stock  Exchange.^-^^  The  asset  value 
of  the  Granger  Trading  Corporation  stock  was  $12.22  per  share,"°  so 
that  the  total  assets  of  the  company  aggregated  $199,112.68.  Of 
prime  importance,  however,  was  the  fact  that  these  assets  were  all  cash, 
except  for  $15,000  in  bonds.^''^     The  shares  of  Granger  Trading  Cor- 

155  Op.  cit.  supra,  note  1,  at  805-6  and  Commission's  Exhibit  No.  33,  and  supplementary 
Information  supplied  the  Commission  by  The  Equity  Corporation.  Yosemite"s  option  to 
purchase  up  to  125,000  shares  of  Chain  &  General  common  stocl^  from  Groves  had  expired 
on  February  1,  1932.  but  had  been  extended  by  Mr.  Groves.  (Op.  cit.  supra,  note  1,  at 
793.)  Similarly,  Mr.  Groves  had  been  granted  an  extension  on  his  repurchase  obligation 
to  Franklin  Plan  Corporation. 

i°"  Id.,  at  2254-5.  Granger  Trading  Corporation  had  been  organized  as  a  management 
investment  company  on  January  3,  1929,  in  Delaware  under  the  sponsorship  of  the  New 
York  Stock  Exchange  firm  of  Sulzbacher,  Granger  and  Company.  (Id.,  at  2225-6.)  From 
the  outset  and  until  control  of  the  company  was  transferred  to  Yosemite  Holding  Cor- 
poration in  1932,  the  board  of  directors  was  composed  exclusively  of  partners  and  em- 
ployees of  Sulzbacher,  Granger  and  Company.     (Id.,  at  2229.) 

«7  Id.,  at  2263. 

i^Op.  cit.  supra,  note  1,  at  841. 

iw  Id.,  at  2257-8,  22S1. 

wo  Id.,  at  2258. 

i«  According  to  an  audit  of  Granger  Trading  Corporation  as  of  April  14,  1932,  Granger 
Trading  Corporation  "had  a  net  value  of  .?198,000,  all  in  cash  with  the  exception  of 
$15,000  worth  of  bonds".      (Id.,  at  815,  2258  and  Commission's  Exhibit  No.  108.) 
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poration  had  originally  been  sold  at  $32.50  per  share  to  the  public^ 
which  included  brokerage  clients  of  Snlzbacher,  Granger  and 
Company.^^^ 

On  April  21,  1932,  Yosemite  Holding  Corporation  purchased  from 
David  Granger,  Jeffrey  Granger,  and  their  associates,  their  personal 
holdings  of  3,800  shares  of  Granger  Trading  Corporation  stock,  at 
$12.22  per  share  for  a  total  of  $46,436.i«8  On  April  20,  1932, 
Yosemite  Holding  Corporation  purchased  from  the  treasury  of 
Granger  Trading  Cor^Doration  7,500  shares  of  that  company's  capital 
stock  at  its  pershare  asset  value  of  $12.22,  making  a  total  of 
$91,650.^^*  The  issuance  of  this  stock  increased  the  total  amount  of 
the  stock  outstanding  to  23,794  shares  and  raised  the  company's  assets 
to  $290,762.68."^  These  transactions  gave  Yosemite  Holding  Corpo- 
ration 11,300  shares  of  Granger  Trading  Corporation  stock,  or  ap- 
proximately 47%.  of  the  total  outstanding,  sufficient  to  insure 
Yosemite  Holding  Corporation  woi-king  control  of  that  company. 

Yosemite  Holding  Corporation,  as  has  been  shown,  lacked  the  re- 
sources to  finance  the  acquisition  of  Granger  Trading  Corporation. 
On  March  24,  1932,  it  had  exhausted  its  cash  funds  in  purchasing 
41,780  shares  of  Chain  &  General  stock  from  Mr.  Groves.  Therefore, 
Yosemite  Holding  Corporation  borrowed  $138,000  fi-om  its  subsid- 
iary. Chain  &  General  Equities,  Inc.  in  order  to  purchase  the  11,800 
shares  of  Granger  Trading  Corporation  stock.^^" 

The  Granger  family  had  in  this  manner  permitted  Wallace  Groves 
to  obtain  at  least  working  control  of  Granger  Trading  Corporation 
by  selling  to  Yosemite  Holding  Corporation  their  personal  holdings 
of  Granger  Trading  Corporation  stock,  and  arranging  for  the  sale 
to  Yosemite  Holding  Corporation  of  7,500  shares  of  the  Granger 
Trading  Corporation's  treasury  stock."^  This  transfer  of  control 
was  apparentl}^  motivated  by  the  fact  that  the  Granger  interests  re- 
ceived compensation  from  Yosemite  Holding  Corporation  in  addition 
to  that  received  for  their  .stock.  Yosemite  Holding  Corporation  paid 
Sulzbacher,  Granger  and  Company  $19,500  for  its  management  con- 

i«=  Op.  cit.  supra,  note  1,  at  2229,  2262. 

163  Id.,  at  2258. 

i«*Id.,  at  2267. 

105  The  implications  of  the  issuance  of  the  treasury  stock  to  Yosemite  are  significant. 
As  has  been  indicated,  prior  to  the  issuance  of  this  stock,  tliere  were  16,294  shares  of 
Granger  Trading  Corporation  outstanding.  Yosemite  acquired  3,800  shares,  or  approxi- 
mately 25%  of  the  total,  from  the  Granger  group.  The  purchase  of  an  additional  3,800 
shares  in  the  market  or  otherwise  would  have  been  necessar.v  to  give  Yosemite  Holding 
Corporation  approximately  47%  ownership,  the  percentage  it  actually  acquired  by  pur- 
chase of  the  treasury  shares.  If  these  3,800  shares  had  been  purchased  in  the  open 
market  at  their  asset  value,  $12.22  per  share,  the  cost  to  Yosemite  would  have  been 
approximately  $46,000,  but  the  money  would  have  been  paid  to  individual  stockholders 
and  not  to  the  Granger  Trading  Corporation.  Yosemite,  however,  was  purchasing  control 
with  a  view  to  ultimate  absorption  of  the  assets  of  Granger  Trading  Corporation.  It 
was  important,  therefore,  from  Mr.  Groves'  point  of  view  that  any  sums  paid  for  Granger 
Trading  Corporation  stock  be  paid  to  that  corporation.  The  funds  paid  Granger  Trading 
Corporation  for  its  treasury  stock  became  assets  of  that  company  and  in  one  form  or 
another  would  be  returned  to  Yosemite  upon  absorption  of  the  assets  of  Granger  Trading 
Corporation.  This  absorption,  in  fact,  took  place  as  will  be  indicated  hereafter.  (See 
also  Report  of  the  Conimissiou  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  p.  224.) 

I'^Op.  cit.  supra,  note  1.  at  813-4,  and  Commission's  Exhibit  No.  108.  Repayment 
was  to  be  made  within  40  days,  i.  e.,  by  May  30,  1932,  with  6%  interest.      (Ibid.) 

I*' Op.  cit.  supra,  note  1,  at  2267,  22^9. 
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tract  with  the  investment  company,  a  contract  from  which  the  spon- 
sor had  never  made  a  profit.  Jeffrey  Granger  testified  with  respect 
to  this  purchase  as  follows :  ^®^ 

Q.  In  addition  to  that  purchase  from  you  for  cash  for  $46,436,  you  received 
$19,5C0  for  the  cancellation  of  your  management  contract;  isn't  that  so? 

A.  That  is  right. 

Q.  Who  paid  that  at  that  time? 

A.  Mr.  Groves  paid  that. 

Q.  Mr.  Groves  paid  it? 

A.  Yes. 

Q.  The  fact  of  the  matter  was  you  testified  today  that  the  management  con- 
tract had  never  given  you  a  nickel  throughout  its  entire  period;  isn't  that  so? 

A.  I  don't  think — well,  I  testified  from  the  management  contract  itself  we 
had  not  realized  any  profit. 

Q.  And  here  yoii  were  getting  $19,500  from  Mr.  Groves  for  cancellation  of  that 
agreement? 

A.  I  don't  think  we  cancelled  the  agreement.     I  think  we  sold  it  to  him. 
******* 

Q.  In  any  event,  you  got  $19,500  for  the  sale  of  your  management  contract? 
A.  That  is  right. 

Moreover,  Sulzbacher,  Granger  and  Company  received  an  addi- 
tional $6,000  for  the  cancellation  of  a  lease  between  the  firm  and 
Granger  Trading  Corporation,^^'-^  thus  making  a  total  consideration 
of  $71,936  received  by  the  Granger  interests,  their  associates,  and 
Sulzbacher,  Granger  and  Company. 

On  April  21.  1932,  when  Yosemite  Holding  Corporation  acquired 
47%  of  the  voting  power  of  Granger  Trading  Corporation,  Yosemite 
Holding  Corporation  assumed  direct  control  of  the  management  of 
Granger  Trading  Corporation.  Five  of  the  six  directors  of  Granger 
Trading  Corporation  resigned,  only  Jeffrey  Granger  retaining  his 
directorship.^^*'  Wallace  Groves  and  two  of  his  associates,  Ernest  B. 
Warriner  and  William  A.  Brophy,  filled  three  of  the  vacancies.^'^ 
These  men  were  at  the  same  time  directors  of  Yosemite  Holding  Cor- 
poration.^^- In  addition,  Jeffrey  Granger  and  Myron  Granger  re- 
signed as  president  and  vice  president  of  the  company,  and  Messrs. 
Groves  and  Warriner,  respectively,  took  their  places.^"  Subsequently, 
during  May,  June,  and  July  1932,  Yosemite  Holding  Corporation 
increased  its  holdings  of  Granger  Trading  Corporation  stock  to  ap- 
proximately 51%  of  the  total  outstanding.^^* 

With  voting  and  management  control  now  assured,  Mr.  Groves 
was  in  a  position  to  transfer  the  cash  in  the  treasury  of  Granger 
Trading  Corporation  to  Yosemite  Holding  Corporation.  On  May  2, 
1932,  two  weeks  later,  a  'Tlan  and  Agreement  of  Reorganization" 
was  entered  into  between  Granger  Trading  Corporation  and  Yosemite 

188  Id.,  at  22.59-61. 

i«»  Id.,  at  2261. 

""  Id.,  at  2265-6.  Messrs.  Uuger,  I).  Granger,  M.  I.  Grau^er,  Uluianii  and  Lewyn 
resigned.  (Derived  from  supplementary  information  supplied  the  Commission  by  The 
Equity  Corporation.) 

I'l  Op.  cit.  supra,  note  1,  at  2265.  The  remaining  vacancies  were  filled  by  Herbert  C. 
Sargent  and  W.  II.  A.  Austin.      (Id.,  at  2265.) 

''-Derivi'd  Irom  supplementary  information  supiilied  the  Commission  by  The  Equity 
Corporal  ion. 

I's  Op.  cit.  supra,  note  1,  at  2266,  and  supplementary  information  supplied  the  Com- 
mis.sion  by  The  Equity  Corporation. 

"1  Op.  cit.  supra,  note  1,  at  2270. 
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Holding  Corporation.^"  By  the  terms  of  the  "Plan,"  Granger  Trad- 
ing Corporation  agreed  to  sell  to  Yosemite  Holding  Corporation  all 
its  assets,  almost  entirely  in  cash,  then  aggregating  approximately 
$290,000,1^*5  in  return  for  2,7013^4  shares  of  the  preferred  stock  and 
10,807  shares  of  the  common  stock  of  Yosemite  Holding  Corpora- 
tion. The  "Plan,"  contemplating  the  subsequent  dissolution  of 
Granger  Trading  Corporation,  provided  that  Yosemite  Holding  Cor- 
poration would  waive  its  rights  as  a  stockholder  of  Granger  Trading 
Corporation,  to  the  extent  of  11,300  shares,  to  any  distribution 
of-  Yosemite  Holding  Corporation  stock  by  Granger  Tradmg 
Corporation.^''^ 

The  next  day.  May  3,  1932,  the  offer  to  purchase  Granger  Trading 
Corporation's  assets  was  presented  to  its  directors."^  The  board, 
dominated  by  Mr.  Groves'  nominees,  accepted  the  offer  and  recom- 
mended that  it  be  presented  to  the  stockholders  for  acceptance.!'^ 
Messrs.  Groves  and  Warriner,  two  of  the  six  directors  of  Granger 
Trading  Corporation,  were  at  the  same  time  directors  of  Yosemite 
Holding  Corporation.!^"  At  least  two  other  directors  of  Yosemite 
Holding  Corporation,  Messrs.  Sargent  and  Austin,  were  nominees  of 
Mr.  Groves.  Thus,  a  majority  of  the  new  board  of  directors  of 
Granger  Trading  Corporation  were  elected  after  Yosemite  Holding 
Corporation  had  acquired  almost  a  majority  of  Granger  Trading 
Corporation's  stock  and,  in  fact,  dominated  the  management  at  the 
time  of  the  sale  of  Granger  Trading  Corporation's  assets  to  Yosemite 
Holding  Corporation. 

Nor  were  the  rights  of  the  minority  stockholders  of  Granger 
Trading  Corporation  adequately  protected  by  the  one  remaining 
"independent"  director,  Jeffrey  Granger.  When  Yosemite  Holding 
Corporation's  offer  to  purchase  the  assets  of  Granger  Trading  Cor- 
poration came  before  the  directors  of  Granger  Trading  Corporation, 
Jeffrey  Granger  testified  he  did  not  approve  the  transaction :  ^^^ 

A.  I  was  present  at  a  meeting  where  that  proposition  was  discussed. 

Q.  What  did  you  say  when  that  proposition  was  put  up? 

A.  I  said  that  I  thought  that  it  was  a  proposition  that  should  be  very  seriously 
considered  by  the  Board  of  Directors. 

Q.  Serious  in  what  respect? 

A.  Serious  as  a  step.  Well,  any  sale  of  any  assets  of  a  corporation  to  another 
one  is  always  a  serious  step. 

*  *  *  ♦  *  ♦  * 

Q.  Didn't  you  have  any  difficulty  with  that  offer? 
A.  I  had  a  great  deal  of  difficulty  with  it. 
Q.  Did  you  ever  approve  it? 
A.  I  never  approved  it. 

Whatever  Mr.  Granger's  reaction  to  this  transaction  may  have  been, 
however,  he  must  have  known  that  his  objections  would  fall  on  the 
deaf  ears  of  a  board  of  directors  that  was  dominated  by  Mr.  Groves. 
Mr.  Granger  testified  further  r^^^ 

"=Id.,  Commission's  Exhibit  No.  107. 
i™Icl.,  at  2268,  and  Commission's  Exhibit  No.  108. 
!■"  Id.,  Commission's  Exhibit  No.  107. 
iwid.,  at  2272. 
"9  Id.,  at  2275. 

ISO  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

la  Op.  cit.  supra,  note  1,  at  2272-4^. 
182  Id.,  at  2274-5. 
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Q.  Did  you  think  that  because  you  didn't  agree  with  it,  you  didn't  approve  it? 

A.  I  didn't  think  that  it  was  something  that  I  could  resolve  myself.  I  felt 
that  that  was  something  for  the  controlling  interests  to  determine.  They  were 
then  responsible  for  the  conduct  of  the  corporation,  and  I  felt  that  they  were 
the  ones  really  to  pass  upon  the  advisability  of  any  such  offer,  but  I  did  point 
out  in  the  meeting  that  before  this  thing  should  be  consummated,  the  directors 
should  give  it  the  closest  attention,  and  to  determine  whether  or  not  it  was 
for  the  best  interests  of  the  stockholders. 

Now,  I  was  one  out  of  six  directors,  and  I  presume  that  the  Board  of  Di- 
rectors did  give  it  that  thought  and  attention,  and  that  they  finally  came  to  the 
conclusion  that  that  was  for  the  best  interests  of  the  stockholders. 

*  *  *  *  *  *  * 

Q.  Now,  you  knew  that  any  speech  that  you  were  making  at  that  meeting  was 
being  made  to  nominees  of  Mr.  Groves,  is  not  that  so,  and  those  were  his  people 
that  he  picked,  isn't  that  so? 

A.  I  knew  that  he  picked  that  Board  of  Directors,  but  I  didn't  know  that 
they  would' not  exercise  their  best  judgment  in  regard  to  what  was  best  for  the 
stockholders. 

Although  Mr.  Granger  "never  approved"  the  sale  of  assets,^®^  he 
did  not  vote  against  it.^**  He  testified  that  he  was  not  present  at  the 
meeting  of  the  board  of  directors  when  action  was  taken  upon  the 
Q^gj.  185  jj^  ia,ct,  when  proxies  were  solicited  for  approval  of  the  sale 
of  assets  by  stockholders/^*'  Jeffrey  Granger  was  one  of  the  nominees 
in  the  proxy  despite  the  fact  that,  as  he  testified,  he  had  not  approved 
the  plan. 

Although  Mr.  Granger  testified  that  his  name  was  used  without  his 
authority,  and  that  he  realized  that  the  appearance  of  his  name  on 
the  proxy  might  cause  stockholders  of  Granger  Trading  Corporation 
to  believe  he  approved  the  plan,  he  took  no  steps  to  remove  this  im- 
pression.    Mr.  Granger's  testimony  on  this  phase  is  as  follows :  ^^^ 

Q.  *  *  *  were  you  designated  one  of  the  proxies  in  the  proxy  that  was 
sent  out? 

A.  My  name  was  on  the  proxy,  but  it  was  not  done  with  my  authorization. 

Q.  Did  you  object  to  it? 

A.  I  certainly  did.  That  was  sent  out  without  my  consent  and  I  certainly 
did  object  to  it. 

Q.  On  that  score,  did  you  write  to  the  stockholders  and  say,  "My  name  ap- 
pears on  this  proxy,  but  it  is  not  only  without  my  consent,  but  against  my 
wishes."     Did  you,  Mr.  Granger? 

A.  I  considered  that,  but  I  didn't  think  it  was  advisable. 

Q.  And  wasn't  this  the  consequence,  that  a  stockholder 

A.  Because  there  were  three  or  four  other  people  there  and,  as  a  matter  of 
fact,  I  didn't  exercise  any  of  those  proxies.  I  didn't  go  to  the  meeting  and  I 
didn't  exercise  any  of  them. 

Q.  Isn't  it  a  fact  that  a  stockholder  exercising  that  proxy,  seeing  your  name 
there,  would  have  the  right  to  assume  that  you  approved  this  transaction  and 
the  sale  of  all  the  assets  of  the  trust  in  exchange  for  Tosemite  Holding  Com- 
pany stock,  and  the  truth  is  that  you   did  not  want  your  name  there? 

A.  That  is  true. 

A.  *  *  *  Anybody  that  asked  me  about  it,  I  tdd  them  I  neither  approved 
nor  disapproved  of  it.     I  gave  them  the  facts. 

After  the  board  of  Granger  Trading  Corporation  had  approved 
the  offer  of  Yosemite  Holding  Corporation,  only  the  consent  of  the 
stockliolders  of  Granger  Trading  Corporation  was  needed  to  effect 

i®Id.,  at  2274. 

18*  Ibid. 

i«  Id.,  at  2272. 

i8«Id.,  at  2284,  2290. 

I'^Id,  at  2290-2. 
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the  sale  of  the  assets  of  their  company  to  Yosemite  Holding  Corpo- 
ration. Under  the  laws  of  Delaware,  which  were  applicable  to  the 
situation,  a  sale  of  assets  could  be  consummated  on  the  vote  of  a 
majority  of  the  outstanding  stock.^^^  Since  Yosemite  Holding  Cor- 
poration already  held  a  majority  of  the  outstanding  voting  power 
of  Granger  Trading  Corporation,  the  public  investors  who  held  the 
minority  block  could  not  by  their  votes  prevent  the  sale. 

On  May  25,  1932,  a  meeting  of  the  stockholders  of  Granger  Trad- 
ing Corporation  was  called  to  vote  on  Yosemite  Holding  Corpora- 
tion's offer.^^^  Yosemite  Holding  Corporation,  as  majority  stock- 
holder of  Granger  Trading  Corporation,  voted  to  accept  its  own  offer 
to  acquire  the  cash  assets  of  approximately  $290,000  of  Granger 
Trading  Corporation.  Granger  Trading  Corporation  was  shortly 
thereafter  dissolved.^^" 

The  Granger  interests,  after  receiving  the  various  payments  men- 
tioned above,  either  deliberately  or  unwittingly  assisted  Wallace 
Groves  in  acquiring,  through  Yosemite  Holding  Corporation,  the 
cash  of  Granger  Trading  Corporation  to  enable  him  to  meet  his  per- 
sonal obligation  of  Franklin  Plan  Corporation. 

As  has  been  indicated,  on  April  20,  1932,  Yosemite  Holding  Cor- 
poration purchased  from  Granger  Trading  Corporation,  7,500  shares 
of  treasury  stock  for  $91,650.  It  might  have  been  assumed  that  by 
this  purchase  additional  funds  were  to  be  supplied  to  Granger  Trad- 
ing Corporation.  However,  two  weeks  later,  on  May  2,  1932,  the 
plan  of  reorganization  of  Granger  Trading  Corporation,  whereby 
Yosemite  Holding  Corporation  was  to  obtain  all  the  company's  as- 
sets, consisting  almost  entirely  of  cash,  was  proposed  and  consum- 
mated shortly  thereafter.  By  this  device  Wallace  Groves,  through 
Yosemite,  not  only  received  back  the  $91,650  paid  into  the  treasury 
of  Granger,  but  also  all  the  other  cash  assets  of  that  organization. 

1^  The  appropriate  provision  of  tlie  laws  of  Delaware  reads  as  follows  (Delaware 
Revised  Code  (1935).  Chapter  65,  Section  65)  :  "Every  corporation  organized  under  the 
provisions  of  this  Chapter,  may  at  any  meeting  of  its  Board  of  Directors,  sell,  lease,  or 
exchange  all  of  its  property  and  assets,  including  its  good  will  and  its  corporate  fran- 
chises, upon  such  terms  and  conditions  and  for  such  consideration,  which  may  be  in 
whole  or  in  part  shares  of  stock  in  and/or  other  securities  of,  any  other  corporation  or 
corporations,  as  its  Board  of  Directors  shall  deem  expedient  and  for  the  best  interests  of 
the  corporation,  when  and  as  authorized  by  the  :iffirmative  vote  of  the  holders  of  a 
majority  of  the  stock  issued  and  outstanding  having  voting  power  given  at  a  stockholders' 
meeting  duly  called  for  that  purpose,  or  when  authorized  by  the  written  consent  of  the 
holders  of  a  majority  of  the  voting  stock  issued  and  outstanding,  provided,  however,  that 
the  Certificate  of  Incorporation  may  require  the  vote  or  written  consent  of  the  holders 
of  a  larger  proportion  of  the  stock  issued  and   outstanding." 

1*^*  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

i""  Ibid.  On  July  25,  1932,  two  months  after  the  sale  of  the  assets  of  Ciranger  Trading 
Corporation  to  Yosemite  Holding  Corporation,  the  directors  of  Granger  Trading  Corpora- 
tion voted  to  dissolve  the  company  and  called  a  stockholders"  meeting  to  approve  the 
decision.  The  stockholders,  at  a  meeting  held  August  29,  19o2.  with  Yosemite  Holding 
Corporation  voting  53%  of  the  required  two-thirds  of  the  oustanding  voting  stock,  con- 
sented to  the  dissolution  pursuant  to  Delaware  Revised  Code  (1935),  Chapter  65,  Section 
39.  (Ibid.)  Distribution  of  Granger  Trading  Corporation's  assets  was  then  made  to 
stockholders  of  Granger  Trading  Corporation,  Yosemite  Holding  Corporation  participat- 
ing only  to  the  extent  of  its  holdings  in  excess  of  11,300  shares  of  Granger  stock.  The 
assets  consisted  of  2,701%  shares  of  the  preferrjd  stock,  10,807  shares  of  the  common 
stock  of  Yosemite  Holding  Corporation,  and  about  .'R2.300  in  cash,  representing  a  dividend 
on  the  Yosemite  Holding  Corporation  preferred  stock.  (Ibid.,  and  op  cit.  supra,  note  1, 
Commission's  Exhibit  No.   107.) 
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Manifestly,  the  purchase  of  the  Granger  Trading  Corporation  stock 
by  Yosemite  Holding  Corporation  was  not  for  the  purpose  of 
strengthening  the  condition  of  Granger  Trading  Corporation  but 
rather  was  a  device  to  give  Wallace  Groves  control  of  Granger 
Trading  Corporation  so  that  he  could,  through  Yosemite  Holding 
Corporation,  obtain  the  cash  of  Granger  Trading  Corporation  and 
use  these  funds  in  his  own  personal  transactions. 

Mr,  Granger,  when  examined  on  his  obligations  to  the  other  stock- 
holders in  Granger  Trading  Corporaion,  testified :  ^^^ 

Q.  The  fact  is  you  were  the  ouly  ones  out  of  that  entire  corporation,  isn't 
that  so,  that  sold  your  stock  to  Mr.  Groves  for  cash? 

A.  You  mean  I,  or  the  firm? 

Q.  You  or  the  firm  or  your  brothers  or  partuers. 

A.  That  is  right. 

Q.  So  that  you  got  cash  and  the  rest  of  the  stockholders  got  Yosemite  stock, 
isn't  that  so? 

A.  That  was  not  part  of  luy  arrangement. 

******* 

Q.  And  it  was  at  that  time  that  you  sold  your  stock  for  cash  at  $12.22  per 
share,  which  was  the  liquidating  value,  and  you  got  .$46,436.  but  the  rest  of 
the  stockholders  did  not  get  cash,  isn't  that  so? 

A.  They  did  not  sell  their  stock.     I  was  the  only  one  sold  my  stock. 

Q.  You  have  testified  before,  Mr.  Granger,  that  for  a  period  prior  to  the 
time  the  Wallace  Groves  interest  had  taken  control  of  the  situation  you  were 
in  this  liquid  position? 

A.  That  is  right. 

Q.  So,  if  you  dissolved  that  corporation  at  that  time  every  other  stockholder 
would  have  gotten  .$12.22  per  share  just  the  same  as  vou? 

A.  That  is  true. 

*  -  *  *  *  *  * 

<7.  Did  you  get  any  other  considenitiou  at  that  time,  eitliHr  from  Mr.  Groves 
or  from  the  Granger  Ti-ading  Corporation? 

A.  Not  that  I  know  of. 

Q.  Didn't  you  get  .$6,000  for  the  cancellation  of  a  lease? 

A.  That  is  right. 

Q.  So  that  in  addition  to  your  getting  cash  of  $46,4.36  for  your  stock,  you 
got  $19,.50O  for  the  sale  of  the  mai\agement  contriict  and  $6,000'  for  the  cancel- 
lation of  a  lease? 

A.  TTiat  is  right. 

Q.  And  at  tliat  time  had  the  corporation  been  dissolved  every  other  one  of 
the  stockholders  would  have  gotten  $12.22  also,  isn't  that  so? 

A.  I  don't  know  that  the  corporation  could  have  been  dissolved. 

Q.  It  had  cash,  didn't  it? 

A.  I  know,  but  yon  have  to  get  the  consent  of  the  stockholders,  and  I  don't 
thinlc  they  would  have  consented. 

Q.  The  stockholders  would  not  have  con.sented? 

A.  I  don't  think   so. 

Q.  Did  you  make  an  attempt  to  a.sk  them  if  they  wanted  cash? 

A.  I  canvassed  a  few,  and  I  think  mf)st  of  them*  wanted  to  stay  in  the  invest- 
ment tru.st  and  rec(»up  their  los.ses.  1  tliiidc  that  is  a  natural  tiling  for  a  man 
to  do  who  has  made  an  investiuent. 

Q.  Did  you  tell  those  people  you  wanted  to  turn  over  their  cash  to  Mr. 
"VVidlace  Groves  to  manage? 

A.  We  didn't  turn  over  the  cash  for  them  to  ninnage.  We  sold  our  stock  to 
Mr.  Groves  and  our  management  contract. 

Q.  That  is  right.  This  st(.fk  of  the  Granger  Trading  Corporation  had  been 
sold  to  your  clients,  isn't  that  true? 

A.  That  is   true. 

Q.  Tho.se  people  for  wlutm  you  had  acted  as  brokei-? 

A.  That  is  true. 


Op.  cit.  .supr.T,   note  1,  at  22.57-78. 
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Q.  Those  people  wliom  you  owed  the  highest  fiduciary  duty,  not  only  as  thelt 
advisers,  but  as  the  persons  who  liad  sold  them  the  stock  in  the  first  instance, 
isn't  that  so? 

A.  That  is  right. 

Q.  You  took  the  cash  and  they  stayed  in? 

A.  That   is  right.  .  . 

*  if  *  *  *  *  0 

Q.  Was  there  any  attempt  made  to  disclose  it? 

A.  No,  there  was  no  attempt  made  to  disclose  it,  and  no  attempt  made  to 
hide  it.  I  think  that  it  was  a  matter  of  public  record,  that  that  stock,  that  we 
had  sold  that  stock  to  him,  and  that  he  bought  7,500  shares,  and  as  a  matter  of 
fact,  I  think  that  the  stockholders  subsequently  approved  these  various  things 
by  a  more  than  50  percent  majority,  and  I  was  told  that  it  was  almost 
unanimous. 

Q.  Well,  of  course,  don't  you  think  that  the  stockholder  may  have  relied  a 
little  bit  on  the  fact  that  you  were  ou  the  Board  of  Directors,  and  didn't  object 
to  it,  and  since  you  were  the  sponsors  of  the  trust  and  had  sold  them  the  stock 
that  you  felt  that  it  was  a  good  idea? 

A.  I  don't  think  so,  because  I  think  subsequent  to  my  selling  the  stock,  I 
think  that  Mr.  Groves  got  out  several  letters  to  the  stockholders,  and  I  think 
that  the  stockholders  felt,  my  impression  of  Mr.  Groves  was  that  he  was 
properly  a  director  of  the  corporation. 

After  repaying  the  $138,000  which  it  had  borrowed  from  Chain  & 
General  Equities,  Inc.,^^-  Yosemite  Holding  Corporation  used  some 
of  the  funds  remaining  out  of  the  $290,000  in  cash  received  from  the 
sale  of  its  stock  to  Granger  Trading  Corporation  ^^^  to  finance  Mr. 
Groves'  personal  obligation.  On  June  30,  1932,  Yosemite  Holding 
Corporation  purchased  from  Mr.  Groves  46,219  shares  of  Chain  & 
General  common  stock  at  $2.38  per  share  for  a  total  of  $110,001.22-i_»^ 
This  amount  supplied  Wallace  Groves  with  the  money  to  meet  his 
commitment  to  Franklin  Plan  Corporation.  Thus  Mr.  Groves,  on 
the  same  day,  bought  the  same  number  of  shares  from  Franklin  Plan 
Corporation  at  $2.40  per  share.^^^  As  a  result  of  the  purchase  by 
Yosemite  Holding  Corporation  from  Mr.  Groves  of  the  Chain  & 
General  stock,  Yosemite  Holding  Corporation  obtained  more  than 
50%  of  the  voting  power  of  Chain  &  General  Equities,  Inc.^^'^ 

N.  Formation  of  The  Equity  Corporation 

Wallace  Groves,  however,  had  not  completely  met  his  obligation  to 
repurchase  from  Franklin  Plan  Corporation  the  236,780  shares 
of  Chain  &  General  common  stock  which  he  had  originally  sold  to 
that  corporation.  He  had  caused  Yosemite  Holding  Corporation  to 
purchase  89,749  shares.^°^  He  was  still  obligated  to  repurchase 
147,031  shares  at  $2.40  per  share,  or  a  total  of  $352,874.40.198  It  will 
now  be  indicated  how  this  obligation  was  ultimately  liquidated. 

»=  Id.,  at  831-2,  and  Commission's  Exhibit  No.  108. 

1^^  Id.,  Commission's  Exhibit  No.  107.  Only  about  $15,000  was  represented  by  securities. 
(Ibid.) 

i«i  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  33. 

«5ibid.  Mr.  Groves  tool?  a  loss  of  2t  per  share,  or  a  total  of  $924.88.  (Ibid.)  Two 
weeks  before,  on  June  15,  1932,  Yosemite  Holding  Corporation  had  purchased  from 
Franklin  Plan  Corporation,  apparently  directly,  1,750  shares  of  Chain  &  General  common 
stock  at  $2.38  per  share  for  a  total  of  $4,165.      (Ibid.) 

»8  Op.  cit.  supra,  note  108. 

1*"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  33. 

i»s  Id.,  at  307. 
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On  December  7,  1932,  Mr.  Groves  and  Chase  Donaldson  with 
various  of  his  associates  ^^^  organized  The  Equity  Corporation  under 
the  laws  of  Delaware  as  an  investment  company  of  the  general  man- 
agement type.^°°  Mr.  Donaldson  and  his  associates  controlled  Allied 
General  Corporation,  a  company  then  engaged  primarily  in  the  dis- 
tribution of  securities.2''^  Mr.  Groves,  himself,  controlled  Yosemite 
Holding  Corporation  through  a  personal  holding  company,  Compania 
Montana,^**^  a  Panama  corporation  and,  through  Yosemite  Holding 
Corporation,  indirectlj^^  controlled  Chain  &  General  Equities,  Inc., 
and  Interstate  Equities  Corporation. ^"^ 

On  December  9,  1932,  two  days  after  the  organization  of  Tlie 
Equity  Corporation,  Mr.  Groves  and  Mr.  Donaldson  and  his  asso- 
ciates turned  into  the  new  corporation  their  control  holdings  of 
Yosemite  Holding  Corporation  and  Allied  General  Corporation, 
respectively,  in  return  for  1,650,000  shares  of  The  Equity  Corpora- 
tion common  stock.  In  addition,  $50,000  in  cash  was  supplied  The 
Equity  Corporation  in  return  for  50,000  shares  of  The  Equity  Corpo- 
ration common  stock.  Out  of  the  1,700,000  shares  thus  issued,  con- 
stituting all  of  The  Equity  Corporation's  then  outstanding  stock, 
Mr.  Groves  received  1,150,000  .shares  for  his  control  holdings  of 
Yosemite  Holding  Corporation  stock,^°*  and  Chase  Donaldson  and 
his  associates  received  500,000  shares  for  the  Allied  General  Corpo- 
ration holdings  and  50,000  shares  for  the  cash. 

190  Tiiese  other  associates  were  Herbert  R.  Anderson,  W.  F.  Best,  R.  S.  Elliot,  Jr.. 
Alfred  M.  Elsesser,  Kenneth  S.  Gaston,  and  Eliot  Sharp.  (Public  Examination,  Allied 
General  Corporation,  at  5296  and  Commission's  Exhibits  Nos.  495  and  496.) 

^'^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  831.  From  the  outset  it  was  the 
purpose  of  the  sponsors  of  The  Equity  Corporation  to  cause  the  company  not  only  to 
function  as  an  investment  medium,  but  also  to  engage  in  the  acquisition  of  other  invest- 
ment companies  and,  following  that,  to  simplify  their  corporate  structures.  (Derived 
from   supplementary  information   supplied  the  Commission  by  The  Equity  Corporation.) 

»iOp.  cit.  supra,  note  1,  at  7S30,  7848,  7852. 

="»  By  November  16,  1931,  Mr.  Groves  had  acquired  292,500  shares  of  Yosemite  common 
for  $292,500.  Commissions,  fees,  and  other  expenses  increased  the  cost  to  $363,356.29. 
On  December  15,  1931,  Mr.  Groves  sold  these  shares  for  $150,000  to  Wagegro  Corporation, 
a  Delaware  corporation  controlled  by  Mr.  Groves.  The  sale,  admittedly  made  to  estab- 
lish a  loss  for  tax  avoidance  purposes,  offset  the  net  profit  which  Mr.  Groves  had  realized 
on  November  4,  1931,  from  the  sale  of  642,517  shares  of  the  common  stock  of  Interstate 
Equities  Corporation  to  Chain  &  General  Equities,  Inc.  Shortly  thereafter,  Wagegro 
Corporation  sold  the  Yosemite  common  stock  to  Compania  Montana,  a  Panama  corporation, 
wholly  owned  by  Mr.  Groves.  (Public  Examination,  Phoenix  Securities  Corporation,  at 
6036-40.) 

Between  November  16,  1931,  and  December  9,  1932,  Mr.  Groves  or  his  affiliated  com- 
panies purchased  from  Yosemite  Holding  Corporation  and  in  the  open  market  additional 
shares  of  the  common  stock  of  Yosemite  Holding  Corporation  until  their  total  holdings 
aggregated  327,532  shares,  representing  50.1%  of  the  voting  power  of  the  company.  (Op. 
cit.  supra,  note  1,  at  285,  and  Commission's  Exhibits  Nos.  185,  766  at  10,  and  843 ; 
and  derived  from  supplementary  information  material  supplied  the  Commission  by  The 
Equity  Corporation.) 

="»0p.  cit.  supra,  note  1,  at  7849. 

^  The  Allied  General  Corporation  stock  had  an  asset  value  of  about  $250,000.  The 
Yosemite  Holding  Corporation  stock  had  no  asset  value.  Thus,  on  formation,  Tlie  Equity 
Corporation's  total  assets,  on  the  basis  of  liquidating  value,  were  worth  about  $300,000. 
Yosemite  Holding  Corporation,  however,  had  voting  control  of  Chain  &  General  Equities, 
Inc.  which  in  turn  had  voting  control  of  Interstate  Equities  Corporation.  The  gross 
assets  of  these  companies,  together  with  the  gross  assets  of  Allied  General  Corporation, 
aggregating  approximately  $6,500,000  at  that  time  were  thus  brought  under  The  Equity 
Corporation's  control.  (Id.,  at  7849-50,  11983-6,  119S9-91,  and  Commission's  Exhibits 
Nos.  760,  831,  and  1173.) 
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O.  Sale  of  The  Equity  Corporation  to  David  M.  Milton 

Within  six  months  after  tlie  formation  of  The  Equity  Corporation, 
Mr.  Groves  sold  his  interest  therein,  consisting  of  1.150,000  shares 
of  the  common  stock,  for  $1,050,000  to  David  M.  Milton'  and  EUery  C. 
Huntington,  Jr.,  members  of  the  New  York  law  firm  of  Satterlee  & 
Canfield.^°°  Interstate  Equities  Corporation,  as  a  result  of  collabora- 
tion between  Messrs.  Milton  and  Groves,  ultimately  put  u]j  the  bulk 
of  the  cash  needed  by  Mr.  Milton  to  bu,y  out  jSIr.  Grooves.  The 
fact  that  Mr.  Groves  was  indirectly  in  control  of  Interstate  Equities 
Corporation  ~°^  did  not  prevent  him  from  participating  in  and  profit- 
ing from  the  deal. 

The  mechanics  and  the  details  of  this  sale  of  tlie  controlling  block 
of  The  Equity  Corporation  stock  are  briefl}^  outlined.  On  May  19, 
1933,  Messrs.  Milton  and  Huntington  caused  Underwriters  Equities, 
Ins.,  their  controlled  subsidiary,  to  sell  56,410  shares  of  American 
Colony  Insurance  Company  stock  aud  41,601  shares  of  Colonial 
States  Fire  Insurance  Company  stock  to  Interstate  Equities  Corpo- 
ration (an  indirect  subsidiary  of  The  Equity  Corporation)  for  $894,- 
812.90  in  cash.-"'  Underwriters  Equities,  Inc.,  then  transferred 
$705,010  of  this  cash  to  its  controlled  dummy  corporation.  Oceanic 
Insurance  Company,  Ltd.,  in  return  for  all  the  capital  stock  of  this 
company.^"^ 

On  May  26,  1933,  only  one  week  later,  Oceanic  Insurance  Com- 
pany, Ltd.,  indirectly  controlled  by  Messrs.  Milton  and  Huntington 
through  Underwi-iters  I]quities.  Inc.,  bought  outright  from  Com- 
pania  Montana,  the  personal  holding  company  controlled  by  Mr. 
Groves,  1,000,000  shares  of  The  Ecfuity  Coiporatiou  common  stock 
for  $900,000.-^'"  These  funds  consisted  of  tlie  cash  realized  only  the 
week  before  by  Underwriters  Equities,  Inc.,  parent  of  the  Oceanic 
Insurance  Company,  Ltd.,  by  its  sale  of  the  insurance  stocks  to 
Interstate  Equities  Coi*poration.  Thus,  in  effect,  the  funds  of  the 
indirect  su])sidiary  (Interstate  Equities  Corporation)  of  The  Equity 
Corporation  were  used  l)y  INIr.  Milton  to  pay  Mr.  Groves  for  control 
of  The  Equity  Corporatioji.  Mr.  Milton  testified  on  this  phase  of  the 
transaction  as  follows  :-^° 

Q.  *  *  *  [the]  situation  wa.s  that  on  May  [19]  1933,  Underwriters 
Equities  sells  to  Interstate  Equities,  at  the  time  Wallace  Groves    [indirectly! 

^'' Op.  cit.  .supra,  note  1,  Commissions  Exhibit  No.  S87.  Mr.  Huntington  Is  still  a 
partner  of  Satterlee  «&  Canfield. 

2'«It  will  be  recalled  that  Wallace  Groves,  through  liis  piusonal  hohling  company,  con- 
trolled The  F:quitj-  Corporation  which  controlled  Yosemite  Holding  Corporation.  The 
latter  in  turn  controlled  Chain  &  General  Equities,  Inc.,  which  in  turn  controlled  Inter- 
state Equities  Corporation. 

=»' Op.  eit.  supra,  note  1,  at  7917,  aud  Commission's  Exhibit  No.  S.37. 

^^  Id.,  Commission's  Exhibit  No.  837  and  Securities  Registration  Statement  for  The 
Equity  Corporation,  Post  Effective  Amendment,  filed  with  the  Securities  and  Exchange 
Commission,  July  17,  19.37,  Item  39. 

^'"Op.  cit.  supra,  note  1,  Commissiou's  Exhibits  Nos.  718  and  8.37.  Of  the  $900,000, 
.$700,000  was  paid  in  cash  and  !i;200,000  in  notes  which  were  paid  in  November  1933. 
(Ibid.)  The  balance  of  Mr.  Groves'  Equity  stock,  150,000  shares,  was  taken  under  option 
to  be  executed  on  or  before  .Tune  1,  1934,  by  Oceanic  Insurance  Company,  Ltd.,  at  .$1  per 
share.  (Id..  Commission's  Exhibit  No.  718.)  Oceanic  Insurance  Company,  Ltd.,  exercised 
the  option  as  to  7.5.000  shai'es  in  August  1934.  The  option  on  the  other  75,000  shares 
was  assigned  to  Chase  Donaldson  and  exercised  by  him  in  May  1934.  (Op.  cit.  supra, 
note   208.) 

"'"Op.  cit.  supra,  note  1,  at  7905-0. 
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controls  that  company  *  *  *  jj^^p  hundred  thousand  dollars  worth  of 
insurance  stock,  aud  one  week  later  it  takes  [the]  money  it  got  [for]  the 
insurance  stock  and  buys  a  million  dollars  worth  of  stock  of  Equity  Corpora- 
tion from  Mr.  Wallace  Groves?     Isn't  that  so? 

A.  That  is  correct. 

Q  *  *  *  rpY^f,  cash  that  was  used  by  this  interest  to  get  control  of  The 
Equity  Corpoi'atiun  was  money  Ihat  came  from  a  subsidiary  of  The  Equity 
Corporation?     Isn't  that  so?     *     *     * 

A.  I  think  that  is  correct. 

Mr.  Milton  further  testified  that  one  of  the  conditions  of  his  pur- 
chase of  The  Equity  Corporation  stock  from  Mr.  Groves  was  that 
Interstate  Eqidties  Corporation  purchase  the  insurance  stocks  from 
the  Milton  interests.  He  claimed  the  reason  for  the  purchase  was 
that  the  insurance  stocks  were  a  "very  valuable"  investment  over 
which  the  new  management  wished  The  Eqinty  Corporation  to  se- 
cure control.-"  However,  the  transaction  did  supply  Underwriters 
Equities,  Inc.,  admittedly  without  cash  and  wnth  no  other  assets 
except  the  insurance  stocks,-^^  with  the  funds  necessary  to  enable 
Messrs.  Milton  and  Huntington  to  purchase  control  of  The  Equity 
Corporation  from  Mr.  Groves, 

Mr.  Milton  denied,  however,  that  at  the  time  he  sold  the  insurance 
stocks  to  Interstate  Equities  Corporation  he  had  conunitted  himself 
to  Mr.  Groves  to  use  the  proceeds  of  that  sale  to  bity  Mr.  Groves' 
interest  in  Tlie  Equity  Corporation.  His  testimony  on  that  phase 
of  the  transaction  follows :  -^^ 

Q.  You  mean  to  say,  Mr.  Milton,  that  Wallace  Groves  was  going  to  let  Inter- 
state buy  a  million  dollars  of  that  stock  without  having  the  commitment  from 
you  to  buy  a  million  dollars  of  Equity  Corporation  stock? 

A.  I  had  no  commitment. 

Q.  Do  you  think  he  would  have  stood  for  one  minute  Interstate  taking  a 
million  dollars  of  his  money  and  putting  it  into  these  insurance  companies, 
which  were  not  insurance  eompanies.  bf'ciuise  they  reinsured  that  business, 
unless  he  was  certain  that  when  y(m  got  that  million  dollars  you  would  turn 
it  over  to  him? 

A.  He  may  have  been  certain,  but  he  had  no  agreement  with  us. 

Q.  So  that  ho  knew  when  that  stock  was  sold  for  a  million  dollars  that 
he  was  going  to  get  that  million  dollars? 

A.  He  couldn't  have  known  it ;  he  may  have  surmised  it — because  it  was  not 
written  and  there  was  no  such  agreement. 

Q.  And  didn't  Mr.  Wallace  Groves  sa.v.  "I  will  not  let  yoxi  sell  a  million  dollars 
of  this  unless  I  have  an  assurance  that  you  are  going  to  take  that  million 
dollars  and  turn  it  over  to  nio  for  the  juillion  *  *  *  [shaves]  in  tlic  Equity 
that  I  ani  going  to  give  you? 

A.  He  did  not  say  that. 

Nevertheless,  on  May  19,  1933.  the  day  on  which  Interstate  Equities 
('or])oration  ):)urchased  the  insurance  stocks  from  Underwriters  Equi- 
ties, Inc.,  and  a  week  before  Mr.  Groves  actually  transferred  control 
to  the  Milton  interests,  Mr.  Groves  knew  that  Mr.  Milton  was  "going 
to  buy  him  out."  This  fact  is  made  clear  by  the  minutes  of  the 
meeting  of  directors  of  Interstate  Equities  Corporation,  held  on 
May  19,  1983,  Avhirh  state:-" 

In  vegar<l  to  tlie  resignation  of  Mr.  Groves,  the  Chairman  stated  that  he  had 
been  advised  that  Mr.  Groves  expected  to  sell  all  or  substantially  all  of  his 
Jioldings  ill  the  common  stock  of  The  Equity  Corporation  to  interests  which 
conti"f)lled  oi-  were  affiliated  with  the  control  of  Underwriters  Equities.  Inr. 

"iJd.,  at  7906. 

«^  Id.,  at  7917. 

a»I(l.,  at  7916-6. 

'■"•  Tfl..  (Viiimiission's  l-'xliibir  No.    110 

l.');;:{7:?-  - 4o — pt.  :) 1 1; 
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P.  Satisfaction  of  Wallace  Groves'  Obligation  to  Franklin  Plan 
Corporation  with  Funds  of  United  States  Shares  Corporation 

As  has  been  indicated,  at  the  end  of  June  1932,  Mr.  Groves  was 
still  obligated  to  repurchase  from  Franklin  Plan  Corporation  147,031 
shares  of  the  common  stock  of  Chain  &  General  Equities,  Inc.,  for  a 
total  of  $352,874.40.215  In  September  1933  Mr.  Groves  settled  a 
threatened  lawsuit  of  the  preferred  stockholders  of  Franklin  Plan 
Corporation  by  agreeing  to  pay  to  Franklin  Plan  Corporation 
$250,000  for  the  stock  of  Chain  &  General  Equities,  Inc.-^^  Mr. 
Groves  paid  $100,000  down  and  promised  to  pay  the  balance  within 
two  months  after  approval  of  the  settlement  by  the  creditors  of 
Franklin  Plan  Corporation.  However,  Mr.  Groves,  after  making  a 
further  payment  of  $12,500  on  April  24,  1934,  defaulted,  leaving  a 
balance  of  $137,500  still  due.^^'  Once  more  the  burden  of  Mr.  Groves' 
personal  obligation  was  to  be  assumed  by  an  investment  company. 

It  has  already  been  indicated  that  Mr.  Groves  had  sold  control  of 
The  Equity  Corporation  and  its  subsidiaries  to  Messrs.  Milton  and 
Huntington  in  JNIay  1933.  Less  than  a  year  later,  on  April  24,  1934, 
United  States  Shares  Corporation  (Maryland)  and  subsequently 
Group  Assets,  Inc.,  two  companies  closely  affiliated  with  Messrs. 
Milton  and  Huntington,^^^  assumed  Mr.  Groves'  obligation  to  pay 
$137,500  to  the  trustee  in  bankruptcy  of  Franklin  Plan  Corpora- 
tion.21"  United  States  Shares  Corporation  (Maryland)  agreed  to 
pay  the  $137,500  balance  and  interest  by  August  15,  1934,  and  to  post 
with  the  trustee  additional  collateral  consisting  of  110,000  shares  of 
The  Equity  Corporation  common  stock.--°  By  July  1934  Franklin 
Plan  Corporation  received  the  balance  on  its  settlement  with  Mr. 

«5  Id.,  at  307,  and  Commission's  Exhibit  No.  33. 

^o  Before  the  stoclvholders'  action  -wa.s  commenced,  Franklin  Plan  Corporation  went 
into  bankruptcy  and  the  trustee  in  bankruptcy  pressed  the  claim.  In  his  opinion  the 
sale  of  the  stock  of  Chain  &  General  Equities,  Inc.,  to  Franklin  Plan  Corporation  was  a 
contributing  cause  of  the  bankruptcy  of  the  latter  company.  (Id.,  at  275,  276,  309-11, 
313,  316,  Commission's  Exhibit  No.  34,  and  derived  from  supplementary  information  sup- 
plied the  Commission  by  The  Equity  Corporation.) 

^''  Op.  cit.  supra,  note  1,  at  313.  Apparently  the  default  was  dictated  by  Mr.  Groves' 
■unwillingness  to  pay  rather  than  by  his  inability  to  do  so.  Between  May  and  November 
1933  Mr.  Groves  had  received  $900,000  in  cash  as  part  payment  on  the  sale  of  his  Equity 
stock  to  the  Milton  interests.      (See  note  209  supra.) 

^s  Mr.  Milton  was  president  and  a  director  of  United  States  Shares  Corporation  (Mary- 
land) from  about  August  1932  to  July  1933.  The  firm  of  Satterlee  &  Canfield,  of  which 
Messrs.  IMilton  and  Huntington  were  then  partners,  were  attorneys  for  the  company. 
Although,  as  of  June  5,  1934,  neither  Mr.  Milton  nor  Mr.  Huntington  owned  any  stock 
of  United  States  Shares  Corporation  (Maryland),  a  majority  of  the  board  of  dii-ectors 
were  "friends  or  business  acquaintances  *  *  *  serving  at  the  request  of  either 
David  M.  Milton  or  EUery  C.  Huntington,  Jr"  (Post  Effective  Amendment,  The  Equity 
Corporation,  Securities  Registration  Statement  filed  July  20,  1937,  Prospectus,  Rider 
76  (a)).  United  States  Shares  Corporation  (Maryland)  in  turn  owned  44%  of  the 
stock  of  Group  Assets,  Inc.      (Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  972.) 

210  Op.  cit.  supra,  note  1,  at  313-4,  and  Commission's  Exhibit  No.  972. 

"0  Id.,  Commission's  Exhibit  No.  972.  Simultaneously,  United  States  Shares  Corpora- 
tion (Maryland)  assigned  the  obligations  it  had  just  assumed  to  Group  Assets,  Inc.,  44% 
of  the  stock  of  which  was  owned  by  United  Shares  Corporation  (Maryland).  This  was 
done  because  United  States  Shares  Corporation  (Maryland)  did  not  have  the  110,000 
shares  of  Equity  common  stock  required  by  the  trustees  as  collateral.      (Ibid.) 
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Groves  from  Group  Assets,  Inc.,  the  controlled  assignee  of  United 
States  Shares  Corporation  (Maryland)  and  turned  over  the  147,031 
shares  of  Chain  &  General  common  stock  to  Group  Assets,  Inc.^^^ 

Q.  Effects  of  Wallace  Groves*  Activities  on  Controlled  and 

Affiliated  Companies 

1.  FEANKLIN  PLAN  CORPORATION 

The  experience  of  Franklin  Plan  Corporation  while  under  the 
domination  of  Wallace  Groves  was  disastrous.  On  October  5,  1931, 
Ml".  Groves  borrowed  $813,000  from  the  company  in  order  to  pay  for 
the  642,517  shares  of  Interstate  Equities  Corporation  stock  which  he 
had  agreed  to  purchase  from  Bancamerica-Blair  Corporation.  Tliis 
loan,  although  it  was  subsequently  repaid,  had  drained  the  company's 
various  loan  offices  of  their  liquid  assets. 

Subsequently,  Mr,  Groves  made  further  use  of  Franklin  Plan  Cor- 
poration. On  November  16,  1931,  the  company  had  purchased  from 
Mr.  Groves  236,780  shares  of  the  common  stock  of  Chain  &  General 
Equities,  Inc.,  for  $568,272  with  the  understanding  that  Mr.  Groves 
would  repurchase  the  stock  at  cost  to  Franklin  Plan  Corporation 
within  ninety  days.  This  transaction,  stated  by  the  trustee  in  bank- 
ruptcy of  Franklin  Plan  Corporation  to  have  been  a  contributing 
factor  to  the  company's  bankruptcy,  was  not  consummated  until 
July  1934,  two  and  one-half  years  later,  when  the  repurchases  were 
completed.  The  shares  had  been  brought  back  for  $465,397.60,  at  a 
loss  of  $102,874.40  to  the  stockholders  of  Franklin  Plan  Corpora- 
tion.2^2 

2.  YOSEMITE  HOLDING  CORPORATION 

When  Wallace  Groves  concluded  negotiations  for  the  acquisition  of 
Yosemite  Holding  Corporation  on  October  7,  1931,  the  company 
had  net  assets  of  $313,960  and  possessed  a  portfolio  of  diversified 
securities  having  a  market  value  of  almost  $400,000,  about  95%  of 
the  company's  gross  assets,  $425,736.29.^-2  At  the  same  time  the 
outstanding  preferred  stock,  entitled  to  $51  per  share  on  liquidation, 
was  fully  covered  and  the  common  stock  had  a  net  asset  value  of 
170  per  share.^-'* 

Yosemite  Holding  Corporation,  in  the  process  of  acquiring  stock 
of  Chain  &  General  Equities,  Inc.,  liquidated  the  most  substantial 
portion  of  its  portfolio  at  a  loss  of  $187,612.49.  Thus,  at  the  end  of 
1931  Yosemite  Holding  Corporation's  net  assets  with  its  holding  in 
Chain  &  General  Equities,  Inc.,  taken  at  liquidating  value,  aggregated 

221  Op.  cit.  supra,  note  1,  at  314,  and  Commission's  Exhibit  No.  33.  On  July  10,  1934, 
Group  Assets,  Inc.,  turned  in  tlie  147,031  shares  of  Chain  &  General  common  stock  to 
The  Equity  Corporation,  controlled  by  Messrs.  Milton  and  Huntington,  for  147,031  shares 
of  Equity  common  stock.  (Derived  from  supplementary  information  supplied  the  Com- 
mission by  The  Equity  Corporation.) 

222  Op.  cit.  supra,  note  1,  at  308,  and  Commission's  Exhibit  Nos.  33  and  972. 
228  Id.,  Commission's  Exhibit  No.  28. 

22<  Id.,  Commission's  Exhibits  Nos.  28  and  185. 
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only  $52,907.38  and  its  diversified   securities  had  an   ascertainable 
market  value  of  only  $3,990. ^--^ 

By  December  31,  1933,  only  a  month  before  the  dissolution  of  Yo- 
semite  Holding  Corporation,^-^  its  net  assets  had  decreased  to  only 
$3,138.60,  with  its  investment  in  Chain  &  General  Equities,  Inc.  taken 
at  liquidating  value.^-'  The  company  had  no  marketable  securities 
in  its  portfolio  and  the  asset  value  of  its  outstanding  preferred  stock, 
entitled  on  liquidation  to  $51  per  share,  had  shrunk  to  4^<t  per  share.^^^ 
l^ractically  all  of  the  compan^^'s  assets,  as  a  result  of  the  repeated 
"unloadings"  by  Mr.  Groves,  had  been  invested  in  the  common  stock 
of  Chain  &  General  Equities.  Inc.  which,  at  the  end  of  1933,  was 
carried  on  the  books  of  Yosemite  Holding  Corporation  at  a  cost  of 
$776,901.66.^^^  Upon  dissolution  of  Yosemite  Holding  Corporation, 
its  holdings  of  the  common  stock  of  Chain  &  General  Equities,  Inc. 
were  sold  at  public  auction  to  its  parent.  The  Equitv  Corporatioii,  for 
$215,000  for  a  loss  of  $561,901.66.23^ 

3.  GRANGER  TRADING  CORPORATION 

In  April  1932,  when  Wallace  Groves  commenced  negotiations  for 
the  acquisition  of  Granger  Trading  Corporation,  the  company  had 
approximately  $290,000  of  assets,  almost  all  of  which  was  in  cash. 
The  capital  stock  of  Granger  Trading  Corporation  had  an  asset 
value  of  $12.22  per  share.  As  has  been  indicated,  shortly  after  Yosem- 
ite Holding  Coi']>oration  acquired  control  of  Granger  Trading  Cor- 
poration, Yosemit(>  Holding  Cor]3oration  purchased  all  the  assets  of 
Granger  Trading  Corijoration  in  return  for  2,701%  shares  of  the  pre- 
ferred and  10,807  shares  of  the  common  stock  of  Yosemite  Holding 
Corporation.  Thus.  Granger  Trading  Corporation  under  the  domi- 
nation of  ]\Ir.  Groves  surrendered  its  liquid  assets  in  exchange  for  stock 
of  Yosemite  Holding  Corporation,  a  company  that  no  longer  func- 
tioned as  an  investment  company. 

At  the  time  of  the  dissolution  of  Granger  Trading  Corporation  in 
August  1932.  its  assets  consisted  solely  of  the  Yosemite  preferred 
ancl  connnon  stock  received  at  the  time  of  the  sale  of  its  assets  to 
Yosemite  Holding  Corporation  and  about  $2,300  in  cash,  represent- 
ing a  dividend  on  the  Yosemite  Holding  Corporation  preferred 
stock.-^^  The  minority  stockholders  of  Granger  Trading  Corporation 
i-eceived,  as  their  share  of  the  assets  of  Granger  Trading  Corpo- 
ration, a  total  of  aj^proximately  $2,100  in  cash.  2,412  shares  of 
Yosemite  preferred  stock,  and  9,649  shares  of  Yosemite  common  stock, 
the   two   blocks   of    stock   possessing    an    aggregate    asset    value    of 

— "  Id.,  Commission's  Exhibit  Ko.  30.  and  see  note  104,  supra. 

2-'*  Mr.  Groves  had  disposed  of  control  of  Yosemite  Holding  Corporation  to  the  Milton 
Interests  in  May  ]93.^.  but  there  was  no  substantial  change  in  the  condition  of  the  com- 
pany between  May  and  December  1933. 

--"Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  S43  ;  and  supplementary  informa- 
tion supplied  the  Commission  by  The  Equity  Corporation. 

"'*  Ibid. 

"^Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

^•"'  Op.  cit.  siipra,  note  1,  at  10742.  For  a  discussion  of  the  extent  to  which  the  auction 
price  was  controlled  by  The  Equity  Corporation  see  the  Protective  Committee  Report, 
op.  cit.  supra,  note  165.  Part  VTI,  Sec.  IV,  at  297-302. 

=31  See  note  190,  supra. 
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$5,547.60.--^^  The  minority  stockholders  of  Granger  Trading-  Cor- 
poration, holding  11,155  shares  of  the  capital  stock  of  Granger  Trad- 
ing Corporation,  thus  received  assets  worth  approximately  $7,700,  or 
about  69  cents  per  share  held.-''^  Since  the  stockholders  of  Granger 
Trading  Corporation  would  have  realized  $12.22  per  share  had  the 
company  been  liquidated  at  the  time  Mr.  Groves  acquired  control, 
they  suffered  a  loss  of  alx)ut  $11.53  per  share,  as  a  direct  result  of 
acquisitions. 

4.  CHAIN  &  GENERAL  EQUITIES,  INC. 

A  comparison  of  the  financial  condition  of  Chain  &  General  Equi- 
ties, Inc.,  at  the  time  of  acquisition  by  Mr.  Groves  with  its  condi- 
tion at  the  date  control  of  that  company  was  transferred  to  the 
Milton  interests  in  May  1933  indicates  that  the  compan}-  did  not 
prosper  under  Mr.  Groves'  management. 

Diversification  of  assets  almost  completely  disappeared.  As  of 
September  30,  1931.  when  Mr.  Groves  became  associated  with  the 
company,  it  had  net  assets  (at  market  or  estimated  fair  value)  of 
$1,978,077.09,  of  which  amount  $1,917,547.99,  or  97%,  was  invested 
in  diversified  marketable  securities.^^^*  At  the  end  of  June  1933,  how- 
ever, the  net  assets  of  Chain  &  General  Equities,  Inc.,  had  decreased* 
to  $1,272,942.20,-=^^  ^f  ^hich  amount  only  $511,858.13,  or  40%,  was 
invested  in  diversified  marketable  securities.^'"  The  bulk  of  the  re- 
maining assets  of  Chain  &  General  Equities,  Inc.,  was  invested  in 
the  common  and  preferred  stocks  of  Interstate  Equities  Corpora- 
tion. This  investment,  which  had  cost  Chain  &  General  Equities, 
Inc.,  the  sum  of  $1,690,986.22,  had  an  asset  value  of  onlv  $494,827  at 
June  30,  1933.^" 

352  Ibid.  The  asset  value  of  the  preferred  stock,  entitled  on  liquidation  to  $51  per  share, 
was  estimated  at  approximately  .$2.30  per  share,  valuing  Yosemite  Holding  Corporation's 
general  portfolio  at  market  and  its  holdings  of  Chain  &  General  common  at  net  asset  value; 
the  Yosemite  Holding  Corporation  common  stock  was  without  asset  value.  (Ibid,  and 
op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  843.) 

On  the  basis  of  the  market  values  of  the  Yosemite  Holding  Corporation  stock,  the  Granger 
Stockholder  fared  little  better.  There  was  no  market  in  the  Yosemite  prefen-cil  and  the 
market  prices  of  the  common  stock  were  as  follows  : 

Hiyfi         Low 

August   1932 .?1  $% 

September   1932 IVa  % 

iBank  and  Quotation  Record,  September  9,  1932,  p.  76,  and  October  7,  1932,  p.  76.) 

^is  Derived  from  supplementary  information  supplied  the  Commission  by  The  Equity 
Corporation. 

2*'  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  9. 

2»s  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  235-L.  In  the  valuation  of  total 
assets,  investments  in  securities  were  taken  at  market  or  estimated  fair  value.  The 
investment  in  the  common  and  preferred  stocks  of  Interstate  Equities  Corporation  was 
taken  at  asset  value,  $494,827.  During  the  period  from  October  1,  1931,  through  June  30, 
1933,  there  was  returned  to  Chain  &  General  Equities,  Inc.,  preferred  stockholders 
$172,432.25  by  tlie  repurchase  of  7,083  shares  of  fjhain  &  General  Equities,  Inc.,  preferred 
stock,  which  had  originally  been  issued  for  $708..300.  (Id.,  Commission's  Exhibits  Nos.  9, 
19,  235-K,  235-L,  and  843.) 

^^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  23.5- L.  In  computing  gross  assets, 
$1,286,786.40  of  investments  in  securities  were  taken  at  market  or  estimated  fair  value, 
and  the  investment  in  the  preferred  and  common  stocks  of  Interstate  Equities  Corpora- 
tion was  taken  at  their  asset  values. 

'^■^  Op.  cit.  sui>ra,  note  1,  Conimis-;i()n's  Exhibits  Xos.  2.")->-l.  ami   S4."!. 
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This  shift  in  the  investment  policj^  of  Chain  &  General  Equities,. 
Inc.,  was  accompanied  by  a  decline  in  the  asset  value  of  the  outstand- 
ing preferred  stock  of  the  company.  As  of  September  30,  1931,  the 
preferred  stock,  with  a  par  value  of  $100  per  share,  had  a  net  asset 
value  of  $77.47  per  share  before  the  deduction  of  accrued  and 
unpaid  dividends  of  $4.58  per  share.^^®  By  June  30,  1933,  the  asset 
value  of  the  preferred  stock  had  shrunk  to  $69  per  share,^^^  before 
the  deduction  of  unpaid  accrued  dividends  of  $13.87i/^  per  share. 

R.  Profits  to  Wallace  Groves 

It  has  been  indicated  that  almost  all  of  the  companies  which  came 
under  the  control  of  Mr.  Groves  suffered  severe  losses.  In  the  main,, 
these  losses  were  the  result  of  transactions  designed  to  aid  Mr.  Groves 
in  the  creation  of  a  holding  company  system  of  investment  companies 
under  his  control.  "Wallace  Groves  finally  emerged  as  the  dominant 
figure  in  Yosemite  Holding  Corporation  and,  through  Yosemite  Hold- 
ing Corporation,  in  Chain  &  General  Equities,  Inc.,  and  Interstate 
Equities  Corporation.  This  controlling  position  in  Yosemite  Holding 
Corj)oration  was  represented  by  327,532  shares  of  its  common  stock 
which,  he  testified,  had  cost  him  $400,000.^^°  However,  at  or  prior  to 
his  purchase  of  Yosemite  Holding  Corporation  stock,  Mr.  Groves 
had  derived  net  profits  of  approximately  $450,000  from  sales  which 
he  made  of  the  common  stock  of  Chain  &  General  Equities,  Inc.,  and 
Interstate  Equities  Corporation  to  companies  under  his  control. 
Thus,  in  effect,  the  net  cost  to  him  of  the  acquisition  of  Yosemite 
Holding  Corporation,  carrying  with  it  the  control  of  Chain  &  Genera] 
Equities,  Inc.,  and  Interstate  Equities  Corporation,  was  nominal.^*^ 

In  December  1932,  Mr.  Groves  had  transferred  to  The  Equity  Cor- 
poration his  holdings  of  Yosemite  Holding  Corporation  stock  m  ex- 
change for  1,150,000  shares  of  The  Equity  Corporation  common  stock. 
In  May  1933,  approximately  one  and  a  half  years  after  he  had  ac- 
quired control  of  Yosemite  Holding  Corporation,  Chain  &  General 
Equities,  Inc.,  and  Interstate  Equities  Corporation,  Mr.  Groves  sold 
his  holdings  of  The  Equity  Corporation  stock  to  David  ISIilton  and 
his  associates  for  $1,050,000,  the  entire  amount  of  which  represented 
a  profit  to  Mr.  Groves.^*^ 

In  accomplishing  this  result,  interests  of  senior  security  holders 
and  minority  common-stock  holders  were  either  entirely  disregarded 
or  subordinated  to  the  pecuniary  interest  of  dominating  personalities. 
Control  of  corporations  was  shunted  back  and  forth  between  small 
financial  cliques.  The  investing  public,  possessing  the  largest  finan- 
cial stake  in  these  companies,  was  rarely  consulted  on  fundamental 
questions  involving  transfer  of  control  of  their  funds  or  changes  in 
fundamental  investment  policies  and  activities  of  these  companies. 

238  Id..  CommiR.sion's  Exhibit  No.  9. 

2^  Id.,  Commissiou's  Exhibit  No.  84."!  and  2o.j-L.  lu  making  tlii.s  computatiou,  Chain 
&  General  Equities,  Inc.,  holdings  of  the  preferred  and  common  stock  of  Interstate 
Equities  Corporation  were  figured  at  liquidating  value.      (Ibid.) 

2W  Op.  cit.  supra,  note  1,  at  253. 

3«i  See  Appendix  B,  p.  781. 

2*2  The  sale  to  the  Milton  interests  was  efifected  through  foreign  corporations  so  that 
Mr.  Groves  paid  no  federal  income  tax  on  this  profit.  (Public  Examination,  Phoenix 
Securities  Corporation,  at  6041.) 
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Nor  were  many  of  the  individuals  constituting  the  management 
concerned  with  their  responsibilities  to  their  stockholders.  Passive 
subservience  to  Mr.  Groves'  wishes  rather  than  observance  of  their 
obligations  to  stockholders  characterized  their  actions.  Mr.  Groves 
was  able  to  sell  at  substantial  profits  large  blocks  of  securities  to  com- 
panies under  his  domination — in  almost  all  cases  without  the  objection 
of  the  management.  Corporations  under  his  control  were  persuaded 
to  borrow  large  sums  of  money  so  that  loans  could  be  made  to  Mr. 
Groves  to  enable  him  to  effectuate  his  program  of  acquisition  and, 
compelled  to  liquidate  their  market  portfolio  securities,  were  then 
denuded  of  their  cash  to  enable  him  to  perform  his  personal  obliga- 
tions. Partial  and  misleading  disclosures  to  stockholders  apparently 
were  effective  in  preventing  corrective  action  on  their  part. 

VII.  PETROLEUM  CORPORATION  OF  AMERICA 

A.  Summary 

Petroleum  Corporation  of  America  was  organized  on  January  16,  1929,  by  the 
investment  banking  house  of  Blair  &  Co..  Inc.  (later  Bancamerica-Blair  Cor- 
poration) which  at  that  time  was  one  of  the  bankers  for  Harry  r.  Sinclair, 
and  Sinclair  Consolidated  Oil  Corporation.  Approximately  seven  weeks  earlier, 
on  November  26,  1928,  a  syndicate  formed  by  Blair  &  Co.,  Inc.,  and  Harry  F. 
Sinclair,  chairman  of  Sinclair  Consolidated  Oil  Corporation's  board  of  directors, 
had  purchased  from  the  Rockefeller  interests  247,796  shares  of  stock  of  The 
Prairie  Oil  &  Gas  Company  and  115,640  shares  of  stock  of  The  Prairie  Pipe  Line 
Company  for  a  total  price  of  $38,410,872.  The  syndicate  paid  $13,410,872  in 
cash  and  borrowed  the  balance  of  $25,000,000  from  John  D.  Rockefeller,  Jr.,  for  a 
period  of  three  months,  pledging  these  blocks  of  Prairie  stocks  as  collateral 
security.  Associated  with  Blair  &  Co.,  Inc.,  and  TULv.  Sinclair  in  the  syndicate  were 
Arthus  W.  Cutten  of  Chicago,  the  Chase  Securities  Corporation  (a  security  affiliate 
of  Chase  National  Bank  of  New  York)  and  Shermar  Corporation  (personal  holding 
company  of  Albert  H.  Wiggin,  president  of  Chase  National  Bank). 

Immediately  after  its  purchase  of  the  Prairie  stocks,  in  order  to  stimulate 
public  interest  and  market  activity  in  these  stocks,  the  syndicate,  with  the 
consent  of  the  Rockefeller  interests,  caused  the  shares  of  The  Prairie  Pipe  Line 
Company  to  be  split  up  four  for  one,  and  a  25%  stock  dividend  declared.  The 
shares  of  both  The  Prairie  Pipe  Line  Company  and  The  Prairie  Oil  &  Gas  Company 
were  thereafter  shifted  from  unlisted  trading  privileges  on  the  New  York  Curb 
Exchange  to  official  listing  on  the  New  York  Stock  Exchange.  Four  trading 
accounts  were  at  once  set  up  by  the  syndicate  to  operate,  under  the  expert  man- 
agement of  Arthur  W.  Cutten,  in  the  stock  of  the  two  Prairie  companies.  During 
the  month  of  December  1928  and  the  first  three  weeks  of  January  1929,  these 
accounts  traded  heavily  in  both  Prairie  stocks,  making  total  purchases  aggregating 
$12,576,143  and  total  sales  aggregating  $11,998,682. 

By  January  21,  1929,  The  Prairie  Oil  &  Gas  Company  stock,  for  which  the  Prairie 
Syndicate  had  seven  weeks  earlier  paid  $57  per  share,  was  selling  on  the  market 
at  $65  per  share,  and  The  Prairie  Pipe  Line  stock  for  which  the  syndicate  had  paid 
$42  per  share  (calculated  on  the  split-up  basis  of  five  shares  for  one)  was  selling 
at  $57  per  share.  On  that  date,  January  21,  1929,  the  Prairie  Syndicate  sold  to 
Petroleum  Corporation  of  America,  which  Blair  &  Co.,  Inc.  had  organized  largely 
for  that  purpose  five  days  earlier,  its  entire  holdings  of  both  Prairie  stocks. 
Petroleum  Corporation  paid  the  syndicate  $60  per  share  for  the  Prairie  Oil  &  Gas 
stock  and  $52  per  share  for  the  Prairie  Pipe  Line  stock,  thereby  giving  the  syndi- 
cate a  profit  of  about  $6,500,000. 

Elisha  Walker,  president  of  Blair  &  Co.,  Inc.,  and  a  director  of  Sinclair  Con- 
solidated Oil  Corporation,  had  been  made  chairman  of  the  board  of  directors  of 
Petroleum  Corporation  of  America  immediately  upon  its  organization.  Four  other 
directors  of  Petroleum  Corporation  were  associated  with  Blair  &  Co.,  Inc.,  and 
eight  directors  of  Petroleum  Corporation  were,  or  thereafter  became,  directors 
of  Sinclair  Consolidated  Oil  Corporation. 
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In  the  circular  offering'  Petroleum  Corporation  of  America's  stock  for  sale 
to  the  public  it  was  announced  that  Petroleum  Corporation  of  America  was  pur- 
chasing the  Prairie  stocks  fi'om  a  syndicate  in  which  Blair  &  Co.  was  interested, 
at  prices  which  were  "below  present  market  prices  but  in  excess  of  cost  to  the 
syndicate."  Not  stated,  however,  were  the  means  employed  to  establish  or 
maintain  "present  market  prices'  nor  the  fact  that  the  prices  paid  by  the  invest- 
ment company  was  more  than  $6,500,000  in  excess  of  cost  to  the  syndicate, 
representing  a  profit  of  approximately  49%  on  the  syndicate's  cash  investment, 
realized  in  a  period  of  seven  weeks. 

On  January  22,  1929,  Blair  &  Co.,  Inc..  in  association  with  a  large  number 'of 
other  banking  houses  and  security  dealers  sold  to  the  public  3.250,000  shares  of 
Petroleum  Corporation's  stock  at  $34  per  share,  for  a  total  of  $110  500,000.  Of 
this  sum  $100,750,000  was  paid  over  to  Petroleum  Corporation  and  the  balance  of 
$9,750,000  was  retained  by  the  underwriters  and  distributors.  This  spread, 
equal  to  approximately  10%  of  the  proceeds  to  the  corporation,  was  paid  by 
Petroleum  Corporation  pursuant  to  the  terms  of  an  underwriting  contract  with 
Blair  &  Co.,  Inc.  execiited  several  days  after  the  investment  company's  organiza- 
tion, at  a  time  when  it  was  still  in  the  hands  of  "dummy"  directors  appointed 
by  Blair  &  Co.  Under  this  contract,  Petroleum  Corporation  of  America  agreed  to 
pay  to  Blair  &  Co.,  Inc.,  $3  per  share  for  all  shares  sold  while  Blair  &  Co.,  Inc., 
firmly  committed  itself  only  as  to  20%  of  the  total  number  of  shares  to  be  issued, 
and  with  respect  to  the  balance  agreed  merely  "to  use  its  best  efforts." 

Moreover,  although  the  stock  was  sold  to  the  public  on  the  basis  of  a  $20  down 
payment  and  the  balance  of  $14  payable  on  call  any  time  after  nine  weeks, 
the  sales  commission  to  Blair  &  Co.  was  paid  in  full  as  soon  as  the  initial  $20 
payment  was  made  by  the  purchaser. 

In  addition  to  the  cash  payment  of  $9,750,000  to  Blair  &  Co.,  Inc.,  and  its  asso- 
ciates, Petroleum  Corporation  issued  to  them,  as  further  consideration  for  the 
distribution  of  its  stock,  1,625,000  option  warrants  to  purchase  a  like  number 
of  shares  of  Petroleum  Corporation  at  any  time  within  five  years  at  the  original 
public  offering  price  of  $34  per  share.  These  option  warrants  not  only  had  a 
total  market  value  in  1930  of  about  $9,500,000,  but  the  holders  of  the  warrants 
could  through  their  exercise  at  any  time  within  five  years,  strengthen  or  reaffirm 
their  control  of  the  corporation  and  declared  themselves  one-third  participants 
in  any  stockholders'  equity  in  excess  of  $34  per  share. 

In  addition  to  the  profits  of  more  than  $6,500,000  realized  on  the  sale  of 
the  Prairie  stocks  to  Petroleum  Corporation  of  America,  the  members  of  the 
Prairie  syndicate  received  commissions  of  approximately  $1,900,000  as  participants 
in  the  various  groups  formed  by  Blair  &  Co.,  Inc.,  to  aid  it  in  distributing  the 
stock  of  Petroleum  Corporation,  plus  849,893  option  warrants  and  $321,742  addi- 
tional in  cash  obtained  from  the  sale  of  a  portion  of  the  option  warrants. 

Neither  the  public  announcements  relating  to  the  formation  of  Petroleum  Cor- 
poration of  America,  or  any  disclosed  facts  in  connection  with  its  organization 
and  subsequent  operations,  gave  indication  to  the  public  that  the  investment  com- 
pany was  conceived  and  organized  as  an  instrumentality  to  aid  Sinclair  and  his 
banking  associates  of  Blair  &  Co..  Inc.,  to  achieve  a  realignment  of  a  section  of 
the  oil  industry  in  which  Sinclair  was  to  be  the  focal  point  and  dominant 
figure.  Nevertheless,  this  purpose  permeated  the  investment  company's  incep- 
tion and  colored  its  entire  subsequent  career. 

The  formation  of  Petroleum  Corporation  of  America  created,  in  effect,  a  hundred 
million  dollar  pool  of  the  public's  funds  to  be  employed  in  furtherance  of  the 
plan  to  bring  under  the  domination  of  the  Sinclair  interests  a  large  section  of 
the  oil  industry.  Out  of  every  dollar  which  the  corporation  possessed  from  its 
inception  until  1938,  approximately  88  cents  were  invested  in,  or  committed  to, 
ventures  in  which  Sinclair  and  his  bankers.  Blair  &  Co.,  Inc.  and  Bancamerica- 
Blair  Corporation,  were  directly  and  vitally  interested. 

Petroleum  Corporation  of  America  began  its  career  with  -$46,600,000,  or  approxi- 
mately 46%  of  its  total  assets  invested  in  the  stocks  of  the  two  Prairie  Com- 
panies. Despite  an  increasingly  unfavorable  outlook  for  these  companies,  the 
investment  Company  continued  its  purchases  until  its  investment  in  the  Prairie 
stocks  totaled  more  than  $64,000,000.  This  heavy  concentration  of  the  invest- 
ment company's  funds  in  a  single  situation  admittedly  resulted  from  the  insistent 
hope  and  desire  of  Petrolem  Corporation's  dominant  infiuences  for  a  consolidation 
of  the  Prairie  companies  with  Sinclair  Consolidated  Oil  Corporation. 

Among  its  additional  purchases  of  the  Prairie  stocks,  a  block  of  150,000  shares 
of  Prairie  Oil  &  Gas  stock  was  acquired  by  Petroleum  Corporation  directly  from 
Sinclair  Consolidated  Oil  Corporation  for  $9,000,000,  a  price  which  was  $750,000 
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higher  than  the  market  value  of  the  stock  at  the  time.  Simultaneously,  Sinclair 
Consolidated  Oil  Corporation,  apparently  with  the  money  received  from  Petroleum 
Corporation,  purchased  from  Bancamerica-Blair  Corporation  500,000  shares  of 
Petroleum  Corporation  stock  at  a  price  substantially  lower  than  the  public  offer- 
ing price  of  the  stock.  Thereby  Sinclair  Consolidated  Oil  Corporation  became 
Petroleum  Corporation's  largest  stockholder  and  dominant  inflvience  and  Banc- 
america-Blair Corporation  gained  a  proiit  of  moie  than  $200,000.  At  the  time 
these  transactions  were  effected,  Elisha  Walker,  chairman  of  Petroleum  Corpora- 
tion's Board  of  Directors,  v/as  also  siraultaneoiisly  president  of  Bancamerica-Blair 
Corporation  and  a  director  of  Sinclair  Consolidated  Oil  Corporation. 

In  another  transaction  which  occurred  shortly  after  its  organization,  Petroleum 
Corporation  of  America  purchased  15,000  shares  of  Sinclair  Consolidated  Oil  Cor- 
poration stock  at  peak  prices  aggregating  $600,000  from  a  syndicate  operating  a 
pool  in  that  stock  in  which  syndicate  Blair  &  Co.,  Inc.,  and  Harry  F.  Sinclair 
were  participants.  Three  days  after  the  sale  of  this  block  to  Petroleum  Corpora- 
tion the  syndicate  closed  operations  and  the  market  price  of  the  Sinclair  Con- 
solidated stock  thereupon  began  to  sag.  Petroleum  Corporation,  however,  con- 
tinued to  add  to  its  holdings  of  Sinclair  Consolidated  Oil  stock  until  the  end  of 
1931,  when  its  investment  totaled  $2,500,000  and  showed  a  large  book  loss. 

In  March  1932.  Sinclair  Consolidated  Oil  Corporation,  The  Prairie  Oil  &  Gas 
Company,  and  The  Prairie  Pipe  Line  Company  were  consolidated  under  the  name 
of  Consolidated  Oil  Corporation,  and  Petroleum  Corporation  of  .America  exchanged 
its  holdings  in  the  three  companies  for  Consolidated  Oil  stock.  This  stock,  which 
had  cost  Petroleum  Corporation  of  America  approximately  $65,000,000,  shortly 
after  the  exchange  had  a  market  value  of  approximately  $6,000,000,  In  connec- 
tion with  this  consolidation,  in  favor  of  which  Petroleum  Corporation  voted  its 
large  blocks  of  Prairie  and  Sinclair  stock,  Bancamerica-Blair  Corporation  received 
for  "services"  $700,000,  of  which  $90,000  v/as  ultimately  paid  over  to  Petroleum 
Corporation. 

Following  the  consolidation  of  the  Prairie  and  Sinclair  companies,  Petroleum 
Corporation  of  America  continued  to  increase  still  further  its  holdings  of  stock 
in  Consolidated  Oil  Corporation.  In  the  meantime.  Consolidated  Oil  Corporation, 
of  which  Harry  Sinclair  became  chairman  of  the  executive  committee,  increased 
its  holdings  of  the  stock  of  Petroleum  Corporation.  In  this  way  there  was  estab- 
lished a  system  of  circular  ownership  under  which,  at  the  end  of  1935,  Sinclair 
Consolidated  Oi!  Corporation  owned  39%  of  the  stock  of  Petroleum  Corporation, 
while  Petroleum  Corporation  owned  11%  of  the  stock  of  Consolidated  Oi!  Corpo- 
ration, and  each  corporation  was  the  other's  largest  stockholder. 

During  the  time  that  Petroleum  Corporation  of  America  was  accumulating  its 
large  holdings  of  stock  in  the  Prairie  companies  and  in  Sinclair  Consolidated  Oil 
Corporation,  looking  to  a  merger  of  these  companies,  the  investment  company 
was  made  a  participant  in  two  other  ventures  closely  related  to  the  Sinciair-Blair 
consolidation  plans.  One  of  these  ventures,  undertaken  in  January  1930,  was 
designed  to  place  the  Sinclair  interests  in  complete  control  of  the  Rio  Grande  Oil 
Company.  In  1932  Consolidated  Oil  Corporation  did  succeed  in  acquiring  all  the 
assets  and  stock  of  the  Rio  Grande  Oil  Company  by  an  exchange  of  stock.  Petro- 
leum Corporation,  on  the  other  hand,  sustained  a  loss  of  approximately  $410,000 
through  its  participation  in  the  Rio  Grande  Oil  Syndicate. 

Shortly  after  it  had  made  its  commitment  in  the  Rio  Grande  Oil  Syndicate, 
Petroleum  Corporation  was  also  made  a  participant  in  a  syndicate  which  under- 
took to  furnish  the  money  for  the  purchase  by  Mission  Securities,  Ltd.,  of  1,078,123 
shares  of  Tidewater  Asfociated  Oil  stock  from  Standard  Oil  Company  of  New  Jersey 
at  a  price  of  $23,147,300.  This  venture  revolved  about  an  attempt  of  the  Sinclair 
interests  to  effectuate  their  consolidation  plans  by  securing  control  of  Tidewater 
Associated  Oil  Company.  In  this  speculative  undertaking  Petroleum  Corporation 
of  America  was  caused  to  undertake  a  total  commitment  of  over  $10,000,000,  and 
it  actually  sustained  a  net  loss  of  approximately  $2,000,000  without  ever  receiving 
a  single  share  of  Tidewater  stock. 

At  the  end  of  1935  the  total  assets  of  Petroleum  Corporation  of  America  had 
shrunk  from  $100,750,000  to  $34,413,892.  After  giving  effect  to  repurchases  of  its 
own  stock  by  the  investment  company  and  all  dividends  paid  by  it,  the  stock- 
holders of  Petroleum  Corporation  of  America  as  of  that  date  had  sustained  a 
loss,  realized  and  unrealized,  of  $54,058,000.  An  overwhelming  portion  of  the 
total  loss  suffered  by  Petroleum  Corporation  and  its  stockholders  was  the  direct 
consequence  of  ventures  and  investments  undertaken  by  the  Corporation  evidently 
under  the  dictation  of  its  dominant  influences,  Harry  F.  Sinclair  and  his  banking 
associates  of  Blair  &  Co..  Inc.  and  Bancamerica-Blair  Corporation. 
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This  dominant  group,  together  with  their  associates  and  distributors,  during 
the  same  period  in  which  the  general  hody  of  stockholders  suffered  losses  of 
$54,058,000,  realized  on  their  own  hehalf  tangible  cash  benefits  in  excess  of 
$18,000,000.  Moreover,  at  the  end  of  1935  the  Sinclair  interests,  in  part  with 
the  aid  of  Petroleum  Corporation  of  America,  had  achieved  control  of  a  greatly- 
expanded  oil  system,  and  they  retained  firm  control  of  Petroleum  Corporation 
as  well. 

B.  EVENTS  PRECEDING  FORMATION  OF  THE 
INVESTMENT  COMPANY 

Petroleum  Corporation  of  America,  for  whose  securities  the  public 
in  January  1929  paid  more  than  $110,000,000,^  was  organized  in 
connection  with  the  efforts  of  Harry  F.  Sinclair,  chairman  of  the 
board  of  directors  of  Sinclair  Consolidated  Oil  Corporation  ^  and  his 
banking  associates,  Hunter  S.  Marston  and  Elisha  Walker  of  Blair 
&  Co.,  Inc.,^  to  consolidate  a  number  of  independent  oil  companies 
into  one  large  system  dominated  by  the  Sinclair  interests. 

Two  months  before  the  formation  of  Petroleum  Corporation,  Blair 
&  Co.,  Inc.  and  Harry  F.  Sinclair  organized  a  syndicate  which,  on 
November  27,  1928,  purchased  from  the  Rockefeller  interests  substan- 
tial blocks  of  stock  in  The  Prairie  Oil  &  Gas  Company  *  and  The 

» Public  Examination,  Petroleum  Corporation  of  America,  at  2843. 

'  Sinclair  Consolidated  Oil  Corporation  was  incorporated  in  New  York  in  1919  as  a 
holding  company  to  take  over  the  Sinclair  Consolidated  Oil  Corporation  (Delaware), 
Sinclair  Oil  &  Eeflning  Corporation,  and  the  Sinclair  Gulf  Corporation.  Through  its 
operating  subsidiaries  it  was  engaged  in  the  production,  transportation,  refining  and  dis- 
tribution of  petroleum  and  petroleum  products  {Poof's  Iitdiistnals,  1932,  p.  1888).  The 
company  was  largely  controlled  by  the  Sinclair  brothers,  Harry  F.  and  Earl  W.  Sinclair. 
Harry  F.  Sinclair  was  chairman  of  the  board  of  directors  of  Sinclair  Consolidated  Oil 
Corporation  and  later  chairman  of  the  executive  committee  of  Consolidated  Oil  Corpora- 
tion. Earl  W.  Sinclair  was  president  of  Sinclair  Consolidated  from  1921  until  1932,  at 
which  time  he  became  chairman  of  the  finance  committee  of  Consolidated  Oil  Corporation. 

'Blair  &  Co.,  Inc.,  an  investment  banking  company.  Avas  formed  in  1920  by  the  merger 
of  William  Saloman  and  Company  and  Blair  &  Company,  two  investment  banking  houses. 
Blair  &  Co.,  Inc.,  handled  the  distribution  of  several  of  the  Standard  Oil  issues  (op.  cit. 
supra,  note  1,  at  2841  and  2884)  and  also  acted  as  banker  for  Sinclair  Consolidated  Oil 
Corporation.  Elisha  Walker  was  president  and  Hunter  S.  Marston  was  a  director.  In 
May  1929,  shortly  after  the  organization  of  Petroleum  Corporation  of  America,  Blair  &  Co., 
Inc.,  was  merged  with  Bancamerica  Corporation  (investment  affiliate  of  the  Bank  of  America 
National  Association)  to  form  Bancamerica-Blair  Corporation,  of  which  Elisha  Walker 
was  chairman  of  the  board,  and  Hunter  S.  Marston  president.  Bancamerica-Blair  Cor- 
poration was  thereafter  an  affiliate  and  subsidiary  of  Bank  of  America  N.  A.  Elisha 
Walker  became  chairman  of  the  executive  committee  of  Bank  of  America  N.  A.,  of  which 
A.  P.  Giannini  was  chairman  of  the  board.  Bank  of  America  N.  A.  was  controlled  in  turn 
by  Transamerica  Corporation,  a  financial  holding  company  which  controlled  financial 
institutions  with  assets  at  that  time  aggregating  2^  billion  dollars.  (Among  these  in- 
stitutions were  Bank  of  Italy  N.  T.  and  S.  A.,  Bank  of  America  of  California,  Bankitaly 
Company  of  America.)  At  the  end  of  1929  A.  P.  Giannini  became  chairman  of  the 
advisory  committee  of  Transamerica  Corporation,  and  Elisha  Walker  was  made  chairman 
of  the  board  of  directors.     (Moody's  Manual  of  Banks,  etc.,  1929,  pp.  552-3  and  2518.) 

•>  The  Prairie  Oil  &  Gas  Company  was  incorporated  in  Kansas  in  December  1900,  and  until 
1911  was  operated  as  a  subsidiary  of  Standard  Oil  Company  of  New  Jersey.  Following 
the  decision  in  1911  of  the  United  States  Supreme  Court  ordering  the  dissolution  of  the 
Standard  Oil  Trust  as  violative  of  the  Sherman  Anti-Trust  Act,  Standard  Oil  of  New 
Jersey  distributed  among  it.<  stockholdeTs  all  its  holdings  of  The  Prairie  Oil  &  Gas  Company 
stock.  As  of  December  31,  1928,  Tlie  I'rairie  Oil  &  Gat)  Company  controlled  oil  and  gas  lease- 
holds on  more  than  1,000,000  acres  in  the  leading  producing  sections  of  Kansas,  Oklahoma, 
and  Texas  and  produced  more  than  78,000  barrels  of  oil  per  day.  Until  1915  The  Prairie 
Oil  &  Gas  Company  owned  and  operated  the  Prairie  Pipe  Line  system,  but  in  January  1915, 
it  formed  The  Prairie  Pipe  Line  Company  and  distributed  the  capital  stock  ratably  among  its 
stockholders.  As  of  December  31,  1928,  The  Prairie  Oil  &  Gas  Company  had  outstanding 
2,426,181  shares  of  $25  par  common  stock.     {Moody's  Manual  of  Industrials,  1929,  p.  653.) 
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Prairie  Pipe  Line  Company  ^  for  an  aggregate  price  of  approximately 
$38,500,000.*^ 

Negotiations  had  been  in  progress  since  192T  between  Sinclair  and 
the  officials  of  the  two  Prairie  companies  looking  to  a  merger  of  the 
Prairie  companies  with  the  Sinclair  Consolidated  Oil  Corporation. 
These  negotiations  were,  according  to  Earl  W.  Sinclair,"  carried  on  in- 
termittently from  1927  nntil  they  were  finally  consummated  in  1932.^ 

The  Prairie  companies  were  controlled  by  the  Eockefeller  family, 
their  associates,  and  various  Rockefeller  charitable  trusts.^  Hunter  S. 
Marston  of  Blair  &  Co.,  Inc.  had  been  conferring  since  the  early  part 
of  1927  with  the  Rockefeller  interests  in  an  effort  to  acquire  all  the 
Prairie  stock  owned  by  three  Rockefeller  trusts.^'^  These  three  trusts, 
the  General  Education  Board,  Laura  Spellman  Rockefeller  Memorial, 
and  Rockefeller  Institute  for  Medical  Research,  together  owned  a  total 
of  247,796  shares  of  The  Prairie  Oil  &  Gas  Company  and  115,650  shares 
of  The  Prairie  Pipe  Line  Company.^^  The  holdings  of  the  three  organ- 
izations constituted  approximately  10%  of  the  total  outstanding  stock 
of  the  oil  company  and  14%  of  the  pipe  line  company.  ^-  Admittedly, 
these  were  effective  blocks  of  stock  for  promoting  a  merger,^^  and  by 
the  same  token  these  blocks  in  unfriendly  hands  might  prove  a  formi- 
dable obstacle  to  a  merger.^* 

Hunter  Marston  stated  that  he  conducted  negotiations  for  the  pur- 
chase of  the  Prairie  stocks  with  Bertram  Cutler,  the  individual  "who 


5  The  Prairie  Pipe  Liue  Company  was  incorporated  in  Kansas,  January  1915  by  The 
Prairie  Oil  &  Gas  Company,  and  its  original  capital  was  distributed  to  the  stockholders  of 
The  Prairie  Oil  &  Gas  Company  as  a  150 St-  stock  dividend.  The  company  functioned  as  a 
common  carrier  of  crude  oil  in  the  state  of  Kansas,  Olslahoma,  Missouri,  Iowa,  Illinois,  In- 
diana, and  Texas.  At  the  end  of  1928  the  company's  oil  transportation  system  was  the 
largest  in  the  industry.  There  were  outstanding  810,000  shares  of  |100  par  common  stock 
(Moody's  Manual  of  Industrials,  1929,  p.  3000.) 

«0p.  cit.  supra,  note  1,  at  2805-7  and  Commission's  Exhibit  No.  317. 

■'M.,  at  3068. 

»W.  S.  Fitzpatrick  (president  of  The  Prairie  Oil  &  Gas  Company  In  1928  and  1929)  t.-.-ti- 
fied  (Hearings  on  Stock  Exchange  Practices,  before  the  Committee  on  Banking  and  Cur- 
rency, U.  S.  Senate,  73d  Congress,  pursuant  to  S.  Kes.  84  and  S.  Res.  56,  Part  7,  p.  3313) 
that  prior  to  October  1928  negotiations  between  himself  and  Harry  P.  Sinclair  had  pro- 
gressed to  the  point  where  a  yardstick  for  measuring  the  respective  properties  of  the 
two  companies  had  been  agreed  on,  and  each  company  had  sent  representatives  to  study 
the  books  of  the  other.  Earl  W.  Sinclair  testified  (op.  cit.  supra,  note  1,  at  3075)  that 
toward  the  end  of  1928  Sinclair  Consolidated  Oil  Corporation  commenced  making  pur- 
chases of  the  stock  of  The  Prairie  Oil  &  Gas  Company. 

'W.  S.  Fitzpatrick  testified  that  "the  stock  represented  by  the  Rockefellers,  the  trusts 
and  people  that  had  formerly  been  associated  with  the  old  gentleman  in  years  gone  by 
or  their  relatives  [equaled]  something  like  40  or  42'^.  (Hearings  on  Stock  Exchange 
Practices  before  the  Committee  on  Banking  and  Currency,  U.  S.  Senate,  73d  Congress, 
Pursuant  to  S.  Res.  84  and  S.  Res.  56,  Part  7,  p.  3-307.) 

"Op.  cit.  supra,  note  1,  at  2801.  Hunter  S.  Marston  was  at  the  time  one  of  the 
officers  of  Blair  &  Co.  and  subsequently  became  president  of  Bancamerica-Blair  Corpora- 
tion. He  became  a  director  of  Petroleum  Corporation  at  its  inception,  and  later  of 
The  Prairie  Oil  &  Gas  Company  and  Consolidated  Oil  Corporation. 

"  Id.,  Conunission's  Exhibit  No.   317. 

"  It  was  testified  at  the  public  examinations  before  this  Commission  that  the  Rocke- 
feller family  itself  owned  a  block  of  stock  in  the  Prairie  companies  equal  in  size  to  that 
owned  by  the  trusts  and  that  the  Rockefeller  family  continued  to  hold  this  block.  (Id., 
at  2837,  2905.) 

i^Op.  cit.  supra,  note  1,  at  2849   (testimony  of  Hunter  S.  Marston). 

"Id.,  at  3073  (testimony  of  Earl  W.  Sinclair). 
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represented  them  [the  Rockefellers]  in  all  their  business  dealings." 
These  negotiations  Avere  carried  on  intensively  over  a  period  of  some 
six  months  before  the  purchase  agreement  was  entered  into  in  Novem- 
ber 1928.^*'  The  use  which  the  prospective  purchasers  intended  to 
make  of  the  Prairie  stocks  after  they  acquired  them  was  one  of  the 
questions  carefully  explored  by  Messrs.  Marston  and  Cutler  in  their 
talks.  Mr.  Marston  told  Mr.  Cutler  that  Blair  &  Co.  had  priinarily  in 
mind  "the  formation  of  a  new  oil  unit."  ^"  As  Sinclair's  bankers.  Blair 
&  Co.  had  participated  in  the  prior  merger  negotiations  between  Sin- 
clair Consolidated  Oil  Corporation  and  the  Prairie  Comj^anies.^^  By 
November  1928,  however,  the  plans  of  the  bankers  and  the  Sinclair 
interests  had  become  considerably  more  ambitious.    Marston  stated  :  ^^' 

A.  *  *  *  We  had,  however,  a  more  compreheusive  idea  in  mind  than  that. 
\Ve  had  studied  the  oil  situation  and  we  thought  there  was  a  very  real  oppor- 
tunity to  form  another  major  compan.v.  We  liad  in  mind  about  four  or  live 
companies  that  fit  into  the  picture  tliat  we  felt  would  be  a  well-rounded  unit. 
We  had  the  Sinclair  in  mind,  the  Prairie  Oil  &  Gas  Company,  the  Prairie  Pipe 
and  Tidewater,  and  I  believe  two  others. 

Q.  Barnsdall? 

A.  Barnsdall,  and  as  I  recall,  Phillips. 

Cutler,  the  Rockefeller  representative,  indicated  to  Mr.  Marston  that 
a  merger  between  only  the  Prairie  companies  and  Sinclair  Consolidated 
Oil  Corporation  would  not  be  viewed  with  favor  at  that  time  by  the 
Rockefeller  interests,  but  that  they  would  not.  however,  object  to  the 
more  comprehensive  project  of  consolidating  these  companies  with 
three  or  four  others.-"     Hunter  Marston  testified:-^ 

Q.  In  the  course  of  the  conversations  with  Mr.  Cutler,  did  you  discuss  with 
him  the  purpose  you  had  in  mind  for  the  ncquisition  of  this  block  of  Prairie 
Pipe  and  Prairie  Oil  &  Gas  Company  Stock? 

A.  res.  I  did.  I  told  him  we  had  primarily  in  mind  the  formation  of  a  new 
oil  unit. 

Q.  Was  there  any  discussion  as  to  which  companies  were  going;  to  be  merged 
in  that  unit? 

A.  Undoubtedly  1  told  him  what  companies  we  had  in  mind,  because  my  rela- 
tions with  him  were  such  that  I  more  or  less  disclosed  anything  I  would  have 
in  mind. 

Q.  Was  there  any  specific  reference  made  to  tlie  Sinclair  Consolidated  Oil 
Company  ? 

A.  Yes,  sir.     I  told  him. 

Q.  What  was  said  on  that  aspect? 

A.  I  told  him'  we  had  in  mind  the  consolidation  of  three  or  four  of  the 
different  companies,  mentioning  of  course,  the  Consolidated,  or  the  then  Sinclair 
Company,  as  one  of  the  ma.lor  units.  His  mind  ran  to  a  larger  plan  that  we 
had — at  least,  he  liked  Ihe  idea  better  of  a  consolidation  of  three  or  four  of  the 
other  companies. 

«Mr.  Marston  stated  (id.  at  2802)  :  "He.  [Bertram  Cutler]  represented  them  in  all 
their  business  dealings.  Neither  Mr.  Rockefeller,  Sr.  or  .Tr.  entered  ever  into  any  discus- 
sions with  reference  to  the  investments.  Mr.  Cutler  is  the  agent  or  officer  who  handles 
that." 

^''Mr.  Marston  stated  (Id.  at  2801)  that  the  initial  conversation  had  taken  place  some 
18  months  prior  to  November  1928.     Serious  negotiations  commenced  earlv  in  1928. 

"Id.,  at  2802. 

'8  Id.,  at  2801. 

19  Ibid. 

''"Id.,  at  280.3. 

=»  Id.,   at  2802-4. 
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Q.  Was  anj'thiug  specifically  said  with  reference  to  a  merger  with  Sinclair 
•Consolidated  Oil  Companj'  alone? 

A.  Yes;  he  said  he  would  prefer  to  have  the  consolidation  involve  more  than 
just  two  companies  or  three  companies,  Prairie  Pipe,  Prairie  Oil  and  Gas  and 
Sinclair, 

Q.  Was  it  merely  a  statement  of  preference,  or  did  he  say  he  wanted  it? 

A.  Well,  it  was  a  statement  which  led  me  to  say  to  him  that  we  would  not 
use  our  efforts  to  effect  a  consolidation  between  the  Prairie  Pipe  and  Sinclair 
companies  at  that  time  without  his  permission. 

Q.  That  is,  if  the  situation  was  [that]  it  was  a  question  of  merging  the  Prairie 
Pipe  or  Prairie  Gas  &  Oil  with  Sinclair  Consolidated  only,  *  *  *  the  efforts 
of  the  bankers  would  not  be  used  to  effect  that  consolidation  without  a  specific 
consent  of  the  Rockefellers? 

A.  Exactly. 

Q.  But  the  broader  picture  could  be  accomplished,  namely,  the  inclusion  of 
the  Tidewater,  Barnsdall  and  Phillips,  without  your  needing  the  consent  of  the 
Rockefeller  interests  ? 

A.  That  in  a  sense  was  the  situation,  although  he  naturally  would  have  been 
acquainted  with  the  purpose. 

The  formal  agreement  for  the  purchase  of  the  Prairie  stocks  was 
consummated  by  an  exchange  of  letters  bet^veen  Mr.  Cutler  and  Blair 
&,  Co.  on  November  26  and  27.  1928.  The  three  Rockefeller  trusts 
sold  to  Blair  &  Co.  their  entire  holdings,  a  total  of  115,650  shares  of 
The  Prairie  Pipe  Line  Companv  at  $210  per  share  and  a  total  of 
247,796  shares  of  The  Prairie  Oil  &  Gas  Company  at  $57  per  share. 
The  aggregate  price  for  both  blocks  was  $38,410,872.--  Simultane- 
ously with  the  agreement  of  purchase,  Mr.  Cutler  confirmed  in  writing 
to  Blair  &  Co.  that  John  D.  Rockefeller,  Jr..  would  personally  lend  to 
Blair  &  Co.  the  sum  of  $25,000,000  for  a  period  of  three  months  at  6% 
interest,  taking  both  blocks  of  Prairie  stocks  as  collateral.-'  In  con- 
sequence of  this  arrangement,  Blair  &  Co.  was  required  to  pay  down 
only  $13,410,872  of  the  purchase  price  and  had  a  period  of  three 
months  before  the  balance  of  $25,000,000  was  payable. 

C.  Formation  of  Prairie  Syndicate 

The  Cutler  letters  to  Blair  &  Co.  were  written  on  November  26, 
1928.  The  following  day,  November  27,  Blair  &  Co.  and  Harry  F. 
Sinclair  together  with  three  other  parties  entered  into  a  syndicate 
agreement  governing  the  Prairie  purchase.-^  The  additional  contract- 
ing parties  were  the  Chase  Securities  Corporation,  Shermar  Corpora- 
tion, and  Arthur  W.  Cutten.  Arthur  W.  Cutten  Avas  described  as  "a 
Chicago  businessman  who  was  *  *  *  a  member  of  th  eWheat  Ex- 
change out  there — a  financier  and  Chicago  capitalist."  -^  The  Chase 
Securities  Corporation  was  the  security  affiliate  of  the  Chase  National 
Bank  of  New  York,  of  which  Albert  H.  Wiggiii  w-as  president.-^  The 
Shermar  Corporation  was  the  jiersonal  family  holding  corporation 
of  Wiggin.-'  The  participation  of  each  of  the  parties  w^as  25%,  ex- 
cept that  Chase  Securities  Corporation  received  a  %2  participation 
and  Shermar  Corporation  a  1/12  participation,  giving  them  a  combined 
participation  equal  to  that  of  the  others.-^ 

^^  Id.,  Coniinission's  E.xhibits  Nos.  317,   318.   320,   321. 

-'Id.,  Commission's  Exhibit  No.  318. 

*^Id.,  Commission's  Exhibit  No.  319. 

»Id.,  at  2812. 

^■'  Ibid. 

"  Ibid. 

'"'  Id.,  Commission's  Exhiliit   No.  319. 
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The  syndicate  agreement  in  substance  provided  that  the  purchase 
of  the  Prairie  stock  by  Blair  &  Co.,  although  made  in  the  name  of 
Blair  &  Co.,  was  for  the  account  of  all  the  parties  to  the  agreement 
and  that  each  of  the  parties  agreed  to  participate  in  the  purchase  of 
the  Prairie  stocks  in  the  proportions  stated  above.  The  agreement 
further  provided  that  the  parties  would  immediately  form  a  syndicate 
or  syndicates  with  Arthur  Cutten  as  manager  "to  dispose  of  the 
Prairie  Oil  shares  and  of  the  Prairie  Pipe  shares  in  the  market,  or 
otherwise  as  the  parties  hereto  shall  determine."  In  addition  to  the 
formation  of  a  syndicate,  the  parties  agreed  immediately  to  form  trad- 
ing accounts  in  the  shares  of  common  stock  of  both  Prairie  companies, 
such  trading  accounts  to  run  for  a  period  of  six  months,  unless  ex- 
tended. It  was  also  provided  that  the  parties  might  grant  sub- 
participations  to  such  others  as  were  agreed  on,  but  "not  to  exceed  in 
the  aggregate  12%  of  the  business."  ^^ 

At  the  time  of  the  formation  of  the  Prairie  syndicate  the  five 
parties  who  composed  it  were  already  joint  venturers  in  another  con- 
temporaneous transaction  of  almost  equal  magnitude — the  Sinclair 
Consolidated  Oil  Syndicate.^'^  This  syndicate,  organized  on  October 
24,  1928,  had  purchased  from  the  Sinclair  Consolidated  Oil  Cor- 
poration of  which  Harry  F.  Sinclair  was  president,  1,130.000  shares 
of  the  corporation's  unissued  stock  at  $30  per  share  for  a  total  of 
$33,900,000.  The  purchase  from  the  Sinclair  Consolidated  Oil  Cor- 
poration was  made  in  the  name  of  Arthur  W.  Cutten,  of  Chicago, 
but  was  divided  in  the  same  manner  as  the  Prairie  syndicate :  25% 
each  to  Mr.  Cutten,  Mr.  Sinclair,  and  Blair  &  Co.,  2/^0  to  Chase  Securi- 
ties Corporation  and  1/12  to  Shermar  Corporation,  the  personalholding 
company  of  Mr.  Wiggin.^^ 

» Ibid.  Subparticipations  were  later  granted  by  tbe  original  participants  to  the  fol- 
lowing :  The  Famoth  Corporation  and  the  Tray  win  Corporation,  both  family  corporations 
of  E.  K.  Tinker,  a  director  of  Sinclair  Consolidated  Oil  Corporation  and  the  Chase  National 
Bank,  1.75%  each  ;  the  Haystonc  Securities  Corporation,  and  the  Haygart  Corporation, 
affiliates  of  the  banking  house  of  Hayden,  Stone  &  Co.  ^/^  of  1%  each;  Equitable  Trust 
Co.  of  New  York  (of  which  Charles  Hayden  of  Hayden,  Stone  &  Co.  and  Hunter  S. 
Marston  were  directors,  2%  ;  Continental  National  Corporation,  security  affiliate  of  the 
Continental  National  Bank  of  Chicago,  4%  ;  Arthur  Reynolds,  then  president  of  the 
Continental  Bank  of  Chicago,  1%  ;  L.  W.  Hill  and  C.  O.  Kalman,  y^  of  1%  ;  Archie  M. 
Andrews,  1%.  By  virtue  of  these  subparticipations  the  participations  of  Blair  &  Co., 
Arthur  W.  Cutten  and  Harry  F.  Sinclair  were  reduced  to  21.75%  each,  that  of  Chase 
.Securities  Corp.  to  14.50%,  and  that  of  Shermar  Corp.  to  7.25?f.  (Op.  cit.  supra,  note  1, 
at  281.3-4;  see  Appendix  D,  infra,  p.  785.) 

^i"  Op.  cit.  supra,  note  1,  at  2889-91.  For  a  mure  detailed  account  of  the  Sinclair 
Consolidated  Oil  Syndicate,  see  Hearings  on  Stock  Exchange  Practices  before  the  Committee 
on  Banking  and  Currency,  U.  S.  Senate,  73d  Congress,  Pursuant  to  S.  Res.  84  and  S.  Res. 
56,  Parts  6  and  7. 

5^  Hearings  on  Stock  Exchange  Practices  before  the  Committee  on  Banking  and  Currency, 
United  States  Senate,  73d  Congress,  Pursuant  to  S.  Res.  84  and  S.  Res.  56.  Parts  6  and  7. 
It  might  be  thought  that  the  financial  resources  of  individuals  such  as  Mr.  Sinclair  and  Mr. 
Cutten  would  be  severely  taxed  in  undertaking  individual  commitments  of  approximately 
nine  and  one-half  million  dollars  each  in  the  Prairie  venture,  following  immediately  after 
the  Sinclair  Oil  Syndicate  in  which  each  had  made  a  commitment  of  some  eight  and  one-half 
million  dollars,  thus  bringing  the  individual  undertaking  of  Cutten,  Sinclair  and  Blair  &  Co. 
in  the  two  concurrent  ventures  to  the  sum  of  $17,000,000  for  each  participant.  However, 
in  financial  operations  of  this  character,  apparently,  computations  are  made  little  in  terms 
of  ultimate  commitments,  but  principally  in  terms  of  "spot  cash"  required  and  time  allowed 
to  pay  the  balance. 

In  the  case  of  the  Prairie  stock  purchase  the  participants  were  required  to  pay  some 
thirteen  million  dollars  down  and  had  three  months  to  pay  the  remaining  twenty-five 
million  dollars.     In  the  case  of  the  Sinclair  purchase,  however,  the  participants  were  not 
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The  manager  of  the  Sinchiir  Consolidated  Syndicate  was  Arthur 
W.  Ciitten  who  operated  from  Chicago  through  the  intermediary  of 
his  cousin  Rulolf  E.  Cutten,  a  partner  in  the  stoclv  brokerage  house 
of  E.  F.  Hutton  and  Compan3^  The  Sinchiir  Syndicate  officially 
wound  up  its  activities  in  May  1929  with  a  net  profit  of  $12,420,492. 
Harry  F.  Sinclair  received  as  his  share  of  the  profit  $2,664,340  and 
an  almost  identical  amount  was  received  by  Arthur  W.  Cutten  and 
Blair  &  Co.,  with  the  other  participants  being  paid  in  proportion.^- 

The  Sinclair  Consolidated  Oil  Syndicate  was  admittedly  planned 
and  operated  as  a  straight  market  distribution  of  the  Sinclair  Con- 
solidated Oil  Stock.  Two  sjaidicate  trading  accounts  were  operated 
by  the  syndicate  during  the  period  of  distribution,  the  stock  being  dis- 
posed of  or  sold  on  balance  to  the  public  at  prices  which  yielded  a 

required  to  make  aiij'  dowu  payment  at  all.  The  coutract  between  Mr.  Cutten  and  tbe 
Sinclair  Consolidated  Oil  Corporation  provided  that  payment  for  the  stock  was  to  be 
made  upon  delivery  of  the  stock  and  delivery  was  to  take  place  at  any  time  within 
one  year,  as  demanded  by  Mr.  Cutten,  subject  to  the  right  of  the  corporation  after  thirty  days 
from  October  24.  1928,  to  require  Mr.  Cutten  to  take  delivery  of  whole  or  part,  on 
thirty  days'  written  notice  sigm  d  by  the  president  or  treasurer.  Thus,  undor  any  cir- 
cumstances, the  syndicate  had  a  minimum  of  sixty  days  from  the  date  of  purchase  in 
which  to  make  payment  and  as  much  longer  time  as  the  corporation  was  willing  to 
allow  it.  Since  Mr.  Sinclair,  the  chairman  of  the  board  of  the  Corporation  was  a  one- 
fourth  participant,  the  syndicate  could  reasonably  hope  for  indulgent  treatment  on  the 
part  of  the  corporation.  In  fact,  not  much  time  was  required.  The  market  operations 
of  the  syndicate,  operatijig  through  two  trading  accounts,  the  original  syndicate  account 
and  a  second  account  called  Sinclair  Consolidated  B  Syndicate,  were  so  successful  that 
by  the  end  of  December  1928  the  syndicate  had  taken  delivery  from  the  corporation  of 
the  entire  numl^er,  1,130,000  shares  of  stock,  and  had  made  full  payment.  The  price 
of  the  stock  had  advanced  to  the  point  where  the  syndicate's  brokers,  E.  P.  Hutton  & 
Company,  were  able  to  procure  a  substantial  bank  loan  from  the  Chase  National  Bank 
(of  which  Mr.  Wiggin  was  president)  with  which  to  effect  payment.  By  virtue  of  this  bank 
loan  it  appears  that  none  of  the  Sinclair  Consolidated  Oil  participants,  except  one,  were 
ever  required  to  put  up  any  money  of  their  nwii  whatever  dui'ing  the  entire  operation. 
(Id.,  Part  6,  pp.  3083-5  and  3345.) 

^2  Hearings  on  Stock  Exchange  Practices  before  the  Committee  on  Banking  and  Currency, 
United  States  Senate,  73d  Congress.  Pursuant  to  S.  Re.s.  84  and  S.  Res.  56,  Part  6,  p.  3093, 
Committee  Exhibit  No.  114.  The  original  members  of  the  syndicate  had  granted  a  number 
of  subparticipations.  The  list  of  participants  as  finally  constituted  and  the  percentages 
and  profits  received  by  each  was  as  follows: 

Share  of  profits 

Blair  &  Co.— 22%9r $2,632,962.75 

Chase    Securities   Corp. — W% 1,755,308.75 

Shermar  Corporation   (Albert  II.  Wiggin) — 7%% 877,  654.  25 

The  Cutten  Co.,  Ltd.    (Arthur  W.  Cutten) — 221/2% 2,632,902.75 

H.  F.  Sinclair — 22l^'/r 2,(532,962.75 

Continental  National  Corporation   (Chicago) — 4% 468,082.27 

Arthur  Reynolds — 1% 117,  020.  57 

Archie  M.   Andrews — 1% 117,020.57 

The  Famoth   Corporation — 1%% 204,785.99 

The    Travwin    Corporation — 1%% 204,785.99 

L.  W.  Hill  and  C.  O.  Kalman— V2  of  1% 58,510.29 

Cutten  Co.,  Ltd.,  granted  subparticipations  to  Lawrence  Fisher  and  George  Breeu,  and 
upon  the  termination  of  the  syndicate  they  received  the  following  share  of  profits  based 
upon  the.se  subparticipations  : 

Lawrence  Fisher $585, 102.  83 

George  Breen 292,  551.  41 

The  total  net  profit  of  the  principal  syndicate  account  was  $12,002,109.41  out  of  which 
William  S.  Fitzpatrick.  president  of  The  Prairie  Oil  &  Gas  Company  was  paid  2i^%,  a  total 
of  $300,052.73,  and  the  remaining  $11,702,056  was  divided  in  the  amounts  above  set  forth. 
(P'or  the  details  of  the  payment  to  W.  S.  Fitzpatrick  see  infra,  pp.  264-6.) 

In  addition  to  the  profits  listed  jibove,  the  second  trading  account,  Sinclair  Syndicate 
B  Account,  consisting  of  some  of  the  original  syndicate  members  and  a  number  of  new 
participants,  divided  profits  totaling  $418,383.54,  of  which  Arthur  W.  Cutten  received 
$37,654;  Blair  &  Co.,  Inc.,  $41,838;  and  Harry  F.  Sinclair,  $31,379.  (Ibid.,  Committee 
Rxliibit   No.   115.) 
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substantial  profit  to  the  participants.  Elislia  Walker,  of  Blair  &  Co., 
contended  at  the  public  examination  before  the  Connnission  that  this 
oblique  method  of  distribution  of  the  Sinclair  stock  was  almost  the 
only  way  by  which  the  Sinclair  Consolidated  Oil  Corporation  could 
raise  the  large  sum  of  money  it  required,  because  the  corporation's 
background  was  inadequate  from  an  investment  point  of  view 
and  presumably  could  not  support  a  public  offering.  Mr.  Walker 
testified :  ^^ 

Q.  Now,  about  this  time,  Mr.  Walker.  Blair  aucl  Company,  of  course,  was 
interested  in  the  SincL-iir  Consolidated  Oil  trading  account?    Wasn't  that  so? 

A.  Which? 

Q.  Do  you  remember  there  was  a  syndicate  formed  to  purchase  1,130,000 
shares  of  Sinclair  Consolidated  Oil  Company,  in  which  Blair  and  Company, 
Shermar,  Chase  Securities 

A.  And  Cutten? 

Q.  Cutten. 

A.  Yes. 

Q.  Practically  the  same  participants  in  the  Sinclair  trading  account  as  there 
were  in  this? 

A.  Yes. 

!|S  ^  ^fi  !|S  Ip  SjC  ^ 

Q.  There  was  a  public  distribution  ol'  that  stock  through  the  medium  of 
trading  accounts  on  the  Exchange? 

A.  Yes. 

Q.  And  that  one  (Sinclair  Consolidated  Oil  Corporation  distribution)  com- 
jnenced  about  the  same  time  as  this  (Prairie  Oil  and  Prairie  Pipe).  They  had 
disposed  of  every  single  share  they  had  bought  from  Sinclair  Consolidated 
and,  as  you  recall,  they  made  a  profit  of  .$13,000,000,  isn't  that  so? 

A.  I  don't  remember  whether  it  was  $12,000,000  or  $13,000,000.  I  remember 
it  was  a  very  large  amount. 

Q.  Yes.  Then,  as  you  recall  that  transaction,  didn't  you  use  precisely  the 
same  technique  as  was  intended  to  be  used  in  the  case  of  Prairie  Pipe  and 
the  Prairie  Oil,  namely,  you  purchased  the  block  of  stock  from  the  Sinclair 
Consolidated  Oil  Company  and  immediately  two  trading  accounts  were  com- 
menced at  E.  F.  Hutton  and  Company,  run  by  Ruloff  Cutten? 

A.  Yes. 

Q.  And  through  the  instrumentality  of  trading  on  the  Exchange  and  selling 
on  balance,  you  finally  disposed  of  the  entire  block  at  a  profit?     Isn't  that  so? 

A.  Yes. 

Q.  Now,  there  was  no  public  distribution  in  that  case  by  making  an  advertised 
offering  to  the  public? 

A.  No. 

Q.  There  you  used  the  medium  of  trading  accounts  on  the  Exchange  to  effect 
distribution  of  the  stock?    Isn't  that  so? 

A.  Yes,  but  Consolidated  Oil  stock,  Sinclair  Consolidated  Oil  stock,  was  a 
very  different  proposition,  marketwise,  than  any  of  the  Standard  Oil  sub- 
sidiaries. I  mean,  you  must  draw  a  real  difference  there,  that  Standard  Oil 
subsidiaries  were  considered  investment  stocks,  and  certainly  both  Prairie  Oil 
and  Gas  and  Prairie  Pipe  Line  were  in  that  category,  and  bankers  wouldn't 
hesitate  to  make  an  issue  of  that  stock,  whereas  at  the  time  Sinclair  Consoli- 
dated had  not  the  background  of  it  that  the  Standard  Oil  subsidiaries  had. 


'Op.  clt.  supra,  note  1,  at  2889-91. 
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I  mean,  it  was  a  comparatively  new  institution  which  had  been  growing  and 
fighting  its  way,  and  it  was  abont  the  only  means,  about  the  only  means,  that  the 
<'apital  could  have  been  raised  for  the  Sinclair  Consolidated  at  that  time. 

The  Prairie  stocks,  however,  unlike  the  Sinclair  Consolidated  Oil 
stocks  were,  as  Mr.  Walker  testified,"*  considered  "investment  stocks," 
of  a  character  akin  to  those  of  the  Standard  Oil  Companies,  and  these 
stocks  were  susceptible  of  distribution  through  the  usual  method  of  a 
public  offering,  if  the  purchasing  syndicate  desired  to  employ  that 
means.  Elisha  Walker  testified  that  a  public  offering  was  in  fact 
one  of  the  possibilities  considered  by  the  Prairie  syndicate.^^  A  pub- 
lic offering,  however,  would  have  entailed  breaking  up  both  these 
substantial  blocks  of  Prairie  Pipe  Line  and  Prairie  Oil  &  Gas  stocks 
and  disposing  of  the  stocks  to  the  public  in  small  lots.  Similarly,  a 
public  distribution  of  the  stock  by  market  operation,  such  as  was 
"being  effected  in  Sinclair  Consolidated  Oil  stock,  would  also  have 
required  dispersion  of  the  stock.  Sinclair  and  his  bankers,  Blair  & 
Co.,  were  able  to  devise  a  plan  whereby  both  blocks  of  Prairie  stocks 
could  be  sold  to  yield  the  sjmdicate  a  substantial  profit,  without  re- 
linquishing control  of  these  shares,  which  would  undoubtedly  prove 
of  great  assistance  in  effecting  the  merger  of  the  Prairie  companies 
with  the  Sinclair  Company.  Elisha  Walker  testified  that  the  sub- 
stance of  such  a  plan  was  a  "general  thought  in  the  back  of  one's 
head" :  ^^ 

Q.  *  *  *  At  the  time  they  purchased  it  [the  Prairie  stock?;]  what  was 
the  intention  of  the  group,  was  it  to  effect  a  distribution,  or  was  it  to  organize 
an  investment  trust?  What  was  in  the  minds  of  the  individuals  who  made  a 
substantial  commitment  at  that  time? 

A.  That  it  would  do  one  of  two  or  three  things;  it  would  either  make  a  dis- 
tribution by  a  public  offering,  as  distinguished  from  a  market  operation  *  *  * 
or  that  we  would  hold  the  block  of  stock  for  a  while  in  the  hope  that  some 
consolidation  might  be  worked  out  or  still  further  in  the  back  of  their  heads, 
but  not.  I  would  say,  as  a  real  immediate  thought,  but  just  a  general  thought 
in  the  back  of  one's  head  that  maybe  't  would  be  advisable  to  form  a  corpora- 
tion to  handle  it.  I  think  the  corporation  idea  was  the  third  thought,  rather 
than  the  first  thought. 

Whatever  difference  of  opinion  might  have  been  entertained  by  the 
various  members  of  the  Prairie  s^aidicate  as  to  the  best  plan  for  the 
ultimate  disposition  of  these  blocks  of  stocks,  two  points  w^re  o^o- 
mentar3\  First,  regardless  of  which  plan  of  distribution  or  disposal 
was  employed,  the  purchasing  syndicate  to  make  a  profit  had  to  sell 
the  stock  at  a  price  higher  than  the  syndicate  had  paid  for  it.  In 
consequence,  it  was  fundamental  that  the  market  price  of  the  Prair-ie 
stocks  had  to  reach  a  jirice  higher  than  the  purchase  price.  Second,  the 
distribution  of  the  stock  had  to  be  effected  within  a  period  of  three 
months  from  November  26,  1928,  if  the  proceeds  of  the  sale  of  tlies9 
blocks  of  stock  were  to  be  used  to  repay  the  $25,000,000  loan  due  on 
that  date,  which  was  made  by  John  D.  Rockefeller,  Jr.,  to  the  syndi- 
cate at  the  time  of  the  syndicate's  purchase  of  the  Prairie  stocks.  In 
addition,  this  three-month  disposal  period  had  to  be  shortened,  if  the 
interest  liability  on  the  loan  accruing  at  the  rate  of  $125,000  each  month 
was  to  be  curtailed. 


*»  See  supra,  p.  236. 
»Id.,  at  .3050. 
»«Itl.,  at  3048. 

1.5.337  .—4C—pt. 
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D.  Market  Operations  in  the  Prairie  Stocks 

At  the  time  of  the  purchase  by  the  Blair-Sinclair  Syndicate  of  the 
shares  of  The  Prairie  Oil  &  Gas  Company  and  The  Prairie  Pipe  Line 
Company  neither  of  these  stocks  was  listed  on  the  New  York  Stock  Ex- 
change. Both  Prairie  stocks  were  admitted  to  unlisted  trading  privi- 
leges on  the  New  York  Curb  Exchange,  but  they  were  not  active 
stocks.^^ 

Table  1  indicates  the  range  of  prices  and  the  volume  of  trading  in 
each  of  these  stocks  from  January  1928  until  December  1928,  at  which 


Table  1. — Price  quotations  at  Intervals  of  approximately  2  weeks  and  monthly 
volume  of  sales  of  The  Prairie  Oil  &  Gas  Company  and  The  Prairie  Pipe  Line 
Company  common  stocks  from  Jan.  1,  1928,  to  Dec.  1,  1928 


Week  ending- 


The  Prairie  Oil  &  Gas  Company 


High 


Low 

50}^ 

48'X 

4m 

iSVg 

im 

m-i 

iWs 

48 

mA 

483'^ 

Am 

48M 

soj^ 

495^ 

mi 

51M 

53H 

52Kf 

52}4 

51^1 

SI 

48 

Am 

mi 

iSH 

A1V2 

48M 

475/8 

49 

47}^ 

47^ 

46M 

47^ 

46 

49M 

47^ 

47^ 

463.^ 

S5M 

47 

5fiH 

54 

61 

54Ji 

68 

62>^ 

Monthly 
volume 


The  Prairie  Pipe  Line  Company 


?h 

Low 

187 

184 

186^ 

185 

1873.^ 

1861^ 

214 

206?^ 

223 

202 

220H 

215 

218H 

215M 

217 

214 

215 

213 

214 

213 

215^ 

211^ 

212 

205H 

210 

207M 

207Ji 

200 

194J/4 

188 

188 

\mi 

190 

182H 

191 

um 

186 

184 

2153^ 

191 

225 

215 

247 

218 

278 

250 

Monthly 
volume 


1928 

Jan.   14 

Jan.   28 

Feb.  11 

Feb.  25 

Mar.  17 

Mar.  31 

Apr.  14 

Apr.  28 

May  12 

May  26 

June  16 

June  30 

July  14 

July  28 

Aug.  11 

Au?.  25 

Sept.  15 

Sept. 29 

Oct.   13 

Oct.  27 -..- 

Nov  10 

Nov.  24 

Dec.  1 


33, 100 
32, 70(! 
30, 400 
46. 600 
88,400 
17,600 
23,000 
25,300 
48,400 
126,  500 
370,  700 


4, 560- 


20. 800' 
13, 870 


4,200 
6,350 


20, 8-50 
3.550 


22,050 
6,900 


23,65a 
75, 350- 


time  the  purchase  of  the  Prairie  stocks  was  made.^^  The  price  of 
The  Prairie  Pipe  Line  Company  stock  was  $184  to  $187  per  share  at  the 
beginning  of  that  year ;  rose  to  a  high  of  $223  in  March  (about  the  time 
that  intensive  negotiations  commenced  between  Blair  &  Co.  and  Ber- 
tram Cutler  for  the  purchase  of  the  stock)  ;  eased  off  to  a  low  of  $172 
in  August  ;^^  and  remained  continuously  below  $200  during  the  months 
of  August,  September,  and  most  of  October.    Toward  the  end  of  O'cto- 

2'  Hunter  Marston  stated  (op.  cit.  supra,  note  1,  at  2824)  :  "You  have  to  take  this  into 
consideration.  These  two  stocks,  particularly  the  Prairie  Pipe  Line  Company's  had  been 
rather  inactive  stocks.    There  was  practically  no  trading  in  them  except  from  time  to  time." 

3s  The  table  shows  the  range  of  prices  on  a  bivceekly  basis.  Some  of  the  highs  and 
lows  quoted  in  the  text,  above,  are  not  shown  in  the  table  because  they  occurred  or  dates 
intermediate  to  those  used  in  the  table. 

s9  August  4,  1928. 
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ber,  as  negotiations  between  Mr.  Marston  and  Mr.  Cutler  approached 
a  successful  conclusion  the  Prairie  Pipe  stock  rose  to  $2151/2  per  share 
on  increased  volume,**^  and  from  that  point  pushed  to  a  high  of  $247 
per  share  on  the  23rd  of  November,  It  was  on  November  26th  that  the 
sale  from  the  Rockefeller  interests  to  Blair  &  Co.  was  actually  effected 
at  $210  per  share. 

The  Prairie  Oil  &  Gas  Company  stock  at  the  beginning  of  1928  was 
about  $49  per  share ;  rose  to  a  high  of  $52%  in  June  ;*^  eased  off  to  a 
low  of  $46  in  August ;  fluctuated  narrowly  between  $46  and  $49  during 
August,  September,  and  October;  rose  to  $55%  at  the  end  of  October; 
and  pushecl  to  a  new  high  of  $6514  on  the  23rd  of  November.  The 
Blair  &  Co.  purchase  from  the  Rockefeller  interests  on  November  26, 
1928,  was  made  at  $57  per  share. 

During  the  six  months  period,  therefore,  in  which  it  was  testified 
negotiations  were  in  progress  between  Blair  &  Co.  and  the  Rocke- 
fellers, the  market  price  of  the  Pipe  Line  stock  frequently  was 
below  $200  per  share,  and  that  of  the  Prairie  Oil  &  Gas  stock  below 
$50  per  share,  while  the  syndicate  paid  $210  per  share  of  Prairie  Pipe 
stock  and  $57  per  share  of  Prairie  Oil  &  Gas  stock.  Clearly,  if  Blair 
&  Co.  were  to  make  a  quick  profit  on  the  basis  of  the  prices  they  had 
paid,  the  market  in  these  stocks  required  not  only  support  but  stimu- 
lation through  increased  market  interest  and  activity.*- 

On  November  26,  1928,  the  day  on  wliich  the  purchase  of  the  stocks 
by  the  syndicate  was  consummated,  Blair  &  Co.  commenced  to  pur- 
chase blocks  of  both  Prairie  stocks.  On  November  26th,  Blair  & 
Co.  purchased  from  Banks  &  Company  650  shares  of  Prairie  Pipe 
at  $230,  and  200  shares  at  $225,  and  on  November  27,  350  shares  at 
$250,  these  purchases  totaling  $283,421.*^  At  the  same  time  the 
bankers  purchased  blocks  of  The  Prairie  Oil  &  Gas  Company  stock 
aggregating  28,000  shares  at  prices  ranging  from  $62  to  $65%  at  a  total 

«>  October  27,  1928. 

«June  2,   1928. 

*•  Although  during  the  weeks  immediately  preceding  the  date  on  which  the  purchase 
was  made,  the  stocks  pushed  through  on  heavy  volume  to  the  prices  paid  by  the  syndi- 
cate, and  even  higher,  this  advance  merely  anticipated  the  important  market  news  which 
was  about  to  be  made  public,  and  it  was  to  be  expected  that,  in  normal  fashion,  once  the 
news  was  out  the  stock  would  settle  back.  The  reported  prices  and  volume  of  the 
Prairie  stocks  during  the  week  prior  to  the  purchase  is  shown  in  the  following  table : 


Dale 

The  Prairie  Oi)  &  Gas 
Company 

The  Piairie  Pipe  Line 
Company 

High 

Low 

Volume 

High 

Low 

Volume 

1928 

Nov.  17 

Nov.  19 

61 
61 
&5H 

S4y2 

54H 

58 
59 
61 

500 
5,000 
12.  000 
56,  000 
22,000 
60  000 

21884 

220 

2203/i 

221 

219 

247 

21g»< 

219 

2J9M 

2)8 

218 

218 

100 

1,000 

Nov,  20 

Nov.  21 

Nov.  22. 

No^.23 

Nov,  240 

1,  500 

1.  500 

750 

c,000 

Nov  25 1» 

Nov.  26 

67}i 

65J^ 

40, 665 

259 

250 

4,500 

»  Exchange  closed.  ^  Sunday 

« Op,   eit.   supra,   note  1.   at  28^0  and  derived   from  .supplementary   iuformalion   supplied 
the  Commission  for  Petroleum  Corporation  of  America. 
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cost  of  $1,815,337.'^*  With  respect  to  the  effect  of  these  concentrated 
purchases  in  the  two  relatively  inactive  Prairie  stocks  Hunter  S.  Mars- 
ton  of  Blair  &  Co.  testified :  *^ 

Q.  Blair  &  Co.  on  November  26,  192S,  purchased  from  W.  S.  Banks  &  Com- 
pany 650  shares  at  230,  and  on  the  same  day  they  purchased  from  Banks  & 
Company  200  at  225,  and  the  following  day,  November  27,  1928,  they  purchased 
350  shares  at  250. 

So  that  the  very  purchases  Blair  &  Co.  were  making  in  the  open  market 
on  the  date  they  made  this  agreement  with  the  Rockefeller  interests  increased 
the  price  of  that  stock  from  225  to  250.  Those  very  purchases  moved  that  stock 
up  25  points,  isn't  that  so?    There  was  a  difference  of  25  points  in  those  purchases? 

A.  Well,  the  stock  went  up  25  points. 

Q.  And  the  stock  went  up  with  the  purchases  made  at  prices  ranging  from 
225  to  280  to  250  by  Blair  &  Company? 

A.  Blair  &  Company  •apparently  made  those  purchases  according  to  your 
record,  but  I  don't  know  what  other  purchases  were  made. 

Q.  Not  only  did  it  make  those  purchases  in  Prairie  Pipe  Line  on  that  date, 
but  on  that  very  day  it  signed  that  agreement  it  purchased  the  28,000  shares 
of  Prairie  Oil  and  Gas  at  prccs  ranging  from  62  to  64.25  [sic;  65ys],  for  a 
total  of  $1,815,000.  So  that,  Mr.  Marston,  the  fact  that  the  market  was  what 
it  was  at  that  time  is  no  criterion,  because  there  was  Blair  &  Company,  on 
the  very  day  they  had  signed  the  agreement  with  the  Rockefeller  interests, 
purchasing  tlie  Prairie  P.pe  stock  at  prices  ranging  from  2  5  to  250  and  at 
prices  ranging  from  62  to  64.25  [sic;  65Vs],  for  the  Prairie  Oil  &  Gas  Com- 
pany stock? 

A.  We  thought  the  inherent  value,  naturally,  of  those  stocks  was  cheap  at 
that  price. 

Q.  Well,  that  is  so,  is  it  not,  every  time  people  run  a  trading  account  or  a 
pool  account?  The  justification  every  time  is  that  the  pool  participants  feel 
that  the  stock  is  not  selling  at  the  price  it  is  worth  and  they  are  just  going 
to  stimulate  a  little  interest  to  call  the  public's  attention  to  the  fact  that  it  is 
a  cheap  stock.  And  then  when  the  stocks  reach  the  price  that  they  think  it  is 
worth  they  sell  the  stock  and  step  out?  Isn't  that  the  justification  in  every 
pool — "the  stock  is  not  selling  for  what  it  is  worth,  and  we  are  going  to  put 
it  up  to  what  it  is  worth,  and  sell  it  to  the  pub'ic"? 

A.  I  imagine  there  have  been  many  instances  of  that. 


*■'  These  purcha.ses  were  all  made  in  a  single  day,  November  26,  1028,  as  follows  (derived 
from  supplementary  information  tupplied  tlie  Commission  for  Fetr,)"cum  Ccnporation  of 
America)  : 

11/26/28 300  shares— Carpenter-Cutter  Co.,  @   64.25 19,  327.  50 

11/26/28 700  shares — Carpenter-Cutter  Co..  (yJ    64.o0 -15,  .'?7->.  50 

11/26/28 2,  000  shares— Carpenter-Cutter  Co.,  m   64 12'.  ;^50. 

11/26/28 1,  000  shares— W.   S.  Banks,                  Q   mVs 6!,  O'O. 

11/26/2^ 2,  000  shares— W.  S.  Banks,                    @    64       1?>S, -TO. 

11/26/28 800  shares — W.S.Banks,                    (fT,    64% ri2,  0*0. 

11/26/28 900  shares— @   63V2 57.  :07.  50 

11/26/28 100  shares— @63% 6,  nS'. 

11/26/28 1,  300  shares- @    63       8'\  1:''7.  50 

11/26/28 600  shares— @   62ys 37,  8^0. 

11/26/28 7(10  shares — @    63% 'H.  0"^.  50 

11/26/28 1,200  shares— (at    62% 75,210. 

11/26/28 200  s' ares — (rf,    62       T>'9n 

11/26/28 16,200  shares— @   65y8 1,  055,"  835. 

28,  000 

Interest 6,  799.  58 


■«  Id.,  at  2830-1. 
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The  Syndicate  had  made  careful  preparations  to  furnish  other 
unfailing  market  stimuli.  Increased  trading  had  barely  commenced 
when  the  news  was  released  that  the  Prairie  Pipe  stock  was  to  be  split 
four  for  one  and  a  25%  stock  dividend  was  to  be  declared.**^  In  addi- 
tion, both  the  Prairie  Oil  and  Prairie  Pipe  stocks  were  to  V)e  moved 
from  unlisted  trading  on  the  Curb  to  listing  on  the  New  York  Stock 
Exchange,  the  "Big  Board."  That  these  moves  had  been  discussed 
with  the  Rockefellers  and  had  formed  part  of  the  understanding  on 
which  the  purchases  had  been  made  is  attested  by  a  letter  addressed 
to  Bertram  Cutler  on  November  27,  1928,  by  Elisha  Walker  of  Blair  & 
Co.,  Inc. :  *^ 

Referring  to  our  letter  to  you  dated  November  27,  1928  (conflrmiug  purchase 
of  the  Prairie  stocks),  we  understand  that  it  is  agreeable  to  Mr.  John  D. 
Rockefeller,  Jr.,  and  other  interests  owning  shares  of  common  stock  of  the 
Prairie  Pipe  Line  Company  represented  by  yoi;,  that  the  Prairie  Pipe  Line 
Company  shall  change  the  par  value  of  its  common  stock  from  $100  per  share 
to  $25  per  share,  increase  the  number  of  shares  of  such  common  stock  and 
issue,  upon  such  recapitalization  and  in  part  as  a  stock  dividend,  5  shares  of 
the  par  value  of  $25  each  in  exchange  for  each  share  of  such  common  stock 
now  outstanding.  You  will  give  or  cause  to  be  given  proxies  in  respect  of  all 
shares  of  common  stock  of  the  Prairie  Pipe  Line  Company  standing  in  the  name 
of  nominees  of  interests  represented  by  you  on  the  record  date  fixed  for  the 
purpose  of  determining  the  names  of  stockholders  entitled  to  vote  at  the  meeting 
called  for  the  purpose  of  approving  such  change  and  increase. 

We  understand  that  you  have  no  objection  to  an  application  on  the  part  of 
the  Prairie  Oil  and  Gas  Company  and/or  the  Prairie  Pipe  Line  Company  to  list 
its  or  their  capital  stocks  upon  the  New  York  Stock  Exchange. 

The  Prairie  Oil  &  Gas  stock  was  officially  listed  on  the  New  York 
Stock  Exchange  on  December  19,  1928;  the  Pipe  Line  stock  on  Jan- 
uary 9,  1929.  The  split-up  of  the  Pipe  Line  stock  was  not  actually 
effected  until  January  4,  1929,  but  trading  in  the  new  stock  ($25  par) 
commenced  on  a  "when  issued"  basis  on  December  4,  1928. 

Hunter  S.  Marston,  discussing  the  reasons  for  the  Prairie  Pipe 
split-up,  stated :  *^ 

A.  *  *  *  I  believe  that  [the  stock  split-up]  had  been  contemplated 
before  we  bought  the  stock,  and,  furthermore,  it  gave  us  an  instrumentality 
from  the  standpoint  of  distribution  which  was  important,  in  that  it  was  much 
more  easy  if  you  would  want  to  sell  it  in  the  market,  because  the  stocks  selling 
around  $2.50  a  share  do  not  have  a  particular  appeal  as  far  as  investors  are 
concerned,  and  it  is  a  cumbersome  quotation  to  handle     *     *     *. 

Q.  That  is,  you  can  hope  to  get  a  wider  distribution  if  the  stock  is  selling 
at  $"0  a  share  than  if  it  is  selling  at  $210  a  share? 

A.  That  is  correct. 

Q.  That  is  obvious? 

A.  Yes. 

*  ^t  *  «  *  *  * 

Q.  Now,  if  I  may  discuss  a  little  with  you  the  aspect  of  the  public  distribution. 
The  fact  that  the  stock  was  split  up  was,  you  say,  a  safeguard  in  case  public 


*^M.,  at  2815. 

"  Id.,  Conimi.ssion's  Exhibit  No.  320. 

«Id.,  at  2815  and  2821. 
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distribution  had  to  be  effected  the  stock  would  be  in  such  form  the  public 
would  take  it  up? 

A.  It  is  in  a  more  marketable  form.  A  security  that  is  selling  at  $50  a  share 
is  something  the  people  prefer  to  buy  rather  than  at  $210  a  share. 

Riiloff  Cutten,  who  was  at  that  time  the  manager  on  the  floor  of 
the  New  York  Stock  Exchange  of  the  successful  Sinclair  Consoli- 
dated Oil  account,  and  who  was,  at  least  nominally,  in  charge  of  the 
Prairie  operation,  testified  as  follows  concerning  the  effect  on  the 
market  of  these  concerted  moves :  *^ 

Q.  Well,  you  notice  prior  to  November  23,  1928,  in  both  Prairie  Oil  and  Gas, 
and  Prairie  Pipe  Line,  there  was  comparatively  negligible  volume.    Isn't  that  so? 

A.  That  is  right. 

Q.  And  on  November  26,  we  find  a  certain  marked  spurt  in  activity? 

A.  That  is  right. 

Q.  Now,  it  was  on  November  26  that  Blair  and  Company  started  buying 
those  Prairie  Pipe  Line  (shares),  which  were  turned  over  to  E.  F.  Hutton  in 
each  one  of  those  accounts? 

A.  Yes. 

Q.  Now,  with  a  little  news  that  there  was  going  to  be  a  split-up  of  the 
Prairie  Pipe  Line  stock,  and  the  stock  dividend,  and  with  some  purchasing  by 
Blair  and  Company,  that  would  certainly  have  an  effect  on  the  volume,  and  the 
price,  isn't  that  so? 

A.  Decidedly  so. 

******* 

Q.  And  all  you  need  with  the  news  of  the  split-up  and  the  stock  dividend,  is 
the  initial  trading  to  give  the  impetus  to  the  stock,  and  to  get  the  volume  going? 

A.  I  should  not  think  that  they  would  need  any  with  that  news,  a  5  for  1. 

Q.  It  always  looks  a  little  better  when  it  starts  to  come  out  on  the  tape, 
doesn't  it? 

A.  Yes. 

Q.  And  people  don't  really  become  conscious  of  the  fact  how  good  everybody 
believes  the  news  is,  until  they  see  somebody  buying  the  stuff? 

A.  That  is  right. 

Q.  So  that  on  November  26,  we  find  Blair  and  Company  starting  to  buy  both 
Prairie  Pipe,  and  Prairie  Oil  and  Gas,  and  that  certainly  didn't  depress  the 
price  of  the  stock,  did  it? 

A.  No ;  it  would  not. 

Q.  And  in  your  expert  opinion  it  would  have  a  slight  tendency  to  start  the 
price  up,  wouldn't  it? 

A.  It  would. 

While  the  news  of  the  Prairie  Pi]:)e  five  for  one  split  and  tlie  impend- 
ing shift  of  both  stocks  to  the  "Big  Board"  was  being  disseminated,  the 
Prairie  Syndicate,  under  the  expert  management  of  Arthur  W. 
Cutten,°°  commenced  operations.  Four  trading  accounts  were  imme- 
diately set  up  with  the  brokerage  house  of  E.  F.  Hutton  &  Company, 
the  firm  out  of  which  the  Sinclair  Consolidated  Syndicate  accounts 
were  being  run.  The  Prairie  market  operation  was  modeled  after  the 
Sinclair    Consolidated    operation :    two    accounts    were    operated    in 

«  Id.,  at  3114-5. 

^  Mr.  Cutten  was  at  that  time  managing  the  extensive  operations  of  the  Sinclair  Con- 
solidated syndicate,  for  which  purpose  he  had  been  especially  sought  out  by  Harry  F. 
Sinclair.     (Op.  cit.  supra,  note  31,  Part  6.) 
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Prairie  Oil  &  Gas  stock  and  two  accounts  in  Prairie  Pipe  stock,^^ 
Questioned  as  to  the  similarity  between  the  two  operations,  Elisha 
Walker  testified :  ^^ 

Q.  I  am  just  trying  to  see  whether  at  least  the  same  mechanics  were  not 
set  up? 

A.  Yes ;  the  same  mechanics  were  set  up. 

Q.  The  fact  of  the  matter  is  that  immediately  upon  the  purchase  of  this 
$38,000,000  worth  of  stock  from  the  Rockefeller  interests,  two  trading  accounts 
were  set  up,  in  the  Prairie  Pipe  Line  Company's  stock  at  E.  F.  Hutton,  and  in 
the  Prairie  Oil  and  Gas  Company  stock? 

A.  Yes. 

Q.  And  immediately  trading  was  done  in  those  four  accounts?    Isn't  that  so? 

A.  Well,  I  can't  answer  that.  I  don't  doubt  it  is  correct,  but  I  can't  answer 
it.     I  haven't  the  figures. 

The  trading  accounts  in  both  Prairie  stocks  started  on  November  30, 
1928,  several  days  after  the  purchase  of  the  stock  by  the  Syndicate. 
The  Prairie  Pipe  trading  accounts  took  over  at  the  outset  the  1,'200 
shares  [old]  of  Prairie  Pipe  stock  which  Blair  &  Co.  had  accumulated 
prior  to  the  establishment  of  the  trading  accounts,  and  in  addition 
immediately  acquired  other  substantial  blocks.  On  December  4,  1928, 
the  accounts  commenced  trading  in  the  new  Prairie  Pipe  $25  par  stock 
on  a  "when  issued"  basis.  By  the  time  the  Prairie  Pipe  accounts  ceased 
operations  on  January  28,  1929,  they  had  bought  a  total  of  59,900 
shares  of  Prairie  Pipe  stock  for  $3,31-1,693  and  sold  88,150  shares  for 
$4,860,478.^^  During  this  period  there  was  traded  on  the  Exchange 
a  total  of  208,100  shares  of  Prairie  Pipe  stock.    The  purchases  of  the 

^1  The  original  syndicate  agreement  dated  November  27,  1928,  between  Blair  &  Co..  Inc., 
Chase  Securities  Corporation,  Shermar  Corporation,  Arthur  W.  Cutten,  and  Harry  F. 
Sinclair  provided  (1)  "that  the  parties  *  ♦  *  agree  immediately  to  form  a  syndi- 
cate or  syndicates  with  Arthur  Cutten  as  manager  thereof,  with  customary  powers,  to  dis- 
pose of  Prairie  Oil  shares  and  of  the  Prairie  Pipe  shares,  in  the  marlvct,  or  other\vise  as 
the  parties  shall  determine,"  and  (2)  "the  parties  hereto  hereby  agree  immediately  to 
form  a  trading  account  in  the  shares  of  common  stock  of  Prairie  Oil,  the  aggregate  com- 
mitment for  such  account  not  to  exceed  150,000  shares  of  such  stock,  and  a  trading 
account  in  the  shares  of  common  stock  of  Prairie  Pipe,  the  aggregate  commitment  for 
such  latter  account  not  to  exceed  50,000  shares  of  such  stock  as  at  present  constituted, 
and  such  trading  accounts  to  run  for  a  period  of  6  months  from  the  date  hereof  with 
such  extension  or  extensions  of  such  period  as  the  parties  hereto  shall  determine.  After 
making  allotments  to  others  in  each  such  trading  account  as  the  parties  hereto  shall 
determine,  the  parties  hereto  shall  pnrticipate  in  the  balance  of  each  such  trading  account 
in  the  respective  proportions  in  which  they  participate  in  the  original  purchase  and 
sale  of  the  Prairie  Oil  Shares  and  of  the  Prairie  Pipe  Shares  as  herein  set  forth.  Arthur 
W.  Cutten  shall  be  manager  of  such  trading  accounts  with  customary  powers." 

The  provision  for  the  trading  accounts  was  later  (December  3,  1928)  implemented  by 
two  formal  contracts  between  Arthur  Cutten  and  all  the  participants  and  subparticipants, 
called  Prairie  Oil  and  Gas  Syndicate  Agreement  "B"  and  Prairie  Pipe  Line  Syndicate 
Agreement  "B."  The  parties  to  these  contracts  were  virtually  the  same  as  to  the  origi- 
nal syndicate  purchase  contract  of  Nov-ember  27,  with  the  inclusion  of  the  various  sub- 
participants  listed  supra  (see  note  29).  The  first  account  in  each  stock  was  known  as 
"the  syndicate  account"  and  the  second  account  (the  syndicate  "B"  account)  was 
known  as  "the  trading  account."  Pressed  to  explain  the  reason  for  the  establishment 
of  two  accounts  in  each  stock,  RulofiC  Cutten  stated  that  the  purpose  was  to  provide 
added  purchasing  power  for  the  initial  accounts  in  both  stocks.  He  testified  (Id.,  at 
3116)  :  "Because  the  original  group  to  have  purchasing  power  over  the  number  of  shares, 
fortunately  it  started  off  by  selling  stock,  but  we  didn't  know  whether  they  would  con- 
tinue to  do  so,  so  we  had  to  have  some  buying  power." 

*='0p.  cit.  supra,  note  1,  at  2892. 

«8  Id.,  Commission's  Exhibit  No.  350. 
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Syndicate  equaled  26%  of  the  total  trading  volume  on  the  Exchange 
during  the  entire  period  and  its  sales  equaled  38%  of  the  total  trad- 
ing volume.  The  account  ended  up  with  its  sales  exceeding  its  pur- 
chases by  28,2!  0  shares  of  the  new  stock,  which  "short"  position  was 
subsequently  covered  from  the  block  of  578,250  shares  of  new  Prairie 
Pipe  stock  (or  115,650  shares  of  the  old  Prairie  Pipe  stock)  pur- 
chased by  the  Syndicate  from  the  Rockefellers,  thereby  reducing  that 
block  to  5^0,000  shares  of  the  new  stock.^^ 

The  general  course  of  the  market  prices  of  the  Prairie  Pipe  stock 
during  the  period  from  November  3,  1928,  to  March  2,  1929,  is  shown 
in  Table  2,  which  may  be  compared  with  Table  1  (supra)  showing 
market  prices  from  January  14,  1928."     The  Prairie  Pipe  stock  rose 

Table  2. — Price  quotations  at  intervals  of  approximately  2  ireeks  and  monthly 
volume  of  sales  of  The  Prairie  Oil  &  Gas  Company  and  The  Prairie  Pipe  Line 
Company  common  stocks  from  Nov.  S,  1928,  to  Mar.  2,  1929 


The  Prairie  Oil  &  Gas  Company 

The  Prairie  Pipe  Line  Company 

Week  ending— 

High 

Low 

Monthly 
volume 

High 

Low 

Monthly 

Old 

New 

Old 

New 

volume 

1928 

Nov.  10 

56M 

61 

68 

59M 

S2Ji 

62 
65 
60 
623^ 

54 

54^ 

62'^ 

56H 

59H 

5m 

59 

58H 

59 

225 
247 
278 

45 

49^ 

5554 

51 M 
52 

55M 
57 
573-^ 
58Ji 

215 
218 
250 

43 

43^8 

50 

49M 

51»/i 

53M 
55 

56^ 
58 

Nov.  24 

Dee.  1 

370, 700 

»  75, 35a 

Dec.  15 

Dec.  29 

144, 000 

76, 801 

1929 

Jan. 12 

Jan.  20 

371,900 
130, 100 

103, 400' 

Feb.  15 

117, 700 

Mar.  2 

"Old. 

from  a  low  of  $208  at  the  beginning  of  November  1928  to  $250— 
$278  at  the  beginning  of  December  1928,  or  in  terms  of  the  new  $25  par 
stock,  from  $41%  to  $50 — $55%,  as  compared  with  the  cost  of  Prairie 
Pipe  to  the  Syndicate  of  $42  per  share,  new  stock.  During  December 
1928  the  market  price  of  the  stock  fluctuated  between  $48  and  $55,  and 
during  January  1929  between  $561/0  and  $531/8,  reaching  a  new  high 
of  $57  on  the  significant  elates,  January  21  and  January  22. 

The  Prairie  Oil  &  Gas  trading  accounts  were  evidently  a  more 
difficult  operation  than  the  Prairie  Pipe  accounts,  and  were  less 
successful.  The  first  Prairie  Oil  &  Gas  account  was  terminated 
January  14,  1929,  with  total  purchases  of  24,200  shares  for  the  sum  of 
$1,490,273  and  total  sales  of  35,500  shares,  for  the  sum  of  $2,258,525."''' 
That  account  ended  up  "short"  11,300  shares,  but  the  price  of  the 

6*  Ibid. 

65  As  in  the  case  of  Table  1,  p.  238,  supra,  the  dates  used  are  biweekly,  and  consequently  do 
not  show  highs  and  lows  on  intervening  dates. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  348. 
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stock  advanced  scarcely  above  $60  per  share.  Since  the  Syndicate 
liad  paid  $57  per  share  for  this  stock,  the  spread  between  cost  and 
market  was  not  impressive. 

The  second  account  in  The  Prairie  Oil  &  Gas  Company  stock  started 
purchasing  heavily  on  January  14,  at  prices  ranging  upwards  from  $60 
and  by  the  important  date  of  January  21,  the  price  of  Prairie  Oil  & 
Gas  had  reached  $65  per  share.  However,  the  account  on  that  date  had 
accumulated  an  excess  of  53,300  shares  of  Prairie  Oil  &  Gas  stock,"  and 
in  addition  the  stock  began  to  back  away  from  the  $65  price,  so  that 
purchases  had  to  be  further  increased.  By  January  28  the  account 
was  "long"  89,300  shares.  On  February  5,  1929,  the  account  dis- 
posed of  52.204  shares  in  a  manner  which  will  be  discussed  hereafter. 
As  of  that  date,  the  two  Prairie  Oil  accounts  had  purchased  157,400 
shares  of  Prairie  Oil  &  Gas  stock  for  $9,261,400  (of  which  118,000 
shares  were  purchased  on  the  Exchange)  and  sold  114,700  shares  for 
$7,126,343  (of  which  51,196  shares  were  sold  on  the  Excliange).^* 
During  the  same  period,  the  total  volume  of  Prairie  Oil  &  Gas  stock 
traded  on  the  Exchange  was  480,100  shares.  Without  including  its 
extensive  transactions  off  the  Exchange,  purchases  of  the  Syndicate 
equaled  25%  of  total  exchange  trading  during  the  entire  period  and 
its  sales  equaled  11%  of  total  exchange  trading. 

After  February  5,  1929,  the  activity  of  the  Prairie  Oil  &  Gas 
trading  account  decreased,  but  sporadic  purchases  of  Prairie  Oil  & 
Gas  stock  were  made  from  time  to  time  during  the  following  twelve 
months.  On  February  28,  1930,  when  the  Prairie  Oil  &  Gas  trad- 
ing account  was  finally  closed,  it  was  still  "long"  39,400  shares,  which 
were  distributed  to  the  Syndicate  participants  at  $69.50  per  share. 
The  market  ]:)rice  of  the  stock  at  the  time  was  approximately  $47.50 
per  share.  Thus,  this  account  showed  a  substantial  operating  loss, 
while  the  other  accounts  resulted  in  an  aggi-egate  operating  profit 
of  $96,280.^'' 

Both  Hunter  Marston  and  Elisha  Walker,  in  discussing  the  estab- 
lishment and  operation  of  the  trading  accounts,  contended  in  effect 
that  the  objective  of  the  Syndicate  was  merely  to  "police"  the  market 
in  these  stocks,  and  thereby  protect  itself  in  its  purchase.*'"  Hunter 
Marston  testified :  ^^ 

Q.  Yoii  say  there  was  a  nominal  market  in  the  stock  at  the  time  the  purchase 
group  acquired  itV 

A.  Yes. 

Q.  Then  the  effect  of  these  trading  accounts  was  to  stimulate  activity  in 
that  stock.     Isn't  that  so? 

A.  That  is  one  of  the  purposes,  I  assume. 

*♦*•*** 


^■'Tliat  is  to  say,  the  account  was  "long"  53, .'500  shares.  Since  the  objective  of  the 
account  was  not  to  accumulate  stocl^,  but  only  to  raise  the  market  price  in  order  to  Inflate 
the  ostensible  value  of  the  syndicate's  holdings,  this  "long"  position  was  a  disadvantage 
and  indicated  that  the  account  managers  were  having  difficulty  in  stimulating  enough 
market  demand  to  enable  the  syndicate  to  dispose  of  its  purchases  without  depressing  the 
market  price  and  thereby  wiping  out  any  enhancement  which  had  l)een  gained  by  means  of 
these  purchases. 

^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  348. 

^0  Ibid. 

wiOp.  cit.  supra,  note  1,  at  2827  (testimony  of  Hunter  S.  Marston),  and  id.,  at  2895 
(testimony  of  Elisha  Walker). 

«  Id.,  at  2826. 
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Q.  So  there  were  four  accounts  opened  in  those  two  stocks,  and  isn't  that 
indicative  that  the  public  distribution  of  that  stock  was  contemplated  at  that 
time? 

A.  It  is  hard  to  remember  now  just  what  was  in  mind.  As  I  told  you,  the 
original  idea  in  the  purchase  of  these  shares  was  for  an  oil  consolidation. 
While  you  are  holding  a  large  block  of  stock  you  naturally  have  got  to  protect 
in  a  sense  your  market,  and  I  assume  that  is  why  those  trading  accounts  were 
formed.  We  had  such  a  large  block  of  those .  stocks  that  naturally  in  those 
days  they  made  the  market  for  different  securities. 

Q.    And  they  needed  four  accounts  to  do  that,  just  to  police  the  issue? 

A.  I  don't  know  about  that."^ 

From  the  records  of  the  trading  accounts  it  is  apparent  that  the 
Syndicate  was  not,  as  was  contended,  attempting  merely  to  ensure  an 
orderly  market  for  the  stocks — a  "policing"  operation — but  was  in- 
stead actively  striving  to  push  the  stocks  to  new  high  levels  and  to 
maintain  them  there.''^  The  first  objective,  the  inflation  of  the  market 
prices,  was  substantially  accomplished,  as  Ruloff  Cutten  conceded,®*  by 
the  stock  splitting  device  and  the  news  of  the  listing  on  the  New 
York  Stock  Exchange,  abetted  by  the  initial  trading  on  the  part  of 
Blair  &  Co.,  Inc.  The  four  trading  accounts  apparently  had  for 
their  function  to  hold  the  prices  at  their  highs  and  to  advance  them 
a  little  further,  if  possible.  To  accomplish  this  end,  these  four  ac- 
counts in  a  period  of  two  months  made  purchases  of  the  two  Prairie 
stocks  aggregating  $12,576,143  and  made  sales  aggregating  $11,986,- 
821.°'  These  accounts  did  a  substantial  volume  of  total  exchange 
trading  in  both  stocks  over  the  entire  period.^®  On  certain  days  their 
transactions  constituted  the  gi'eat  bulk  of  all  trading.*'''^  Of  special 
significance  is  the  fact  that  these  accounts  traded  on  the  highs  re- 
peatedly. With  respect  to  the  Prairie  Pipe  Line  account,  Ruloff 
Cutten  testified:  ®^ 

Q.  Do  you  have,  commencing  with  December  3,  1928,  do  you  have  the  prices, 
either  on  the  4th  or  the  5th,  the  highest  price  which  you  paid  for  the  stock  on 
that  day? 

A.  On  the  4th.     Is  that  which  you  are  referring  to? 

Q.  Give  it  to  us  for  the  4th. 

A.  55Vj  high,  and  54i/^  low. 


«2  Elii^ha  Walker  stated  (id.,  at  2895)  "*  *  *  the  main  effort  was  to  stabilize  the 
market  and  hold  your  investment  as  a  good  investment  rather  than  let  some  sharpshooter 
come  and  sell  your  stock  down,  and  you  had  to  have  a  syndicate  to  protect  yourself  in  that 
respect." 

•»  See  the  testimony  of  Ruloff  Cutten,  quoted  infra,  in  which  Mr.  Cutten  admitted  that 
the  records  of  the  account  show  that  the  syndicate  manager  was  attempting  to  "maintain" 
the  market  in  The  Prairie  Oil  &  Gas  Company  at  about  60,  the  price  at  which  the  syndicate 
had  determined  to  sell  to  Petroleum  Corporation  of  America. 

« Testimony  quoted,  supra,  p.  242. 

"^  Op.  cit.  supra    note  1,  Commission's  Exhibit  No.  350. 

^  See  percentages,  supra,  p.  245. 

«'Mr.  Cutten  testified   (op.  cit.  supra,  note  1,  at  3119  and  3122)  : 

Q.  Now,  you  notice  on  December  5,  1928,  the  volume  of  transactions  by  the  trading 
account  in  Prairie  Pipe  Line  Company  almost  equaled  the  total  volume  on  the  N.  T. 
Stock  Exchange  *  *  *  you  say  that  that  amount  of  trading  was  necessary  to 
police  the  stock  on  that  day? 

A.  No  ;  it  wouldn't  appear  that  by  looking  at  it. 

Q.  *     *     *     Now,  you  notice  that  although  the  volume  decreased,  they  still  did  a 
substantial  portion  of  the  trading  in  the  Prairie  Line  Company,  all  of  the  way  down. 
A.  Yes. 

«8  Op.  cit.  supra,  note  1,  at  3124-5. 
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Q.  Do  you  know  what  the  high  on  that  day  was? 
A.  No,  I  don't  know. 

Q.  The  high  on  that  date  was  55i^.     What  is  the  highest  price  that  you 
paid? 
A.  551/2. 

Q.  For  the  next  day? 
A.  December  5th — 55%, 

Q.  Do  you  know  what  the  high  was  for  that  day? 
A.  55%. 

Q.  Do  you  know  what  December  6th  high  was? 
A.  551/8. 

Q.  Do  you  know  what  was  the  high  which  you. traded  that  day? 
A.  551/8. 

******* 

Q.  You  were  selling  [buying]  pretty  frequently  at  the  high,  isn't  that  so? 

A.  Yes. 

******* 

Q.  The  record  indicates  that  you  traded  at  the  high  on  the  17th,  on  the  18th, 
on  the  19th,  the  high  on  the  21st,  the  high  on  the  24th,  *  *  *  the  high  on 
the  27th,  the  high  on  the  31st,  and  the  high  on  January  2d,  and  the  high  on  Janu- 
ary 8th,  and  the  high  on  January  9th,  and  the  high  on  January  14th,  and  the 
high  on  January  15th,  and  the  high  on  January  16th,  and  the  high  on  January 
19th,  and  that  was  getting  pretty  close  to  the  time  when  they  were  going  to 
make  an  announcement  that  they  were  going  to  sell  Petroleum  Corporation, 
the  Prairie  Pipe  and  Oil  stock,  isn't  that  so? 

A.  I  don't  recall  that  date. 

Q.  January  21st,  January  22d,  and  then  on  the  23d,  and  then  you  stopped 
trading,  according  to  our  records,  on  the  25th.  But  on  the  22d,  you  made  a 
new  high  of  57  and  on  the  23d  at  57.  Now  you  won't  deny,  Mr.  Cutten,  that 
the  market  price  at  least  at  that  period  was  being  made  by  the  trading  account, 
will  you? 

A.  Naturally,  it  had  something  to  do  with  it,  if  I  actually  bought  the  stock 
at  the  high.     Of  course  that  would  be  right.*® 


«»  With  respect  to  the  significance  of  trading  on  the  highs,  Mr.  Cutten  testified   (id  ,  at 
3106)  : 

Q.  Now,  the  manner  of  handling  a  trading  account  depends  on  the  purpose  you  hope 
to  accomplish? 

A.   That  is  true. 

Q.  If  you  are  just  policing  an  issue,  then  the  technique  is  entirely  different  than 
if  you  are  trying  to  dispose  of  a  block? 

A.  That  is  right. 

Q.  It  is  different  if  you  are  trying  to  accumulate  a  block? 

A.  That  is  right. 

Q.  Now,  in  policing  a  stock,  what  is  the  general  technique  and  what  is  the  method 
of  handling  the  account? 

A.  In  policing  an  account,  you  purchase  it  when  sellers  appear,  and  sell  stock  when 
buyers  appear,  and  try  to  keep  an  orderly  market     *      *      *. 

Q.  Now,  suppose  that  the  market  was  rising? 

A.  In  other  stocks? 

Q.   In  your  own  stock? 

A.   Yes. 

Q.  Would  you  step  in,  in  that  sort  of  a  situation,  if  you  were  merely  policing  the 
issue? 

A.  I  would,  and  sell. 

**•**•« 

Q.  *  *  *  there  must  be  some  distinct  and  distinguishing  technique  in  those 
Bituation.s. 

A.  There  is. 

Q.  The  techniques  differ  with  respect  to  making  new  highs,  isn't  that  so? 

A.  That  is  right. 

Q.  Now,  if  you  are  interested  in  policing  an  account,  your  primary  purpose  isn't 
to  make  new  highs,  is  it? 

A.  Not  unless  the  particular  issue  is  sluggish  and  lagging  behind  the  rest  of  the 
market,  and  then  you  may  buy  a  certain  number  of  shares  to  try  to  put  it  in  line  with 
the  rest  of  the  oil  stocks. 

Q.  *  *  *  That  isn't  what  we  ordinarily  mean  by.  for  instance,  an  issuer  or  a 
corporation  policing  a  stock  where  they  are  just  going  in  to  see  that  the  market  isn't 
demoralized  or  that  it  is  a  bad  market,  with  big  swings,  isn't  that  so? 

A.  That  is  right     "*     ♦     ». 
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The  accounts  on  Prairie  Oil  &  Gas  stock  present  a  similar  pic- 
ture.    Mr.  Cutten  testified :  ^° 

Q.  You  will  notice  the  Prairie  Oil  &  Gas  shows  while  not  quite  a  similar 
picture,  this  [indicating]  is  the  volume  here.  When  did  they  buy  Prairie  Oil 
and  Gas?  It  was  on  the  26th  or  27th  when  there  was  a  maximum  volume  that 
Blair  &  Company  purchased  the  28,000  shares.  That  was  an  awful  lot  of  shares 
of  Prairie  Oil  and  Gas.  Tliat  had  a  lot  to  do  with  the  subsequent  price.  You 
won't  deny  that? 

A.  It  did.     You  can  see  it  on  the  chart. 

Q.  That  is  almost  a  scientific  correlation,  isn't  that  correct? 

A.  That  is  correct     *     *     *. 

Q.  I  will  just  read  you,  Mt.  Cutten  the  dates  upon  which  the  trading  account 
in  the  Oil  and  Gas  made  highs :  December  5th,  62%  ;  December  20th,  63% ; 
December  21st,  62 ;  January  14th.  63ys  :  January  Loth,  63% ;  January  16th, 
631/^;  January  19th,  64;  January  21st,  the  day  on  which  the  contract  was  con- 
summated it  made  a  high  not  only  for  that  day  but  for  this  period  of  65 :  Janu- 
ary 23d,  63%  ;  January  24th,  62%  ;  *  *  *  ;  January  31st.  6OV2  ;  February  1st, 
60^/^;  February  4th,  62 '/o.  They  stopped  on  the  4th.  but  then  the  Petroleum 
Corijoration  of  America  picked  it  up  on  February  .5th. 

These  characteristics  of  the  Prairie  accounts,  Mr.  Cutten  conceded, 
were  not  those  of  mere  "policing"  accounts."^ 

Q.  *  *  *  If  an  account  was  making  or  buying  at  high,  almost  every  day, 
would  you  say  that  was  a  policing  account? 

A.  No. 

Q.  And  if  an  account  was  doing  a  very  substantial  portion  of  the  total  trad- 
ing, would  you  say  that  was  a  policing  account? 

A.  No. 

Q.  *  *  *  ordinarily  in  a  policing  account,  is  there  any  limitation  placed 
upon  the  maximum  commitment  that  you  could  take  or  the  maximum  short 
position  that  you  could  take,  in  those  policing  accounts?     *     *     * 

A.  They  should  have  maximum  on  what  he  [the  floor  trader]  could  do. 

Q.  But  it  never  takes  the  formidable  form  of  a  Syndicate  Agreement,  does  it? 

A.  Very  seldom. 

it:  Hi  i):  *  *  *  * 

Q.  Does  it  ever  take  the  formidable  form  of  having  two  accounts  in  one  stock, 
and  two  accounts  in  the  other,  whether  they  are  running  concurrently? 
A.  I  would  not  think  so.'- 

While  it  is  evident  that  the  trading  accounts  were  not  mere  polic- 
ing accounts  as  Hunter  Marston  and  Elisha  Walker  contended,  it  is 
also  apparent  from  the  records  of  the  accounts  that  no  attempt  was 
being  made  by  the  syndicate  manager  to  eti'ect  a  wide  market  distri- 
bution of  tlie  stock  to  the  public,  as  was  being  done  at  the  time  with 
the  Sinclair  Consolidated  stock.  As  Elisha  Walker  testified,  all  of 
the  members  of  the  Syndicate  were  in  agreement  that  to  attempt 
another  large  market  distribution  concurrent  with  the  Sinclair  Syn- 
dicate would  have  been  excessive  and  unwise.     Mr.  Walker  stated :  ^^ 


™Id.,  at  3130-2. 

"Id.,  at  3110. 

"At  another  point  Mr.  Cutten  testified  (id.,  at  3109)  : 

Q.  He   [a  person  policing  an  issue]   isn't  interested  in  stimulating  interest  in  the 
account,  is  he? 
A.  No. 
"Id.,  at  3049. 
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I  think  in  this  particular  ease  everybody  felt  that  they  had  made  an  excep- 
tionally favorable  deal  in  the  Prairie  Pipe  Line  stock.  The  Prairie  Pipe  Line 
stocks  had  this  perfectly  enormous  quick  assets.  I  have  forgotten  what  they 
were.  And  it  had  this  large  earning  power.  It  was  just  one  of  those  things 
that  looked  like  to  me  a  proposition  that  was  very  attractive  for  a  profit,  and 
at  this  time  this  particular  group  was  really  interested  in  the  disposition  of  the 
[Sinclair]  Consolidated  Oil  stock  which  it  owned.  That  is  the  reason  their 
attention  was  not  focused,  market-wise,  on  these  stocks :  it  was  focused  on  the 
distribution  of  the  Consolidated  Oil  stock,  and  I  think  it  would  have  been  too 
m.aeh  to  even  think  of  it,  market-wise,  to  handle,  two  big  operations  such  as 
was"  intimated  might  have  been  the  situation  here. 

I  am  certain  that  the  thought  in  the  back  of  the  bankers'  minds  was  that  if 
there  was  a  public  distribution  it  would  be  made  by  public  offering  and  not  by 
a  stock  market  operation." 

.  It  is  patent  tliat  in  the  case  of  the  Prairie  stocks,  Mr.  Sinclair  and  his 
bankers  had  no  intention  of  permitting  these  important  hirge  blocks 
of  Prairie  stock  to  be  broken  up  but  instead  had  conceived  another 
and  more  advantageous  formula  for  their  disposal. 

The  plan  which  Messrs.  Walker,  Sinclair,  and  their  associates  had 
formulated  for  the  disposition  of  the  Prairie  stocks  was  one  which 
would  enable  them  to  realize  a  profit  on  these  blocks  as  effectively  as  was 
done  by  the  Sinclair  Syndicate.  In  addition,  the  plan  possessed  one 
advantage  of  transcendent  importance :  it  permitted  these  indiA'iduals 
in  effect  to  retain  control  of  the  blocks  of  stock  which  they  sold.  The 
instrumentality  devised  for  the  accomplishment  of  this  plan  was 
Petroleum  Coi'poration  of  America. 

E.  Purchase  by  Petroleum   Corporation  of  America  of  Prairie 
Stocks  at  $6,500,000  Profit  to  Syndicate 

In  the  early  part  of  January,  although  the  trading  accounts  in 
both  Prairie  stocks  were  effecting  a  large  percentage  of  the  total  ex- 
change trading,  the  prices  of  both  stocks  kept  persistently  backing 
away  from  the  highs.'^  It  was  evident  from  the  action  of  the  market 
that  the  price  of  the  Prairie  stock  could  not  be  advanced  much  fur- 
ther without  great  difficulty.  Moreover,  interest  charges  on  the 
Rockefdlerloan  were  accumulating  and  the  time  for  repayment  of 
the  loan  was  rapidly  approaching. 

'*  Ruloflf  Cutten  likewise  affirmed  that  no  attempt  was  being  made  to  distribute  the  stoclt 
market-wise.     He  stated  (id.,  at  3133)  : 

^  A.  *  *  *  I  was  never  called  in  to  make  a  market  operation  out  of  it,  and  I  do 
believe  that  since  Mr.  Hutton  had  the  satne  percentage  here  he  had  in  [Sinclair]  Con- 
solidated, and  I  was  handlinjr  Consolidated,  tliat  undoubtedly  I  would  have  been  given 
something  to  do  in  the  Prairies,  which  I  was  not. 

Q.  Did  you  get  instructions  to  move  it  [Prairie  Oil  &  Gas]  up  to  60  and  keep  it 
there  for  a  period  of  time? 

A.  I  don't  recall  any  of  it.  I  don't  recall  trading  in  the  stock  more  than  a  half  dozen 
times  myself,  because  I  was  so  active  in  the  Sinclair  Oil  on  the  floor  of  the  Stock 
Exchange.  I  do  know  this  from  my  exi)erience,  where  the  stock  became  active  there 
and  we  were  trading  in  20.000  shares,  say.  in  one  day,  had  I  been  the  man  trying  to 
dispose  of  that  stock  to  the  public  I  tliink  it  would  have  been  close  to  IL'0,000  share.s 
traded  in  that  day. 

"Prairie  Pipe  (new)  backed  off  from  a  high  of  56%  on  January  2  to  a  low  of  5SV,  on 
January  B.     Prairie  Oil  and  Gas  dropped  from  6-5%  on  January  2  to  SOVg  on  .January  11. 
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Under  these  circumstances,  on  January  16,  1929,  the  Prairie  Syndi- 
cate caused  the  formation  of  Petroleum  Corporation  of  America^® 
Five  days  after  its  incorporation.  Petroleum  Corporation  purchased 
from  the  Syndicate  its  holdings  of  Prairie  Oil  &  Gas  and  Prairie  Pipe 
Line  stocks  at  prices  which  yielded  the  Syndicate  a  gross  profit  in  excess 
of  $6,500,000.  This  profit,  equal  to  approximately  49%  on  the  Syndi- 
cate's cash  investment  of  $13,410,872,  was  realized  in  a  period  of  less 
than  two  months  from  the  date  of  the  Syndicate's  acquisition  of  these 
blocks  of  stock.^^ 

The  offering  prospectus  of  Petroleum  Corporation,  after  stating 
that  the  Corporation  had  been  organized  under  the  laws  of  Delaware 
for  the  purpose  "*  *  *  of  acquiring  capital  stocks  of  representative 
oil  companies,"  added : 

The  Corporation  proposes  to  acquire  from  a  Syndicate  in  which  Blair  &  Co., 
Inc.,  and  others  participating  in  the  underwriting  of  this  issue  are  members, 
approximately  300,000  shares  of  stoclj  of  the  Prairie  Oil  and  Gas  Company  at  $60 
per  share  and  approximately  550,000  shares  of  stock  of  the  Prairie  Pii)e  Line 
Company  at  $52  per  share,  these  prices  being  below  present  market  prices  but  in 
excess  of  cost  to  the  Syndicate.  These  two  companies  are  of  the  so-called  Stand- 
ard Oil  Group,  and  each  is  among  the  outstanding  companies  in  its  branch  of  the 
oil  industry.  Each  has  been  in  operation  for  many  years  and  has  accumulated 
a  large  surplus.     The  stocks  of  both  are  listed  on  the  New  York  Stock  Exchange. 

The  Prairie  Pipe  Line  stock  which  Petroleum  Corporation  was 
purchasing  for  $52  per  share  had  cost  the  Syndicate  $42  per  share 
on  November  26,  1928  (equivalent  to  $210  before  the  five  for  one  split- 
up),  and  has  sold  on  the  market  earlier  that  same  month  for  $41%,  in 
September  for  $361/2,  and  in  August  for  $34%.  During  the  month  of 
January  1929,  however,  the  stock  had  held  steadily  between  $56  and 
$5334  and  had  never  been  permitted  to  fall  below  the  latter  figure.  On 
January  21,  the  date  of  the  public  offering  of  Petroleum  Corporation 
stock,  Prairie  Pipe  reached  a  new  high  of  $57,  which  it  maintained  the 

7«  Petroleum  Corporation  of  America  was  incorporated  under  the  laws  of  Delaware. 
With  respect  to  the  genesis  of  the  plan  for  the  formation  of  Petroleum  Corporation, 
Elisha  Walker  testified  (op.  cit.  supra,  note  1,  at  2888)  : 

Q.  When  was  the  first  talk  about  forming  this  investment  company,  the  Petroleum 
Corporation  ;  do  you  remember  ? 

A.  That  is  a  very  difficult  question,  because  the  thought  of  investment  trusts  was  so 
much  in  jiooples'  minds,  not  alone  by  our  firm  but  by  all  sorts  of  firms.  We  naturally 
had  thought,  but  when  they  crystallized  actually  into  the  Petroleum  Corporation  it 
would  be  very  difficult  for  me  to  say. 

Q.  Now,  you  said  that  the  people  were  thinking  of  investment  trusts.  Investment 
trusts'  securities  and  certificates  at  that  time  were  popular? 

A.  Yes. 

Q.  You  mic;ht  have  less  difficulty  distributing  $45,000,000  worth  of  investment  trust 
rertificatps  than  you  would  have  in  distributing  $45,000,000  worth  of  oil  stocks  at  that 
time:  wasn't  that  so? 

A.  I  wouldn't  say  that     *      *      *. 

'•Hunter  Marston  testified   (id.,  at  2810,  2819)  : 

Q.  ♦  *  *  the  aggregate  price  received  bv  the  purchase  group  from  the  Petroleum 
Corporation  of  America  was  .$4.3,450,782.04, 'which  left  a  gross  profit  of  $6,243,.388. 
You  recall  you  made  approximately  6%  million  dollars  on  the  sale  of  that  stock? 

A.   I  believe  t'le  group  innde  si'm'^whe'e  around  6%  mill'on  dollars,  as  I  recall. 

Q.  In  addition  to  that,  part  of  that  stock  was  sold  to  E.  F.  Hutton  &  Company  (to 
cover  short  position  in  Prairie  Pipe  Syndicate  account ;  see  infra)  and  there  was  an 
adf"i'ional  profit  on  that,  so  that  the  agaresrate  profit  *  *  *  was  $6,525,888,  ©f 
which  profit  $6,243,388  came  from  the  Petroleum  Corporation  of  America. 

A.   I  assume  those  figures  are  correct. 
*  *  *  *  *  *  *         - 

Q.  *  *  *  and  that  6%  million  dollar  profit  was  made  on  an  advance  by  the  pur- 
chase group  of  approximately  $i.i,000.000?  Isn't  that  so?  Because  the  $25,000,000 
t^at  \/as  borrowed  from  the'  Rockefeller  interests  to  carry  that  purchase  was  repaid 
to  the  Rockefellers  from  the  money  t'\at  was  received  f'-om  the  Petroleum  Corporation 
of  Ameriea  when  they  bought  tbat  stock  from  the  purchase  group? 

A.  I  believe  that  is  correct,  sir. 
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following  day  (Januaiy  22)  and  then  eased  off  to  $541/8  at  the  end 
of  the  month.  Thus,  the  price  of  $52  per  share  (on  the  basis  of  the 
split-up  stock)  at  which  Petroleum  Corporation  purchased  Prairie 
Pipe  from  the  Syndicate  was  on  January  21  and  January  22,  $5 
per  share  ($25  j^er  share  on  the  basis  of  the  old  stock)  lower  than 
the  market  quotation  on  those  days,  but  it  was  $10  per  share  ($50 
per  share  on  the  old  stock)  higher  than  the  price  the  Syndicate  had 
paid  less  than  two  months  earlier  and  $17%  per  share  ($88%  on  the 
old  basis)  higher  than  the  market  in  August  1928. 

The  Prairie  Oil  &  Gas  stock  which  Petroleum  Corporation  was 
purchasing  from  the  Syndicate  for  $60  per  share  had  on  November  26, 
1928,  cost  the  Syndicate  $57  per  share  and  earlier  that  same  month  had 
sold  on  the  market  for  $52%  and  for  $46%  within  the  preceding  month. 
During  the  important  month  of  January  1929  the  market  price  fluctu- 
ated between  $5914  and  $65  and  on  the  21st  and  22d  of  January  had 
sold  at  $65  and  $64i/2  respectively.  Thus  the  price  of  $60  at  which 
Petroleum  Corporation  purchased  the  Prairie  Oil  &  Gas  stock  was, 
on  January  21,  $5  below  the  market  price  on  that  day,  but  the  price 
was  $3  higher  than  the  Syndicate  had  paid  less  than  two  months 
earlier  and  $13%  per  share  higher  than  the  price  at  which  the  stock 
had  sold  in  October. 

While  literally  true,  the  laconic  statement  that  "these  prices  are 
below  market  but  in  excess  of  cost  to  the  Syndicate,"  was  disingen- 
uously silent  on  two  important  questions : 

1.  Was  the  market  price  of  the  Prairie  stoclf  on  January  21st  and  22d,  1929, 
a  free  and  untrammeled  market  price  or  was  it  inflated  by  pcol  manipuhition? 

2.  How  much  in  excess  of  the  cost  to  the  Syndicate  were  the  prices  at  wiiich 
the  Corporation  was  purchasing  these  blocks? 

Before  this  Commission,  Elisha  Walker  answered  the  first  of  these 
questions  as  follows :  ^^ 

Q.  Of  course,  Mr.  Wallcer,  when  we  talk  about  this  price  being  below  the  present 
market  price,  there  is  no  disclosure  that  two  trading  accounts  were  acting  in 
Prairie  Oil  and  Gas  and  two  in  Prairie  Pipe  Line? 

A.  There  is  no  mention  in  this  letter. 

Q.  And  no  mention  in  the  circular? 

A.  That  is  what  I  mean,  in  the  circular. 

In  answer  to  the  second  question,  Mr.  Walker  testified : '° 

Q.  Now,  other  than  "this  price  being  below  the  present  market  price"  there 
was  no  disclosure  what  the  bankers  paid  for  that  stock,  was  there? 

A.  Except  the  statement  they  paid  less  for  it. 

Q.  Well,  less  could  be  a  thousand  dollars  or  ten  thousand  dollars,  or  could 
be  as  much  as  six  and  a  half  million  dollars,  which  it  was? 

A.  Yes. 

In  January  1929,  however,  when  Petroleum  Corporation  of  Amer- 
ica was  purchasing  this  aggregate  of  $46,600,000  ^"  worth  of  Prairie 
Pipe  and  Prairie  Oil  &  Gas  stock  from  the  syndicate,  there  was  no 
person  to  put  these  relevant  questions  to  the  sellers  on  behalf  of 
Petroleum  Corporation  or  its  prospective  stockholders.     Blair  &  Co., 

"Op  clt.  supra,  note  1,  at  2907. 
'"  Id.,  at  2906. 

«>  300,000  Prairie  Oil  &  Gas,  at  $00 $18,  000,  000 

550,000  Prairie  Pipe  Line,  at  $52 28,  000,  000 


40.  COO.  000 
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Inc.,  and  associates  were  the  sellers  and  Blair  &  Co.,  Inc.,  and  asso- 
ciates represented  the  buyers.     Mr.  Walker  testified :  ^^ 

Q.  When  it  was  determined  to  sell  the  $38,000,000  worth  of  stock  to  an  invest- 
ment company  to  be  formed,  who  carried  on  the  negotiations  to  fix  the  price 
which  would  be  paid  by  the  investment  company  to  be  formed  for  the  stock 
which  the  Purchase  Group  had  bought  from  the  Rockefeller  interests? 

A.  I  suppose  that  was  before  even  the  Board  was  actually  chosen,  and  I 
suppose  it  just  had  been  flgui'ed  "well,  the  market  is  so  and  so,  and  this  is  the 
price.  Is  this  all  right?"  I  imagine  it  was  worked  out  by  Blair  &  Co.  and 
their  associates  as  to  what  was  the  proper  price  to  put  this  in. 

Q.  That  is,  Blair  &  Co.  sat  down  to  determine  what  was  the  fair  price  for 
that  stock  and  at  what  price  they  were  to  sell  it  to  the  investment  company? 

A.  Blair  and  associates. 

Q.  By  associates  you  mean  persons  in  the  Purchasing  Group  who  bought  the 
stock;  that  was  Sinclair,  Chase,  Mr.  Albert  Wiggin.  and  those  people? 

A.  Yes. 

Q.  And  they  determined  that  a  $50  increase  on  a  $210  stock  was  fair,  and 
$3  on  a  $57  stock  was  fair? 

A.  I  don't  think  that  was  the  ba.sis,  as  to  what  profit  was  fair,  but  what  was 
the  price.  A  man  may  buy  a  thing  for  ten  cents  and  .sell  it  for  a  dollar  and 
make  900%  profit,  but  that  doesn't  say  that  it  wasn't  worth  a  dollar.  I  don't 
think  you  should  be  quite  that  hard  in  your  questions. 

Q.  I  am  not  trying  to  be  hard.     I  am  trying  to  figure  out  the  mechanics. 

A.  Yes. 

Q.  Here  is  Blair  &  Co.,  Mr.  Sinclair  and  Mr.  Chase,  who  bought  this  stock 
November  26,  1928,  and  then  determined  to  organize  an  investment  company 
where  Blair  &  Co.  are  the  sponsors  and  I  assume  who  have  a  fiduciary  duty 
with  respect  to  the  stockholders  in  that  company.     Isn't  that  true? 

A.  They  owe  a  duty;  yes. 

Q.  That  same  group  determines  at  what  price  the  investment  company  is  go- 
ing to  purchase ;  wasn't  that  the  fact? 

A.  Yes.  Of  course,  an  independent  Board  had  to  approve  it,  didn't  they,  or 
it  never  could  have  been  bought. 

Q.  This  prospectus  states  si)ecifically  that  they  proposed  to  acquire  that  at 
that  price.  Had  the  Board  of  Directors  met  before  this  preliminary  draft  of 
the  circular  was  prepared? 

A.  That  is  what  I  can't  answer.  I  really  don't  know  when  the  Board  had 
its  first  meeting.  I  know  there  was  an  informal  meeting  of  the  Board  of  Direc- 
tors even  prior  to  the  regular  Board  meeting.    When  that  was,  I  can't  answer. 

alt  4:  4:  *  4:  ^  i^ 

Q.  Looking  back  in  retrospect,  don't  you  find  any  difficulty  in  that  situation? 

A.  In  what  respect? 

Q.  Well,  here  is  a  group  that  purchased  a  block  of  stock  from  the  Rockefeller 
interests  and  fixed  a  price  at  which  it  was  going  to  be  sold  to  the  investment 
company  that  was  to  be  organized  by  the  very  persons  who  bought  the  block  of 
stock  from  the  Rockefeller  interests  and  were  selling  it  to  that  investment  com- 
pany. Do  you  have  any  difficulty  with  the  concept  that  you  were  really  on 
both  sides  of  that  transaction? 

A.  I  think  if  you  put  this  back  in  1929,  before  we  had  any  Securities  and 
Exchange  Commission,  and  will  compare  this  with  almost  any  other  quotation 
that  was  made,  where  it  states  exactly  the  amounts  and  the  prices  of  the  stocks 


81  Op.  cit.  supra,  note  1,  at  2916. 
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that  are  being  acquired,  that  the  insiders  are  making  a  profit  on  it,  I  think  it 
would  be  most  unusual,  certainly  in  those  days,  to  recite  what  your  profit  was. 
They  had  taken  their  business  risk  of  at  least,  roughly,  two  months.  I  think 
you  have  got  to  put  everything  in  its  own  environment.  There  was  no  require- 
ment in  those  times  to  publish  what  your  own  costs  were  and  so  forth. 

Q.  That  is  what  I  say.     I  am  trying  to  draw  a  lesson  from  the  experience. 

A.  I  am  a  great  believer  in  publicity,  and  I  think  what  is  being  done  today 
Is  a  grand  thing. 

Q.  Isn't  it  a  question  of  more  than  believing  in  publicity?  Do  you  think  a 
person  ought  to  be  able  to  put  himself  in  a  position,  publicity  or  no  publicity, 
where  he  puts  himself  on  both  sides  of  a  transaction  that  is  of  pecuniary  inter- 
est to  him? 

A.  I  don't  see  how,  where  a  corporation  is  formed  by  a  banking  house  to 
take  over  certain  securities  in  which  the  banking  house  has  an  interest,  how 
it  can  be  otherwise,  very  well,  so  long  as  the  thing  is  stated  publicly  and 
frankly  what  it  is. 

Q.  Let  us  see.  Do  you  think  the  public  would  have  been  as  prone  to  buy 
these  securities  had  they  known  that  the  Purchase  Group  of  the  Rockefeller 
stock  was  making  a  six-and-a-half-million-dollar  profit  on  a  $38,000,000  invest- 
ment on  which  the  bankers  only  had  to  put  up  $13,000,000? 

A.  They  took  a  commitment  for  $38,000,000.  didn't  they,  whether  they  bor- 
rowed $25,000,000  or  not,  is  another  matter     ♦     *     *. 

Hunter  Marstoii,^-  Elisha  Walker,^^  and  Riiloff  Cntten,^*  each  in 
turn,  in  the  hearings  before  this  Commission,  stressed  that  the  sale  to 
the  investment  company,  ahhough  it  yielded  a  large  profit  to  the  Syndi- 
cate, was  "below  the  market."  Mr.  Cutten,  when  questioned  on  the 
subject,  testified :  ^'' 

Q.  Of  course,  the  statement  that  it  is  below  the  market  price  might  mean  a 
lot  of  things,  isn't  that  so?  It  might  mean  that  it  is  a  bona  fide  purchase,  and 
the  public  are  not  familiar  with  the  fact  that  that  is  a  market  made  by  the 
persons  interested? 

A.  It  means  exactly  what  it  says,  it  was  below  the  market  price. 

Q.  But  it  does  not  say  how  the  market  price  got  there? 

A.  No. 

In  the  course  of  the  public  examination  an  analysis  of  the  daily 
price  range  and  the  volume  of  trading  in  the  Prairie  stocks  (Chart  3) 
just  prior  to  the  public  amiouncement  of  the  sale  of  these  securities  to 
Petroleum  Corporation  resulted  in  some  significant  disclosures. 
With  regard  to  the  Prairie  Pipe  account,  Ruloff  Cutten  testified :  ^^ 

Q.  The  record  indicates  that  you  traded  at  high  on  the  17th,  on  the  18th,  on 
the  IDth,  and  high  on  the  21st,  the  high  on  the  24th,  *  *  *  j^jg  jjigjj  qjj  ^.j^^, 
27th.  the  high  on  the  31  .st,  and  the  high  on  .January  2d  and  the  high  on  January 
8th  and  the  high  on  January  9th  and  the  high  on  .January  14th  and  the  high  on 
Januai-y  15th  and  the  high  on  January  ItJth  and  the  high  on  January  19th  and 
that  was  getting  pretty  close  to  the  time  when  they  were  going  to  make  the 
announcement  that  they  were  going  to  sell  Prairie  Corporation,  this  Prairie  Pipe 
and  Oil  stock,  isn't  that  so? 

A.  I  don't  recall  that  date. 


«2  Id.,  at  2819. 
«3ld.,  at  2906. 
"  Id.,  at  3130. 
«  Ibid. 
««Id.,  at  3126. 
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Q.  January  21st  and  22d,  and  then  on  the  23d,  and  then  y(m  stopped  trading, 
according  to  our  records,  on  the  25th.  But  on  the  22d  you  mad(i  a  new  high  of  57, 
and  on  the  23d  you  had  57. 

Now,  you  won't  deny,  Mr.  Cutten,  that  the  market  ijrice  at  hast  at  that  period 
was  being  made  by  that  trading  account,  will  you? 

A.  Naturally,  it  had  something  to  do  with  it  if  I  actually  bought  the  stock  at 
the  high,  of  course,  that  would  be  right. 

Mr.  Cutten  also  testified :  ^^ 

Q.  Now,  you  notice  another  curious  thing,  do  you  not,  that  oii  January  21,  and 
January  22  and  January  23,  which  was  the  date  that  Mr.  Markham  wrote  the 
letter  to  Blair  &  Company  setting  forth  the  terms  under  which  they  were  going 
to  sell  that  substantial  block  of  stock  to  Petroleum  Corporation,  there  is  a  sudden 
burst  of  activity  by  the  trading  account,  isn't  that  so? 

A.  Yes. 

Q.  And  about  that  time  you  have  a  little  upswing  in  the  price? 

A.  Yes. 

Q.  Now,  you  won't  deny  that  the  trading  of  the  account  may  have  contributed! 
a  trifle  to  that  increase  in  price,  would  you? 

A.  No ;  I  wouldn't     *     *     *. 

Q.  Now,  will  you  please  tell  us  why  it  was  necessary  on  the  exact  day  that 
the  announcement  was  being  made  to  the  public  that  the  investment  trust. 
Petroleum  Corporation,  was  going  to  buy  that  block  of  stock,  to  do  that  substan- 
tial bit  of  trading  on  that  day.  if  the  purpose  was  merely  to  police  the  stock? 

A.  I  am  sure  that  I  couldn't  do  that,  as  I  say.  I  didn't  do  that  active  trading 
myself. 

The  records  of  the  accounts  established  tlie  fact  tha<^  the  Prairie  Oil 
&  Gas  account  from  January  15  to  January  28,  1929,  had  purchased 
approximately  169,000  shares  of  Prairie  Oil  &  Gas  and  had  disposed 
of  less  than  24,000  shares.««     Mr.  Cutten  was  asked : «« 

Q.  Doesn't  it  look  to  you  as  if  they  were  trying  to  peg  that  price  around  60? 
A.  I  wouldn't  use  the  word  "peg" :  no. 
Q.  What  expression  would  you  use,  stabilize? 
A.  Maintain  the  market  around  60. 

Q.  That  is  the  price  at  which  it  ultimately  was  sold  to  the  Petroleum  Corpo- 
ration ? 
A.  Correct. 

F.  Further  Profits  of  $1,883,862  Realized  by  Prairie  Syndicate; 
Underwriting  Contract  With  Blair  &  Co.,  Inc.,  and  Payment  of 
$9,750,000  Fee;  Public  Distribution  of  Petroleum  Corporation's 
Stock 

The  $6,500,000  profit  realized  by  the  Syndicate  on  the  sale  of  the 
Prairie  stocks  to  Petroleum  Corporation  constituted  only  one  item  of 
the  profits  and  benefits  wliich  Petroleum  Corporation's  sponsors  were 
to  derive  from  their  association  with  that  corporation. 

Elisha  Walker,  president  of  Blair  &  Co.,  Inc.,  was  immediately 
constituted  chairman  of  the  board  of  directors  of  the  newly  foniied 

"  Id.,  at  3123-4. 

88  Id.,  Commission's  Exhibit  No.  348. 

89  Id.,  at  3132. 
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investment  company,  Petroleum  Corporation  of  America,  and  John 
H.  Markham,  Jr.,  described  by  Walker ""  as  "a  friend  of  Sinclair, 
a  friend  of  Standard  and  various  companies"  was  selected  by  Blair 
&  Co.  to  be  president.^' 

On  January  '21,  1920,  the  day  on  which  the  Syndicate  sold  to 
Petroleum  Corporation  the  stock  of  the  Prairie  companies,  the  new 
corporation,  without  waiting  for  the  formality  of  a  meeting  of  the 
board  of  directors,  entered  into  an  underwriting  agreement  with 
Blair  &  Co.,  Inc.,  which  resulted  in  payment  to  the  sponsors  and  their 
associates  of  an  additional  $9,750,000  as  a  fee  for  the  distribution  of 
Petroleum  Corporation's  securities.^^ 

The  underwriting  agreement  between  Petroleum  Corporation  of 
America  and  Blair  &  Co.,  Inc.,  dated  January  21,  1929,^^  provided 
that  out  of  a  total  of  3,250.000  shares  of  stock  which  the  corpora- 
tion was  to  issue,  Blnir  &  Co.  would  purchase  or  procure  pm'chasers 
for  650.000  shares  of  stock  (20V(  of  the  amount  to  be  issued)  at  $34 
per  share.  Of  this  $34  price,  $20  was  to  be  paid  on  delivery  of  the 
certificates  for  part-paid  shares,  and  the  balance  of  $14  on  call,  but 
not  before  April  1.  1929,  on  30  days'  notice.  With  respect  to 
the  remaining  2,600.000  shares  of  stock  to  be  issued,  Blair  &  Co. 
made  no  firm  commitment  to  purchase  these  shares  but  agreed  merely 
to  use  its  '"best  efforts"  to  procure  purchasers  at  the  same  price  and 
terms.  Blair  &  Co.  was  to  be  paid  $3  per  share  for  every  share  sold, 
or  a  gross  s])roa(l  of  almost  lO^r  on  the  net  proceeds  to  the  company. 
In  addition,  Blair  c*c  Co.  was  to  receive  for  every  two  shares  of  stock 
sold  one  option  wai-rant  to  purchase  one  share  of  stock  at  $34,  the 
issue  price,  exercisable  within  a  ])eriod  of  five  years.  No  distinction 
was  made  between  the  connnission  payable  on  the  650,000  shares  for 
which  Blair  &  Co.  made  a  fii'm  commitment,  and  the  2.600,000  shares 
as  to  which  they  merely  agreed  to  use  their  "best  efforts."  ^* 

Undei-  this  contract,  the  obligation  of  Blair  &  Co.  to  purchase  was 
limited  to  650,000  shares,  but  its  opportunity  for  gain,  without   ob- 

90  Id.,  at  291.5. 

"  Mr.  Markham  Imd  bepn  one  of  the  participants  in  the  Sinclair  Consolidated  Trading 
Acfount.     (Op.  cit.  supra,  note  81.  I'art  0.  Committee  Exhibit  No.  ll.o.  p.  .8094.) 

"  Tlie  authorized  capitalization  consisted  of  lO.OOd.OOO  shai-es  of  no  par  stock,  all  of  one 
class  and  each  share  entitled  to  one  vote.  The  charter  provided  that  the  stockholders  would 
liave  no  preemptive  right  of  any  kind.  The  hoard  of  directors  was  given  the  right  to  deter- 
mine the  consideration,  amounts,  etc.,  for  which  the  stock  was  to  be  issued,  and  could  grant 
warrants  or  options  therefor  "for  such  consideration  and  on  such  terms  and  conditions  as 
the  board  of  directors  in  its  sole  discretion  may  determine." 

The  original  offering  to  the  public  was  3.2o0.000  shares  of  stock  at  1?34  per  share.  An 
additional  1.02.5.000  shares  were  reserved  for  the  exercise  of  warrant  options.  On  April  27, 
1932.  the  authorized  capitalization  was  reduced  to  4,000,000  no  par  shares  and  in  1933  the 
corporation's  certificate  of  incori)oration  was  further  jimended  to  provide  that  each  share 
should  have  a  par  value  of  9^^.  On  April  24,  1935.  the  authorized  numl>er  of  shares  was 
reduced  to  2,200.000  with  a  par  value  of  !$'>. 

8' Op  cit,  supra,  note  1,  ('omniission's  Exhibit  No.  328. 

^*  Ibid.  The  Corporation  reserved  the  right  to  terminate  the  contract  by  written  notice 
at  any  time  after  .July  1,  1029,  if  Ulair  &  Co.  had  not  by  that  date  found  purchasers  for  the 
2,600,000  shares  of  stock  for  which  they  promised  to  use  their  "best  efforts,"  but  such 
termination  was  not  to  affect  the  I'ights  of  Blair  &  Co.  Inc.  in  the  sales  which  had  been 
made  prior  to  the  termination.  Thus,  even  though  Blair  &  Co.  failed  to  find  purchasers  for 
the  entire  2,600,000  shares,  it  would  receive  full  commission  and  option  warrants  for  every 
share  it  did  sell.  The  Corporation,  on  the  other  hand,  would  be  left  with  the  unmarketed 
Bocurities  which  presumably  could  not  again  be  offered  to  the  public  until  some  time  had 
elapsed,  and  the  corporation's  financing  would  be  left  incomplete. 
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ligation,  embraced  an  additional  2,600,000  shares.^^  Elisha  Walker, 
however,  was  of  the  opinion  that  the  distinction  between  a  firm  com.- 
mitment  and  a  mere  option  was  "the  bunk,"     He  testified :  "^ 

Q.  As  to  the  matter  of  liability.  In  the  one  case  you  have  a  liability  to  take 
up  $100,000,000  worth  of  stock? 

A.  Yes. 

Q.  And  in  the  other  case  you  only  have  the  obligation  or  liability  with  respect 
to  $20,000,000,  isn't  that  so? 

A.  Yes. 

Q.  Then  you  have  absolutely  no  liability  as  to  the  balance? 

A.  I  say  a  banking  house  has  a  practical  obligation  the  minute  they  put  out 
this  circular  with  3,250,000  shares  on  it     *     *     *. 

Q.  Under  those  circumstances,  then,  it  is  simple,  is  it  not.  that  there  should 
have  been  a  firm  commitment  in  the  first  instance? 

A.  I  have  always  said  for  years  this  "use  your  best  efforts"  contract  is  the 
bunk,  if  you  will  pardon  the  word,  because  a  banking  house  can't  get  away 
with  it. 

Q.  It  is  getting  away  to  the  extent  they  won't  have  to  meet  an  eighty-million- 
dollar  (.$80,000,000)  obligation? 

A.  Technically,  yes,  but  practically,  no.  If  the  6.50,000  shares  had  been 
issued  with  the  statement  that  there  was  an  option  on  the  balance,  then  the 
bankers  could  have  taken  down  any  number  at  all,  but  when  they  once  put 
their  name  on  the  3,250,000  shares,  practically  speaking,  for  their  own  reputa- 
tion's sake,  they  had  to  go  through  with  it. 

The  contract  betw-een  Blair  &  Co.  and  Petroleum  Corporation  of 
America  provided  further  that  the  entire  commission  of  $3  per  share 
was  payable  to  Blair  &  Co.  as  soon  as  the  first  installment  payment  of 
$20  was  made  on  the  stock;  and  Petroleum  Corporation  of  America 
assumed  the  task  and  the  risk  of  collecting  the  $14  balance,  without 
recourse  to  Blair  &  Go.  even  for  a  partial  refund  of  the  fully  paid 
conunission  in  case  purchasers  failed  to  pay  the  balance,^'^  Elisha 
Walker  asserted  in  justification  of  this  arrangement  that  a  great 
many  securities  had  been  sold  on  this  basis  and  "it  is  very  popular  in 
England,"  "' 

To  aid  it  in  the  distribution  of  Petroleum  Corporation's  shares, 
Blair  &  Co.  organized  three  groups :  ^^   a   "Purchase   Group,"  ^'^^   a 

^  Elisha  Walker  conceded  that  as  to  the  2,600,000  shares  the  arrangement  actually  con- 
stituted the  grant  of  an  exclusive  agency  to  Blair  &  Co.,  Inc.  to  sell  the  sharesi  at  $34  per 
share.      (Id.,  at  2925.) 

««  Id.,  at  2928. 

■"  That  this  was  not  merely  an  illusory  risk  is  evidenced  by  the  fact  that  although  the 
corporation  on  June  30,  1929,  issued  a  call  for  the  $14  balance  on  the  stock  payable  October 
1,  1929,  at  the  end  of  December  1929,  $1,106,555  remained  unpaid.  Ultimately,  on  January 
29,  1936,  shares  representing  a  balance  of  $104,484  remaining  unpaid  were  sold  by  the  cor- 
poration at  public  auction.  (Id.,  at  2930,  and  the  reply  to  the  Commission's  questionnaire 
for  Petroleum  Corporation  of  America.) 

98  Op.  cit.  supra,  note  1,  at  2930. 

*9  The  $3  underwriting  commission  received  by  Blair  &  Co.  was  divided  among  these 
groups  as  follows  :  62%  cents  to  the  "Purchase  Group,"  621,4  cents  to  the  "Banking  Group," 
and  $1.75  to  the  "Selling  Group".     (Op.  cit.  supra,  note'  1,  Commission's  Exhibit  No.  338.) 

100  The  "Purchase  Group"  was  made  up  of  34  members,  among  whom  were  Baneamerlca- 
Blair  Corporation,  Transamerica  Corporation,  Shermar  Corporation,  Chase  Securities  Cor- 
poration, Haystone  Securities  Corporation,  B.  W.  Hutton  &  Company  and  Harry  F.  Sinclair. 
This  group  divided  net  profits,  after  all  expenses,  of  $1,856,085.  (Derived  from  supple- 
mentary information  supplied  the  Commission  for  Petroleum  Corporation  of  America.) 
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"Banking  Group,"  ^°^  and  a  "Selling  Group,"  ^'^-  consisting  of  bankers,, 
brokers,  and  securit}'^  dealers  located  in  every  section  of  the  country, 
totaling  together  more  than  800  different  participants.  Out  of  the 
total  of  $9,750,000  in  commissions  paid  to  the  groups  concerned  in 
the  distribution,  $1,883,862  was  paid,  because  of  their  participation. 
in  various  of  these  distributing  groups,  to  those  who  formed  the 
original  Prairie  Syndicate."^  The  aggregate  profit  of  the  syndicate 
members  resulting  from  their  initial  association  with  Petroleum 
Corporation  of  America  was  thus  increased  to  approximately 
$8,300,000.10^ 

The  stock  of  Petroleum  Corporation  of  America  was  offered  to  the 
public  through  the  Selling  Group  on  January  22, 1929,  and  $65,000,000, 
less  commission,  or  a  net  sum  of  $55,250,000  was  paid  immediately  to 
the  corporation.  On  June  30,  1929,  the  $14  balance  per  share,  totaling 
$45,000,000,  was  called  for  payment  on  October  1,  1929.    At  the  end 

101  Tjje  "Banking  Group"  consisted  of  about  340  participants,  among  whom  were  many 
members  of  the  "Purchase  Group."  This  group  assumed  the  liability  for  a  market  trading 
account,  which  was  established  by  Blair  &  Co.,  Inc.,  on  February  5,  1929,  the  take-down 
date  of  the  stock,  for  the  purpose  of  "stabilizing"  the  market.  The  net  commission  of 
$3,088,281  earned  by  the  Banking  Group  was  credited  to  the  cost  of  the  029,095  shares  of 
Petroleum  Corporation  stock  remaining  in  the  stabilizing  account  when  it  was  terminated' 
June  3,  1929.  With  respect  to  this  stabilizing  account,  Elisha  Walker  testified  (op.  cit. 
supra,  note  1,  at  3044)  : 

Q.  In  connection  with  the  underwriting  of  the  Petroleum  Corporation  stock,  there 
was,  shall  we  call  it,  a  trading  or  stabilizing  account,  in  Petroleum  Corporation,  run 
by  the  banking  group,  do  you  recall? 

A.  You  mean  after  the  stock  was  sold,  the  syndicate  maintained  the  market  in  the 
stock  ? 

Q.  Yes. 

A.  If  I  remember  correctly,  yes. 

Q.  Do  you  remember  what  the  experience  of  the  account  was? 

A.  If  I  remember  correctly,  the  stock  was  all  disposed  of  in  the  first  instance,  and 
then  the  stock  started  to  come  back  into  the  market,  and  the  syndicate  protected  that 
market  and  bought  back  quite  a  substantial  amount  of  the  stock. 

Q.  It  had  to  buy  back  approximately  800,000  shares  of  Petroleum  Corporation  ;  isn't 
that  so? 

A.  I  had  forgotten  it  was  as  much  as  800.000.     I  remember  600.000. 

Q.  Of  course,  the  reason  you  recall  oOO.OOO  was  because  500,000  at  that  time  was 
sold  to  Sinclair  Consolidated  Oil  Corporation,  isn't  that  so? 

A.  Yes,  that  is  the  r(  ason  I  remember  that. 

The  mechanics  of  the  sale  of  the  500,000  shares  of  Petroleum  Corporation  to  Sinclair  and: 
the  manner  in  which  it  affected  Petroleum  Corporation  are  reviewed  and  discussed,  infra. 

loaiphe  "Selling  Group"  was  composed  of  some  750  individuals,  brokers,  investment 
bankers  and  dealers  in  securities,  including  some  of  the  largest  and  some  of  the  smallest. 
The  net  profit  distributed  to  this  group,  after  deduction  of  $1,195,031  representing  penal- 
ties for  repurchased  stock,  amounted  to  $4,106,068.  (Derived  from  supplementary  informa- 
tion supplied  the  Commission  for  Petroleum  Corporation  of  America.) 

10*  Most  of  the  Prairie  syndicate  members  received  participations  in  each  of  the  three 
groups.  Several  of  them,  however,  did  not  participate  in  the  Banking  Group.  Listed 
below  is  the  total  sum  paid  to  each  : 

Bancamerica-Blair    Corporation $1,  031,  263 

Arthur    W.    Cutten 236,088 

Harry    P.    Sinclair 140,  576 

Chase  Securities  Corporation 94,614 

Shermar   Corporation 27,  985 

Famoth   Corporation  \  gY  984' 

Traywin  CorporatioaJ 

B.  R.   Tinker 19,  913 

Haystone  Securities  Corporation 172,  748 

Equitable   Trust   Co 57,054 

C.  O.   Kalman    (and  Kalman  &  Co.) 36,337 

1,  883,  862 
These  additional  profits  received  by  the  members  of  the  Prairie  syndicate  do  not  include 
profits    realized    by    inclusion    on    Blair    &    Company's    preferred    list    or    from    warrants. 
These  items  are  discussed  infra,  pp.  260-3. 

i<^»  Approximately  $6,500,000  on  the  sale  of  the  Prairie  stocks  plus  $1,883,862  as  par- 
ticipants in  the  distributing  groups. 
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of  1929  there  remained  unpaid  $1,106,555  of  the  sum  called,  but  this 
unpaid  balance  was  reduced  to  $117,240  by  the  end  of  1930.  On 
January  29,  1936,  Petroleum  Corporation  sold  at  public  auction  the 
shares  of  stock  representing  the  balance  still  outstanding,  for 
$104,484.10^ 

The  public  paid  a  total  of  $110,500,000  for  the  3,250,000  shares  issued 
by  Petroleum  Corporation  of  America.  Of  this  sum  the  Corporation, 
however,  received  only  $100,617,112.  To  the  underwriters  and  dis- 
tributors there  was  paid  $9,750,000  in  commissions.^*^''  Moreover, 
under  the  terms  of  the  underwriting  contract  the  Corporation  agreed 
at  its  own  expense,  to  qualify  the  stock  under  the  Blue  Sky  laws  of 
the  various  states,  to  secure  the  listing  of  its  stock  on  the  various  stock 
exchanges,  and  to  pay  all  expenses  of  organization,  including  all  issue 
and  stamp  taxes  and  including  even  the  fees  and  disbursements  of  the 
underwriters'  counsel.^''^     These  expenses  totaled  $132,888.^°* 

The  commission  paid  to  the  underwriters  by  Petroleum  Corpora- 
tion of  America  was  equivalent  to  8.8%  on  the  total  gross  price  paid 
by  the  public,  or  9.7%  of  the  proceeds  to  the  Corporation,  before  de- 
ducting expenses.  On  the  initial  cash  payment  of  $65,000,000,  at  which 
time  the  entire  commission  became  payable,^"^  it  represented  15%  of 
the  sum  actually  paid  by  the  public  and  17.6%  of  the  net  proceeds  to 
the  Corporation.  This  commission,  as  has  been  pointed  out,  was  paid 
under  an  underwriting  contract  in  which  the  underwriter  firmly  com- 
mitted itself  only  to  the  extent  of  20%  of  the  number  of  shares  to  be 
issued  by  the  Corporation. 

1.  BLAIR  &  CO.'S  LIST  OF  PREFERRED  SUBSCRIBERS 

From  the  original  block  of  650,000  shares  of  stock  which  under  the 
underwriting  contract  it  agreed  to  purchase,  Blair  &  Co.  sold  220,600 
shares  to  a  preferred  list  of  58  individuals  and  one  corporation,  at  the 
price  of  $31.25  per  share,  or  $2.75  per  share  under  the  public  offering 
price  of  $34.00.  Of  these  58  individuals,  41  were  persons  of  promi- 
nence in  various  parts  of  the  country  who  had  accepted  invitations 
from  Blair  &  Co.  to  become  directors  of  Petroleuf  Corporation  of 
America,  and  whose  names  appeared  in  the  circular  offering  the  stock 
of  Petroleum  Corporation  of  America  to  the  public  on  January  22, 
1929.  Of  the  remaining  individuals,  14  were  directors  or  officers  of 
Blair  &  Co.,  Inc. 
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105  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Exhibit  A,  Schedule  19. 

^"^  Id.,  Item  41.  However,  from  this  commission,  Blair  &  Co.  relinquished  .$2.75  per  share 
on  a  block  of  220,600  shares,  or  a  total  of  $006,650,  to  a  list  of  preferred  subscribers, 
in  the  manner  recounted  infra.  Sec.  F,  1. 

1""  Elisha  Walker  conceded  that  such  a  provision  is  not  customar.v  in  underwriting 
contracts.  Mr.  Walker  testified  that  ordinarily  the  company  and  the  banker  each  pays  its 
own  legal  exnenses.  (Op.  cit.  supra,  note  1,  at  2931.)  Petroleum  Corporation  paid  the 
sum  of  $50,000  as  legal  expenses  in  connection  with  the  issue  of  its  stock.  (Reply  to 
the  Commission's  questionnaire  for  Petroleum  Corporation  of  America,  Item  44.)  Mr. 
Walker  identified  the  law  firm  to  which  the  payment  was  made  as  Cravath,  de  Gersdoff, 
Swaine  &  Wood.     (Op.  cit.  supra,  note  1,  at  2932.) 

i^s  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Item  44. 

109  See  supra,  pp.  258-9. 

no  -pQj.  j^  complete  list  of  these  favored  .subscribers  see  Appendix  C,  p.  788. 
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2.  DISTEIBUTION  OF  OPTION  WARRANTS  TO  SPONSORS 
AND  UNDERWRITING  SYNDICATE 

In  addition  to  the  gross  spread  of  $3  per  share  and  as  part  of  the 
compensation  provided  in  the  underwriting  contract,  Petroleum  Cor- 
poration of  America  issued  to  Bhiir  &  Co.  1,625,000  option  warrants  to 
purchase  the  stock  at  $34  per  share,  exercisable  any  time  within  five 
years  from  the  date  of  issuance.  In  the  prospectus  it  was  stated  that 
these  option  warrants  were  to  be  issued  not  only  to  the  underwriters, 
but  "to  others  who  will  become  responsible  for  the  management  of  the 
Corporation."  "^  Blair  &  Co.  allotted  the  options  on  the  following 
basis:  Purchase  Group,  40%;  Banking  Group,  20%;  Blair  &  Co., 
Inc.,  15%;  to  "assist  in  procuring  management,"  25%.^^-  Of  the 
block  of  406,250  warrants  allotted  to  "assist  in  procuring  manage- 
ment" 356,250  warrants  went  to  the  various  members  of  the  Prairie 
•Syndicate. ^^^  The  remaining  50,000  warrants  were  divided  between 
Elisha  Walker  and  John  H.  Markham,  Jr.,  respectively  chairman  of 
the  Board  and  president  of  Petroleum  Corporation  of  America. ^^* 

All  of  the  option  warrants  issued  by  Petroleum  Corporation  of 
America  were  tied  up  under  an  agreement  giving  Blair  &  Co.,  Inc. 
sole  right  to  exercise  or  dispose  of  them  on  behalf  of  all  the  owners.^^^ 
In  1930  the  warrants  were  admitted  to  unlisted  trading  privileges  on 
the  New  York  Curb  and  Boston  Stock  Exchange,^ ^^  and  during  that 
year  approximately  140,700  warrants  were  traded  on  the  New  York 
Curb  Exchange  at  prices  ranging  from  $5%  to  500  per  warrant."'  As 
of  November  10,  1931,  a  total  of  201,700  warrants  was  sold  to  the  firm 

^1^  Op.  cit.  supra,  note  1,  Commission's  Exliibit  No.  322. 

^-  Id.,  Commission's  Exhibit  No.  338. 

*'3  Tliese  warrants  were  distributed  as  follows   (derived  from  supplementary  information 
supplied  the  Commission  for  Petroleum  Corporation  of  America)  : 

Warrants 

Blair  &  Co.,   Inc 66,  609 

Artliur    W.    Cutten 66,609 

Harry    F.    Sinclair 66,609 

Chase    Securities    Corporation 44,  406 

The    Shermar    Corporation 22,  203 

Equitable   Trust   Co.   of  New   York 6,  125 

Continental    National    Corporation 6,  125 

Traywin  Corporation 5,  359 

Fanioth     Corporation 5,  .-'59 

Haysart  Corporation 1  531 

L.    W.   Hill    and   Kalman    &   Co 1,  b.il 

llaystone  Seciu-ities  Corporation 1.  ."..SI 

Reserved  (Walker  and  Markham) 50,000 

Unallotted 12,  253 

356,  250 
»"  Ibid.     Elisha  Walker  testified  (op.  cit.  supra,  note  1,  at  3040)  : 

Q.  Now,  the  fact  of  the  matter  is  that  not  a  single  option  warrant  went  for  man- 
agement, isn't  that  so? 

A.   I  couldn't  answer  that. 

******* 

Q.  So  that  of  the  1,62."., 000  option  warrants,  all  but  50,000  shares,  which  went  to 
John  W.  Markham,  Jr.,  and  yourself,  went  to  the  people  who  were  in  the  purchase 
group  of  the  Prairie  Oil  and  Pipe  stock,  from  the  Rockefeller  interests,  isn't 
that  so? 

A.  Were  they  passed  along  in  turn  by  that  group  to  others  at  all,  did  the  directors 
get  any  special  warrants? 

Q.  The  directors  got  a  special  price  in  connection  with  the  Petroleum  Corporation 
of  America  stock,  and  you  recall  that  they  were  sold  minus  the  three  dollar  com- 
mission, isn't  that  so? 

A.   I  have  really  forgotten  that. 

'^^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  322. 

"•  Reply    to    the    Commission's    questionnaire    tor    Petroleum    Corporation    of    A  merica,. 
Item  49. 

"■^Op.  cit.  supra,  note  1,  at  2868. 
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of  Bluchen  &  Co.  for  the  aggregate  sum  of  $571,425.^^^  This  sum,  and 
the  remaining  warrants,  were  distributed  to  the  various  firms  and 
individuals  to  whom  the  warrants  had  been  allotted.^^^ 

The  option  warrants  expired  on  February  1,  1934,  without  any 
having  been  exercised,  evidently  for  the  reason  that  Petroleum  Cor- 
poration stock  at  its  1929  high  never  rose  above  341/8  per  share,  and 
eventually  sunk  to  a  low  of  2%-  Nevertheless,  the  underwriting 
group  actually  realized  $571,000  in  cash  from  those  warrants  and,  at 
1930  prices,  the  warrants  had  a  potential  market  value  of  $812,500  at 
the  low  and  $9,500,000  at  the  high.i^° 

By  reason  of  the  warrants  issued  to  Blair  &  Co.  the  stockholders  of 
Petroleum  Corporation  of  America  were  confronted  at  the  outset 
"with  the  prospect  that  if  their  corporation  were  able  to  earn  a  profit 
on  its  capital,  in  the  face  of  the  $9,750,000  paid  over  to  the  bankers 
for  distributing  its  stock  and  the  $6,500,000  mark-up  in  the  price 
of  the  Prairie  stocks,  then  Blair  &  Co.  and  associates  could  declare 
themselves  one-third  partners  with  the  original  stockliolders  by  the 
•exercise  of  the  warrants  within  five  years  at  $34  per  share.^-^ 

"8  Tfl.,  at  2869. 

^^  Members  of  the  Prairie  Syndicate  received  the  following  sums  in  cash  and  in  addi- 
tion, the  number  of  option  warrants  enumerated  (derived  from  supplementary  information 
supplied  the  Commission  for  Petroleum  Corporation  of  America  : 


Cash  pro- 
ceeds dis- 
tributed 
Nov.  10, 1931 


Option  war- 
rants 


Blair  &  Co.,  Inc 

Arthur  W.  Cutten 

Harry  F.  Sinclair 

Chase  Securities  Corporation 

Sherninr  Corporation 

Haystone  Securities  Corporation.. 

Famoth  Corporation 

Traywin  Corporation..  . 

Equitable  Trust  Co.  of  New  York 


$177,056 

33,  797 

42,  763 

24, 074 

12,  037 

14,  283 

5,  00.5 

5, 005 

7,722 


453, 352 
96, 525 

118,860 
68, 197 
34, 099 
35, 861 
13, 465 
13, 465 
20, 369 


321  742 


849, 893 


The  balance  of  the  money  and  the  options  were  distributed  among  353  others  who  had  joined  in  the 
distribution  of  the  securities. 

^2"  Op.  cit.  supra,  note  1,  at  2869. 

121  Hunter  Marston  testified  (id.,  at  2865-9)  : 

Q.  There  were  1,600,000  option  warrants  issued  to  the  bankers? 

A.  At  .$34  to  buy  at  the  issue  price. 

Q.  The  bankers  got  one  option  warrant  for  every  two  shares  sold? 

A.   I  think  the  syndicate  got  that. 

Q.   The  syndicate  got  it? 

A.  Yes. 

Q.  So  that  the  syndicate  was  always  in  a  position  to  dilute  the  equity  of  the 
stockholders  one-third,  isn't  that  so,  by  exercising  these  warrants? 

A.  Well,  I  hadn't  figured  it  out,  but  evidently  there  would  be  that  additional 
amount  of  stock  issued  at  $34  per  share. 

Q.  For  every  two  shares  of  stock  sold  the  syndicate  got  one  option  warrant,  and 
that  meant  if  it  were  exercised  there  would  be  three  shares  outstanding  of  which 
the  syndicate  owned  one. 

A.  But  there  would  be  additional  capital  in  the  company. 

Q.   I  mean  there  is  some  basis  of  evaluating  it,  isn't  that  so?     Here  is  an  option 
warrant  that  was  issued  at  the  market  price  and  that  had  five  years  to  go.     What 
would  you   say   the  value  of  such  an  option   was  if  the  price  at  which  it  is  to   be 
-exercised  was  $."4?     Would  you  say  it  is  worth  $10? 

A.  I  don't  know. 
******* 

Q.  There  were  traded  in  on  the  New  York  Stock  Exchange  approximately  140,700 
warrants  during  1930  at  prices  ranging  from  5%  dollars  per  warrant  to  500  per 
warrant  *  *  *  on  the  basis  of  that  $5  per  warrant  these  1,625,000  option  war- 
Tants  had  a  market  value  of  9%  million  dollars,  isn't  that  so? 

A.   If  you  could  sell  them  all. 

Q.  Well,  there  were  140,700  warrants  traded  in  in  1930  after  the  market  crash, 
Isn't  that  so? 

A.  As  I  say,  I  don't  recall  without  looking  that  up. 
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Moreover,  these  option  warrants  constituted  an  instrumentality 
for  five  years  through  which  the  warrant  holders  could  maintain  or 
reestablish  control  of  the  corporation. 

S.  DISTRIBUTION    OF    PROFITS    OF    THE    PRAIRIE 

SYNDICATE 

Under  the  terms  of  the  contract  dated  January  21,  1929,^^2  be- 
tween Petroleum  Corporation  of  America  and  Blair  &  Co.,  Inc.,  for 
the  purchase  of  the  Prairie  stocks.  Petroleum  Corporation  of 
America  was  bound  only  to  purchase  57,000  shares  of  Prairie  Oil 
&  Gas.  and  110,000  shares  of  Prairie  Pipe.  As  to  the  balance  of 
243,000  shares  of  Prairie  Oil  &  Gas,  and  440,000  shares  of  Prairie 
Pipe,  the  Corporation  took  an  option  for  30  days.^-^  Nevertheless, 
bv  February  6,  1929,  the  corporation  had  purchased  and  paid  for 
tfie  entire  300,000  shares  of  Prairie  Oil  &  Gas  stock  and  550,000 
shares  of  Prairie  Pipe  stock.^-*  This  prompt  receipt  of  payment  by 
the  Prairie  Syndicate  permitted  the  Syndicate  to  clear  its  debt  to 
John  D.  Rockefeller,  Jr.  by  paying  to  him  the  sum  of  $25,000,000. 
In  addition,  the  syndicate  paid  to  Rockefeller  the  sum  of  $262,500  as 
accrued  interest  on  the  loan.^^^ 

^Id.,  Commission's  Exhibit  No.  331. 

^^  Ibid.  It  was  suggested  at  tlie  examination  before  this  Commission  that  the  explana- 
tion for  this  form  of  contract  is  that  since  the  underwriters  had  taken  a  firm  commitment 
for  only  650,000  shares,  the  corporation  could  not  commit  itself  to  take  up  the  entire 
number  of  shares  offered.      (Id.,  at  2911.) 

^^  Petroleum  Corporation  of  America  purchased  from  Blair  &  Co.,  Inc.,  representing  the 
syndicate.  550,000  shares  of  Prairie  Pipe  and  247,796  shares  of  Prairie  Oil  &  Gas.  The 
balance  of  52,204  shares  of  Prairie  Oil  &  Gas  needed  to  round  out  the  block  of  300,000  was 
obtained  Feb.  5,  1929,  for  $3,132,240  from  the  syndicate  "B"  account  at  E.  F.  Hutton  & 
Co.,  which,  as  was  stated  supra  in  the  discussion  of  that  account,  was  long  at  that  date 
a  substantial  amount  of  Prairie  Oil  &  Gas  stock. 

^"^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  333.  An  itemized  statement  of  ac- 
count of  the  Prairie  purchase  and  sale  by  tlie  syndicate  is  set  forth  below.  For  the  table 
Bhowing  distribution  of  the  profits  to  the  individual  participants,  see  Appendix  D,  p.  785. 

Cost  of  stock  to  the  group  : 

578.250  shares  of  The  Prairie  Pipe  Line  Company  common  stock 
(the  old  stock  having  been  split  up  4  for  1  on  .Ian.  4, 
1929,  and  a  oividend  of  25  9f    payable  in  tlie  new  $25  par 

stock  having  been  declared  on  .Ian.  8,   1939) $24,286,500.00 

247,796  shares  of  The  Prairie  Oil  &  Gas  Company  common  stock-     14,  124,  372.  00 

Total 38,  410,  872.  00 

Sale  to  Petroleum  Corporation  of  America  : 

550,000  Tie  Prairie  Pipe  Line  Company  com- 
mon stock  at  $52  per  share $28,594,500.00 

247,796  shares  The   Prairie   Oil  &  Gas  Com- 
pany common  stock  at  $60  per  share. 14,865,282.04 

(The  additional   52,204   shares   necessary   to 

make    the    block    of    300.000    acquired    by 

Petroleum  were  purcliased  from  Syndicate 

B  Trading  Account.) 

Sale  to  syndicate  and  delivered  to  E.  F.  Hutton 

&  Co.    (to  cover  sliort  position  in  Prairie  Pipe 

Line  Syndicate  Account,  see  supra) 1,469,000.00 

Total  proceeds  from  sales 44,  928.  782.  04 

Gross  profit  to  the  group 6,  517,  910.  04 

In  addition  to  the  profit  to  the  group  on  the  sale  of  stock  to  Petroleum  Corporation  of 
America,  the  profit  made  by  the  two  syndicate  accounts  (the  profit  and  loss  accruing  to 
the  Trading  accounts  are  excluded  from  this  computation  because  they  were  run  under 
different  svndicate  agreements,  and  included  slightly  different  parties)  and  dividends  in- 
creased the  total  gross  profit  to  the  group  to  $6,645,169.30.  Expenses,  including  interest 
of  $262,500  on  the  loan  from  John  D.  Rockefeller,  Jr.,  counsel  fees  to  Cravath,  De 
Gersdorff,  Swaine  and  Wood  of  $81,493.24,  and  a  payment  to  W.  S.  Fitzpatrick  of 
$130,000  (later  increased  to  $149,000)  on  account  of  a  21/2%  interest  in  the  net  profits, 
amounted  to  $558,813.25. 
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In  computing  the  profits  realized  by  the  members  of  the  Prairie 
Syndicate  in  connection  with  the  organization  of  Petroleum  Corpora- 
tion of  America,  it  has  already  been  shown  that  to  the  gross  profit 
of  $6,645,169  gained  by  the  syndicate  on  the  sale  of  the  Prairie  stocks 
to  the  corporation  there  must  be  added  $1,883,862  received  by  the 
members  of  the  syndicate  in  commissions  as  participants  in  the  vari- 
ous selling  groups  ^-"^  and  $321,742  received  by  members  of  the  syn- 
dicate on  the  distribution  of  the  proceeds  of  the  option  warrants 
account.^-^  In  addition,  the  group  continued  to  own  849,893  option 
warrants,^-^  which  gave  it  the  right  for  five  years  of  declaring  itself 
a  participant  in  any  stockholders'  equity  in  excess  of  $34  per  share, 
and  of  reaffirming  its  control  of  the  corporation  should  it  be  neces- 
sary. But  after  garnering  these  pecuniary  benefits,  there  remained 
in  the  hands  of  members  of  the  original  group  one  benefit  of  perhaps 
even  greater  consequence — the  effective  control  of  Petroleum  Corpo- 
ration of  America,  with  its  $100,000,000  of  assets. 

4.  PAYMENTS  TO  W.  S.  FITZPATEICK 

The  statement  of  expenses  of  the  syndicate  and  the  distribution 
of  the  profits  indicates  that  $149,000  was  paid  to  one  William  Samuel 
Fitzpatrick  out  of  the  Prairie  Syndicate  profits,^-"  and  that  an  addi- 
tional sum  of  $300,053  was  paid  to  Fitzpatrick  by  Sinclair  Consoli- 
dated Syndicate.""  These  payments  to  Fitzpatrick.  totaling  $449,052, 
represented  21/2%  participations  in  both  the  Prairie  Syndicate  and 
the  Sinclair  Consolidated  Oil  Syndicate  which  were  granted  to  Fitz- 
patrick without  either  the  investment  of  any  money  or  the  assump- 
tion of  any  liability  on  the  part  of  Fitzpatrick. 

The  reasons  why  Fitzpatrick  received  this  "soft  thing,"  as  he  termed 
it,  were  developed  in  the  examination  before  this  Commission  ^^^ 
and  in  the  hearings  before  the  Committee  on  Banking  and  Currency 
of  the  United  States  Senate.^-^-  Fitzpatrick  was  the  president  of 
Prairie  Oil  &  Gas  Company  and,  according  to  his  statement,^^^  had 
faithfully  represented  the  interests  of  the  Rockefellers  in  the  Prairie 
companies  for  some  twenty  years.  Early  in  1928,  Fitzpatrick  heard 
that  the  Rockefellers  were  selling  to  Blair  &  Co.,  Inc.,  all  the  hold- 
ings of  the  various  Rockefeller  trusts  in  these  companies,  which 
meant  a  50%  reduction  of  the  Rockefeller  influence  in  the  Prairie 
Companies.^^*  This  information  caused  Fitzpatrick  some  concern. 
He  took  the  first  opportunity  to  discuss  the  matter  with  Bertram 
Cutler,  the  Rockefeller  representative.  Fitzpatrick  said  that  Cutler 
told  him :  ^^^ 

*  *  *  these  people  [the  purchasers]  would  probably  make  a  market  or 
find  a  market  for  these  shares.     Tliey  did  not  suppose     *     *     *     ^jj^^^  ^^jj^y  ^ere 


1^  Op.  cit.  supra,  note  103. 

''^  Op.  cit.  supra,  note  119. 

^  Ibid. 

:^Op.  cit.  supra,  note  1,  at  3141. 

^0  Op.  cit.  supra,  note  32.  (Of  this  sum.  $93,473  was  prorated  among  the  members  of  the 
Prairie  Syndicate  to  take  up  stoclv  in  the  Sinclair  Consolidated  Oil  Company  pool  account 
which  had  been  assigned  in  Fitzpatrick.)      (Op.  cit.  supra,  note  1,  at  3143.) 

131  Op.  cit.  supra,  note  1,  at  2934-5,  3140,  et  seq. 

'^  Op.  cit.  supra,  note  31,  Parts  6  and  7. 

«3Id.,  Part  7,  p.  3309  et  seq. 

^  Ibid. 

^  Ibid. 


INVESTMENT    TRUSTS   AND    INVESTMENT    COMPANIES  265 

permanently  investing  in  these  oil  companies,  and  they   [the  Rockefellers]  had 
arranged  with  those  people  to,  as  they  called  it,  do  something  for  me. 

Subsequently,  Fitzpatrick  testified  that  Hunter  Marston  of  Blair  & 
Co.  told  him  that  he  would  be  "carried"  for  a  10%  participation  in  the 
profits  of  the  Prairie  Syndicate,  without  any  obligation  on  his  part.^^^ 
In  the  meantime,  Fitzpatrick  was  meeting  with  Sinclair  in  negotia- 
lions  for  the  merger  of  the  Prairie  companies  with  Sinclair  Consoli- 
dated Oil."^  In  the  course  of  their  conferences  Sinclair  told  Fitz- 
patrick that  "he  was  negotiating,  and  expected  to  make  a  sale  of  the 
unissued  treasury  stock  of  the  Sinclair  company  and  get  this  money 
[$33,00  ),000]  in  lieu  of  it."  '"^  Thereafter  Mr.  Fitzpatrick  was  told  by 
Elisha  Walker  of  Blair  &  Co.,  and  by  Edward  Tinker,  that  he  would 
be  included  in  the  Sinclair  Syndicate  as  well  as  on  the  Prairie  Syndi- 
cate.    Mr.  Fitzpatrick  stated  r^-^'' 

A.  *  *  *  I  don't  remember  just  what  language  they  employed,  but  I  was 
given  in  some  way  to  understand  that  they  were  participants  in  that  syndi- 
cate— yes;  and  that  they — somebody — had  arranged  that  I  should  have  2i^%, 
along  with  the  2%%  in  the  other  syndicate,  in  lieu  of  the  10%  that  had  been 
talked  of  between  Mr.  Marston  and  me.  Now,  how  they  arranged  that  I  never 
asked.  Nobody  ever  told  me.  Why  they  passed  that  on  to  the  other  syndicate 
1  do  not  know.  Frankly,  gentlemen,  I  regarded  the  opportunity  to  share  in 
these  profits  as  a  very  fine  thing  for  the  Rockefellers  to  do  and  to  arrange 
for  me  on  account  of  the  services  I  had  rendered,  and  I  had  no  other  idea 
about  it,  and  I  did  not  care  whether  it  was  $300,000 — I  had  no  idea  it  would 
be  anything  like  that  amount  of  money.  I  never  dreamed  that  it  would  be 
anything  like  that  amount  of  money.  And  I  did  not  care  how  much  it  was, 
•or  how  it  was  divided,  or  who  got  the  rest  of  it,  or  anything  about  it.  I  was 
taking  it  and  making  very  little  inquiry  about  it. 

Q.  Did  you  feel  at  that  time  that  the  Rockefeller  interests  were  under  some 
kind  of  obligation,  moral  or  otherwise,  to  give  you  something  additional  to 
the  sa'ary  you  had  received  for  your  twenty  years'  service? 

A.  I  did  not.  I  knew  that  Mr.  Rockefeller,  according  to  the  press,  was  giving 
millions  of  dollars  away  to  this  thing  and  that  thing,  and  I  thought  it  was  a 
very  nice  and  lovely  thing  for  Mr.  Rockefeller  to  remember  a  faithful  employee, 
as  he  seemed  to  be  remembering  me."" 

'*' Fitzpatrick  stated  (id.,  at  3310)  :  "Later  on  I  was  talking  to  Mr.  Marston,  of  Blair  & 
Co.,  and  I  don't  know  wlietlier  lie  brought  the  subject  up  or  whether  I  did,  but  one  or  the 
other  of  us — the  subject  was  talked  of  and  I  said,  'What  do  you  mean?'  He  says,  'Carry 
you  ;  have  an  interest  in  tho  profits  we  make  on  whatever  distrilnition  we  make  of  this 
stock.'  Then  I  said,  'What  interest?  How  do  you  mean?'  I  am  (juite  sure  I  explained  to 
him  that  I  did  not  Avant  to  incur  any  indebtedness,  and  he  said,  'No  ;  carry  you  for  a 
share  of  the  profits.'  I  said,  'What  share?  How?'  He  said,  'I  presume,  about  10 
percent.'  " 

^  Id.,  at  3313. 

'■■«*  Ibid.  This  was  the  sale  to  Cutten  and  the  syndicate  of  the  1,130,000  shares  of  Con- 
solidated Oil  Corporation  which  were  later  distributed  through  pool  operations,  in  the 
manner  described  supra. 

w»  Id.,  at  .3315. 

"0  Harry  F.  Sinclair  testified  as  follows  concerning  the  payment  to  Fitzpatrick  (op.  clt. 
supra,  note  31,  Part  7,  p.  3291)  : 

Q.   Blair  &  Co.  had  no  greater  interest  in  the  syndicate  than  you  had  originally? 

A.   No. 

Q.  And  no  greater  interest  than  Cutten  had  originally? 

Q.  So  that  Blair  &  Co.  were  making  him  some  money  at  the  expense  of  all  the  other 
syndicate  particiiiants ? 

A.   There  is  no  doubt  about  that. 


* 


Q.   So  that  you  were  one  of  the  Santa  Clauses?     This  was  a  Santa  Claus  syndicate, 
so  far  as  giving  Fitzpatrick  .$300, ()<)<)  was  concerned? 
A.   It  sounds  a  bit  like  it,  doesn't  it? 
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Elisha  Walker,  while  conceding  that  Bertram  Cutler,  the  Eocke- 
feller  representative,  had  mentioned  the  matter  to  him,  made  it  clear 
that  the  decision  of  the  Prairie  Syndicate  to  take  care  of  Fitzpatrick 
was  impelled  by  considerations  in  which  mere  amenities  played  no 
part.  Mr.  Walker  testified  with  respect  to  the  Fitzpatrick  partici- 
pation :  ^^^ 

We  were  under  absolutely  uo  obligations.  But  there  are  always  business 
considerations.  If  we  were  going  in  to  buy  such  an  important  interest  in  the 
Prairie  Oil  and  Gas  and  Prairie  Pipe  Line  Companies,  we  considered  it  impor- 
tant to  have  the  management  a  satisfied  and  pleased  management.  Now,  this 
was  nothing  unusual.  It  has  been  done  in  other  transactions  before  of  a  similar 
nature.^** 

In  this  way,  Blair  &  Co.  and  Sinclair  endeavored  to  assure  them- 
selves of  the  good  will  of  Fitzpatrick  and  the  Prairie  management, 
not  only  for  the  purposes  of  the  Prairie  market  transactions,  but  in 
the  negotiations  for  the  consolidation  of  Sinclair  Consolidated  Oil 
Corporation  and  the  Prairie  companies.  This  good  will  they 
strengthened  from  time  to  time  in  various  ways  until  the  consolidation 
was  achieved. ^'^'^  Mr.  Fitzpatrick,  however,  for  his  part,  never  sought 
any  subtle  implications  in  his  good  fortune.     He  testified:^*'* 

Q.  Was  it  your  understanding  that  the  profits  were  to  be  realized  out  of 
transactions  in  the  common  stock  of  the  Sinclair  Company? 

A.  Sure,  sure.     So  far  as  I  knew  that  was  all  that  was  involved  in  the  deal. 

Q.  You  may,  or  may  not  know  it,  but  Mr.  Sinclair  yesterday  referred  to  your 
receiving  that  $300,000  as  a  "pretty  soft  thing."  You  would  not  dispute  him 
in  that  respect,  would  you? 

A.  I  certainly  would  not.     [Laughter.]     I  so  regarded  it  myself. 

Q.  Have  any  other  "soft  things"  of  that  same  character  come  your  way? 

A.  Never  have. 

G.  Management  and  Policies  of  Petroleum  Corporation  of  Amer- 
ica— Domination  by  Sinclair  and  Bancamerica-Blair 

Nothing  in  the  charter  of  Petroleum  Corporation  of  America  or  in 
the  public  announcements  which  accompanied  the  issuance  and  dis- 
tribution of  its  stock  even  remotely  indicated  that  the  corporation 
was  intended  as  a  vehicle  for  advancing  the  plans  of  Sinclair  and  his 
banking  associates  to  consolidate  various  oil  companies  into  one  large 
unit  dominated  by  the  Sinclair  interests.  On  the  contrary,  the  offer- 
ing prospectus  of  Petroleum  Corporation  of  America  ^*^  referring  to 
the  Prairie  stock  purchase  made  pointed  mention  that  "these  two  com- 
panies are  of  the  so-called  Standard  Oil  group,"  without  disclosing 

1"  Id.,  at  333.3. 

i«Mr.  Walker  testified  further  on  this  subject  (ibid.)  : 

Q.  Why  was  it  necessary,  in  your  opinion  as  a  banker  who  contemplated  buying 
shares  owned  by  the  Rockefeller  Foundation  in  the  stock  of  the  Prairie  Co.,  to  see  to 
it  that  the  servant  of  the  corporation  was  satisfied  to  have  you  become  a  stockholder? 
A.  Well,  .iust  ordinary  business  of  wanting — where  you  undertalve  a  very  important 
transaction  mounting  into  a  great  many  millions  of  dollars,  that  you  want  to  be  sure 
of  the  good  will  and  the  ability  to  work  agreeably  in  the  situation     *     *     *_ 

w3  See  infra,  pp.  281-5. 

1**  Op.  eit.  supra,  note  31,  Part  7,  p.  3318. 

1*5  Op.  eit.  supra,  note  1,  Commission's  Exhibit  No.  322. 
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that  it  was  contemplated  to  make  these  Prairie  companies  part  of  the 
Sinclair  system.  This  statement  may  have  caused  many  of  the  pros- 
pective purchasers  to  believe  that  they  were  investing  their  money  in. 
"Standard  Oil"  companies  managed  by  Standard  Oil  interests.^^*^  The 
long  list  of  names  prominent  in  the  commercial  and  financial  world 
which  constituted  Petroleum  Corporation's  initial  board  of  directors 
did  not  include  that  of  Harry  Sinclair.  For  three  years  after  Sin- 
clair Consolidated  Oil  Corporation  became  Petroleum  Corporation's 
largest  stockholder  ^*'  the  name  of  Sinclair  never  appeared  either  as 
officer  or  director.  In  1932,  after  the  consolidation  of  the  Prairie  com- 
panies with  Sinclair  Consolidated  Oil,  Earl  W.  Sinclair  accepted  a 
directorship  in  Petroleum  Corporation  of  America. 

The  Sinclair  Consolidated  Oil  interests,  however,  were  never  lack- 
ing in  adequate  representation  on  Petroleum  Corporation's  board  oi 
directors.  Of  the  original  45  directors,  5 — Elisha  Walker,  Hunter  S^ 
Marston,  George  Armsby,  Harry  Bronner,  and  Leo  V.  Belden — were 
associated  with  Blair  &  Co.,  Inc.,  or  Bancamerica-Blair  Corporation, 
the  Sinclair  bankers."^  Eight  directors  were,  or  became,  directors  of 
Sinclair  Consolidated  Oil  Corporation,  or  Consolidated  Oil  Corpora- 
tion. These  were  Elisha  Walker,  Hunter  S.  Marston,  Arthur  W. 
Cutten,  Rulojff  E.  Cutten,  Halstead  G.  Freeman,  John  H.  Mark- 
ham,  Jr.,  H.  H.  Rogers,  and  Edward  R.  Tinker.  The  remaining  34 
directors  whose  names  originally  appeared  on  Petroleum  Corpora- 
tion's unusually  large  board  were  men  selected  by  Blair  &  Co.,  Inc.,. 
to  lend  greater  prestige  to  the  corporation  in  its  first  public  appear- 

146  The  Standard  Oil  Companies  as  Elisiia  Walker  testified  (supra)  were  regarded  as 
"high-grade  investment  companies,"  while  Sinclair  Consolidated  "had  not  the  background 
tuat  the  Standard  Oil  subsidiaries  had  *  *  •  it  was  a  comparatively  new  institution 
wmch  had  been  growing  and  fighting  its  way     *     *     »".     (Op.  cit.  supra,  note  1,  at  2891.) 

Mr.  Walker  denied,  however,  that  the  language  of  the  offering  circular  might  have 
created  a  misapprehension  in  the  minds  of  the  investing  public.     He  testified  (id.,  at  2905)  : 

Q.  On  the  other  hand,  would  you  not  be  giving  the  stockholders  a  false  hope  when 
you  refer  to  these  companies  as  "these  companies  are  of  the  so-called  Standard  Oil: 
group"  when  the  whole  purpose  was  not  to  keep  them  in  the  Standard  Oil  group,  but 
to  put  them  in  another  group? 

A.  But  tlie  Standard  Oil  group  still  held  just  as  many  shares  as  this  corporation- 
held. 

Q.  But  the  Standard  Oil  gi-oup  disposed  of  one-half  of  its  holdings  to  you  ;  isut 
that  so? 

A.  Let  me  say,  when  you  say  Standard  Oil  group,  no.  Mr.  Rockefeller  and  his 
associated  charities  disposed  of  half  of  their  holdings  but  the  so-called  Standard  Oil 
group,  which  included  the  Harknesses,  the  Pratts,  the  Teagles,  and  all  sorts  of  people,, 
did  not  sell  any  of  their  stock  in  this  trade. 

Q.  They  did  not  sell  any  stock  where? 

A.  In  this  trade     *      *     *. 

i"  See  infra,  p.  273  and  note  169. 

*■**  In  May  1929  Blair  &  Co.,  Inc.,  was  merged  with  Bancamerica  Corporation,  the 
investment  affiliate  of  Bank  of  America  National  Association,  to  form  Bancamerica-Blair 
Corporation,  which  in  turn  became  the  investment  affiliate  of  the  Bank  of  America  N.  A. 
By  virtue  of  ,the  fact  that  Transamerica  Corporation  controlled  Bank  of  America  N.  A., 
Bancameiica-Blair  Corp.  became  a  subsidiary  of  Transamerica.  In  1932  when  the  Niitional 
City  Bank  of  New  York  acquired  Bank  of  America  N.  A.,  Bancamerica-Blair  Corporation 
was  excluded  from  the  transfer,  and  it  remained  a  subsidiary  of  Transamerica  Corporation. 
Early  in  1929,  shortly  after  he  became  chairman  of  the  board  of  Petroleum  Corporation, 
Elisha  Walker  became  chairman  of  the  board  of  Bancamerica-Blair  Corporation  and  of 
Transamerica  Corporation  and  chairman  of  ,the  Executive  Committee  of  Bank  of  America 
N.  A.  These  positions  Mr.  Walker  retained  until  his  much  publicized  split  with  the 
Gianninl  interests  and  the  battle  which  ensued,  terminating  in  February  1932  with  the 
ousting  of  Walker  from  his  executive  position  with  these  corporations.  (See  The  New  York 
Times,  Feb.  16,  1932,  p.  29.)  Later  in  1932  Mr.  Walker  became  a  partner  in  the  banking 
house  of  Kuhn.  Loeb  &  Co. 
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ance.^*^  After  the  Petroleum  Corporation  had  been  operating  for 
some  period  of  time,  most  of  this  group  of  directors  resigned,  either 
vnhmtarily  or  were,  as  stated  by  Elisha  Walker,  "requested,  if  they 
didn't  mind,  to  retire."  ^^"  By  1932,  after  the  consolidation  of  the 
Prairie  companies  with  Sinclair  Consolidated  Oil  Corporation,  the 
number  had  been  reduced  to  14.  This  board  of  14  directors  included 
8  of  the  original  dominating  group  and,  in  addition.  Earl  W.  Sin- 
clair. By  the  end  of  1935  the  board  was  further  reduced  to  13  mem- 
bers, 9  of  whom  either  were  or  formerly  had  been  affiliated  with  Blair 
&  Co.,  Inc.  or  the  Sinclair  interests.^^^  Elisha  Walker,  who  was  presi- 
dent of  Blair  &  Co.,  Inc.,  and  its  successor,  Bancamerica-Blair  Cor- 
poration, became  the  first  chairman  of  the  board  of  directors  of  Pe- 
troleum Corporation  of  America  and  retained  the  office  of  chairman 
continuously  until  December  1932.  He  remained  a  member  of  the 
board  of  directors  thereafter,  and  at  the  end  of  1938  was  still  listed 
by  the  Corporation  as  a  director.  John  H.  Markham,  Jr.  remained 
in  office  until  February  1933  and  was  succeeded  by  Huntington  D. 
Sheldon,  who  had  started  with  the  Corporation  in  January  1929 
as  assistant  secretary.  Mr.  Sheldon  is  still  the  president  of  the 
Corporation. 

n9  p,-,j.  j^jjg  complete  list,  see  Appendix  C.     Hunter  Marston  admitted   that  this  was  an 
unusually  large  board  of  directors.     He  testified  (op.  cit.  supra,  note  1,  at  2872)  : 

*  *  *  It  was  unusunl.  I  ti'ink  it  w;is  predicated  on  the  theory  that  they 
wantrd  to  get  sort  of  sources  of  influence  Ihroushout  different  geographical  territories, 
so  thnt  the  business  of  t'^is  conijinny — if  we  had  not  run  into  the  panic — might  have 
hern  that  of  buyirg  securities  which  would  have  trone  into  the  consolidation.  They 
attempted  at  that  time — that  was  the  theory  promulgated — to  get  directors  in  Texas, 
C  lifo'-nin,    O'cla'^onia.    and   so   for.th. 

Q.  Do  yu  k"ow  of  any  ot'^er  industrial  corporation  that  had  [forty-five]  directors 
or  any   other   investment   trust? 

A.   I  don't  know  of  any.  unless  it  is  a  hank. 

T'^e  irfluence  of  thepe  names  in  every  section  of  the  coun|try  is  attested  by  the  fact  that 
the  stockholders  of  the  corporation  represented  every  state  in  the  union,  as  well  as  the 
District  of  Columhia,  Alaska,  and  the  Philippine  Islands.  (Reply  to  the  Commission's 
questionnaire   for  Petroleum   Corporation   of  America.    Item    5B.) 

i^oOp.   cit.   supra,   note   1,   at  2937. 

^^^  In  March  1933  J.  Paul  Getty  was  made  a  member  of  Petroleum  Corporation's  board 
of  directors  at  his  own  request,  after  purchasing  a  substantial  block  of  stock.  (Id.,  at 
2937.)  A  corporation  con,trolled  by  Mr.  Getty,  named  Getty,  Inc..  owned  200,000  shares 
of  Consolidatrd  Oil  Corporation  stock.  Petroleum  Corporation  had  in  its  portfolio  300,000 
shares  of  Tidewater  Associated  stock.  (This  stock  had  evidently  been  accumulated  by 
Petroleum  Corporation  in  connec^tion  with  the  Mission  Securities  venture.  See  infra,  note 
26"^.)  Apparently,  as  part  of  a  transaction  to  eliminate  Mr.  Getty  from  the  board  of 
directors  of  Petroleum  Corporation  in  1938,  Petroleum  Corporation  in  a  simul^taneous 
transaction  purchased  from  Getty,  Inc.,  its  200,000  shares  of  Consolidated  Oil  Corporation 
stoc'v  at  $15  per  share  while  it  sold  to  Ge^tty,  Inc.,  its  300,000  shares  of  Tidewater  As- 
sociated Oil  stock  at  !flO  per  share.  (The  transaction  actually  constituted  a  transfer  of 
securities,  as  both  items  resulted  in  a  total  of  .'^3,000, 000. )  That  Petroleum  Corporation 
had  ro  desire  to  acquire  an  additional  block  of  Consolidated  Oil  at  that  time  is  evidenced 
by  the  fact  that  the  Corporation  then  called  in  J.  F.  Feder.  a  private  banker,  and  |told 
him  that  Petroleum  Corporation  desired  to  dispose  of  a  block  of  Consolidated  Oil  stock. 
Petroleum  Corpora,tion  granted  to  Feder  &  Co.  an  option  (without  consideration)  on 
.300  000  shares  of  its  Consolidated  Oil  stock  at  prices  ranging  from  $12  to  $14.50  per 
s'^are.  Feder  took  up  from  the  Corporation  150,000  shares  of  the  Consolidated  Oil  stock 
at  an  averasre  price  of  $12.88.  Petroleum  Corporation,  in  turn,  paid  Ge,tty,  Inc.,  $15.00 
per  rhii-e  for  its  200,000  shares  of  Consolidated,  thus  taking  a  loss  of  $2.17  per  share 
on  150  000  of  the  shares  it  had  sold  to  Feder.  These  transactions  completed,  Mr.  Getty, 
in  April  1934,  resigned  from  .the  board  of  Petroleum  Corporation.  Elisha  Walker  stated 
with  respect  to  Getty's  resignation,  "I  don't  know  whether  it  was  part  of  any  fixed  under- 
standing. It  may  have  been  discussed  but  I  really  don't  know.  I  don't  remember."  (Id., 
^t  2944.) 
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As  has  already  been  indicated,  those  who  formed  the  Petroleum 
Corporation  of  America  and  who  dominated  it  from  its  inception  did 
not  publicly  disclose  to  the  investing  public  that  the  primary  function 
of  the  corporation  was  to  serve  as  an  agency  for  effecting  the  realign- 
ment of  a  section  of  the  oil  industry,  a  realignment  in  which  Sinclair 
was  to  be  the  focal  point  and  dominant  figure.^^^  Elisha  Walker, 
who  became  chairman  of  the  corporation's  board  of  directors, 
testified :  ^^^ 

Q.  Now,  will  you  please  tell  ns  what  persuaded  the  Purchase  Group  not  to 
attempt  a  public  distribution,  but  to  sell  it  [tlu"  Prairie  stocks]  to  the  investment 
trust  at  a  profit? 

A.  I  thiuli  it  was  .lust  following  out  the  thought  of  waiting  on  consolidations 
and  to  keep  this  block  of  stock  together  so  that  it  would  be  a  basis  to'  forming 
something  substantially  worthwhile  in  the  oil  industry. 

Q.  Now,  of  course,  as  an  organizer  of  the  investment  trust  the  primary  con- 
cerns were  the  considerations  for  the  stockholders  of  the  company? 

A.  Yes.    Decidedly. 

Q.  I  mean  whether  it  was  beneficial  to  the  oil  industry,  beneficial  to  the 
Sinclair  or  the  Prairie  Companies ;  of  course,  that  consideration  should  have 
played  no  part  in  connection  with  the  sale  or  distribution  of  the  Petroleum 
Corporation  to  the  public;  isn't  that  so? 

A.  You  are  right.  But,  of  course,  if  it  was  good  for  the  industry,  it  would 
have  been  good  for  the  company. 

Q.  *  *  *  there  came  a  time  in  between  November  26  and  January  16,  1929, 
when  it  was  determined  that  the  procedure  was  that  it  was  going  to  be  sold 
in  one  lot  to  an  Investment  company  to  be  formed;  isn't  that  so? 

A.  Well,  that'  is  when  the  final  decision  was  taken.  As  T  say,  the  general 
thought  had  been  months  even  in  advance  of  that. 

Q.  And  you  say  that  the  motivating  cause  was  to  keep  the  block  intact  so 
that  a  merger  and  consolidation  could  be  effected  and,  by  virtue  of  that  con- 
solidation, the  oil  industry  would  be  benefited  and,  as  a  neces.sary  corollary, 
the  interest  of  tlie  stockholders  of  the  Petroleum  Corporation  of  America  would 
be  served?    Is  that  It? 

A.  Yes.    In  general. 

Q.  Now,  that  was  a  vital  factor  in  coiuiection  with  the  acquisition  of  that 
block  of  stock  by  the  Petroleum  Corporation  of  America?     Isn't  that  so? 

A.  I  would  say  so. 

Mr.  Walker  felt  that  it  would  have  been  "very  unwise"  to  apprise 
the  public,  to  which  the  stock  was  being  marketed,  of  the  true  plans 
in  the  minds  of  the  corporation's  sponsors.     Mr.  Walker  testified :  ^^* 

Q.  You  determined  to  turn  it  over  to  the  investment  company  and  hold  it 
intact,  looking  forward  to  the  time  when  you  could  use  it  in  a  consolidation 
and  for  improving  the  oil  business,  and  therefore  the  position  of  the  Petroleum 
Corporation  of  America  stockholders? 

A.  Yes. 

Q.  Now,  this  represented  an  investment  of  $45,000,000  for  the  investment 
company,    which    was   substantially    half    the    total    assets    of   the    corporation 


152  j^pe  (^jjp  testimony  of  Hunter  Marston  set  forth  infra,  this  section,  to  the  effect  that  the 
consolidation  plans  were  centered  about  Sinclair  Consolidated  :  "It  was  an  important  factor 
from  the  very  inception  and  was  a  liasis  for,  we  felt,  a  very  complete  development     *     *     *." 

^"■'  Op.  cit.  supra,  note  1,  at  2898. 

^"Id.,  at  2903. 
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after  the  bankers  took  nine  and  a  half  million  dollars  in  commissions?  Isn't 
that  so? 

A.  Yes. 

Q.  And  yet  there  was  not  the  slightest  intimation  of  this  position,  was  there, 
Mr.  Walker,  that  one  of  the  *  *  *  reasons  why  the  block  was  kept  intact 
and  sold  to  the  investment  company  was  that  ultimately  they  hoped  to  go 
through  a  consolidation,  whether  with  or  without  the  consent  of  the  Rocke- 
fellers? 

A.  I  think  it  would  have  been  very  unwise  to  talk  about  a  consolidation  which 
might  not  eventuate,  because  you  would  be  giving  the  public  a  false  hope. 

The  formation  of  Petroleum  Corporation  of  America  created,  in 
effect,  a  hmidrecl-million-dollar  pool  of  the  public's  fmids  to  be  em- 
ployed without  hindrance  in  the  furtherance  of  the  plan  to  bring  under 
the  domination  of  the  Sinclair  interests  a  large  section  of  the  oil 
industry.  The  public,  which  supplied  the  pool,  however,  was  at  no 
time  apprised  of  this  purpose.  Hunter  Marston,  when  interrogated 
on  this  subject,  disputed  the  inference  that  the  money  of  the  stock- 
holders of  Petroleum  Corporation  was  being  used  to  help  the  Sinclair 
interests  achieve  their  aims :  ^^° 

Q.  Mr.  Marston,  I  think  you  told  us  that  the  negotiations  for  the  merger 
between  Prairie  Pipe  and  Prairie  Oil  and  the  various  other  companies  had 
started  as  far  back  as  1927?    Isn't  that  so? 

^    *     *     *     Yes  ;  we  had  discussed  it  probably  a  year  or  two  previously. 

Q.  And  from  the  very  inception  was  the  Sinclair  Consolidated  Oil  Company 
one  of  the  companies  that  was  to  be  part  of  the  group? 

A.  My  recollection  is  that  it  was.  It  was  an  important  factor  and  was  a  basis 
for,  we  felt,  a  very  complete  development  by  its  association  with  other  companies. 

Q.  Well,  isn't  this  whole  transaction,  Mr.  Marston,  susceptible  of  the  inference, 
at  least,  that  the  public's  money  was  being  used  to  help  the  Sinclair  interests 
effect  a  merger? 

A.  No ;  that  would  not  be  my  interpretation  of  it. 

Subsequently,  however,  Mr.  Marston  testified :  ^^^ 

Q.  But  the  formation  of  Petroleimi  Corporation  of  America  brought  together  a 
large  fund,  which  was  used  to  purchase  a  substantial  part  of  Prairie  Oil  &  Gas 
and  Prairie  Pipe  Line;  isn't  that  correct? 

A.  Yes,  sir. 

Q.  And  that  was  the  lot  turned  in  and  exchanged  in  the  merger  subsequently 
effected. 

A.  Ultimately. 

Q.  So  it  is  true  that  the  public's  money  that  was  put  in  Petroleum  Corporation 
of  America  was  used  to  facilitate  that  consolidation  ? 

A.  You  mean  the  ultimate  consolidation? 

Q.  Yes. 

A.  That  was  not  the  primary  purpose  in  the  first  instance.  It  resulted  in  the 
eventuality  of  that. 

1.  ADDITIONAL  PURCHASES  OF  PRAIRIE  STOCKS 

By  virtue  of  its  original  purchase  of  the  Prairie  stocks  for  $46,600,- 
000,  Petroleum  Corporation  of  America  commenced  its  operations  with 

is=  Id.,   at  2844. 
>B8id.,    at  2856. 
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approximately  46%  of  its  total  assets  concentrated  in  this  one  invest- 
ment situation.  Although  the  outlook  for  the  Prairie  companies  was 
becoming  increasingly  unfavorable/"  and  despite  this  initial  heavy 
concentraction  in  the  Prairie  stocks,  the  management  of  Petroleum 
Corporation  steadily  added  to  them.  By  the  end  of  1929  the  Cor- 
poration had  purchased  an  additional  277,800  shares  of  Prairie  Oil  & 
Gas  stock  and  an  additional  40,600  shares  of  Prairie  Pipe  stock.  Pe- 
troleum Corporation's  investment  in  both  these  stocks  then  totaled 
$64,456,525  and  represented  67%  of  its  total  assets  at  that  date.^^^ 

Of  the  277,800  additional  shares  of  Prairie  Oil  &  Gas  stock  which 
Petroleum  Corporation  purchased  in  1929,  a  block  of  150,000  shares 
was  acquired  from  Sinclair  Consolidated  Oil  Corporation  at  $60  per 
share  at  a  time  when  the  market  price  was  $55  per  share.^^^  Elisha 
Walker,  who  was  chairman  of  the  board  of  directors  of  Petroleum  Cor- 
poration when  the  purchase  was  made,  was  unable  to  remember  why  a 
premium  of  $750,000  was  paid  to  Sinclair  Consolidated.^*'" 

At  the  same  time  this  purchase  was  made  from  Sinclair  Consoli- 
dated at  a  price  of  $750,000  above  market,  allegedly  in  order  to  obtain 
"that  block  of  stock,  that  big  block,"  the  trading  account  which  Blair 
&  Co.  had  formed  in  Prairie  Oil  &  Gas  stock  in  January  1929  ^^^  was 
still  attempting  unsuccessfully  to  dispose  of  the  50,000  shares  of  Prairie 
Oil  &  Gas  stock  it  had  accumulated  and  upon  which  it  had  a  substantial 
unrealized  loss.  Although  the  syndicate  agreement  under  which  this 
account  operated  expired  on  June  1, 1929,  it  was  extended  to  November 
1929,  and  again  to  February  1930,  at  which  date  it  was  still  long  39,400 
shares  at  a  heavy  loss.^"-  Blair  &  Co.,  Sinclair,  and  various  directors 
of  Petroleum  Corporation  of  America,  as  members  of  the  original 
Prairie  Syndicate,  were  necessarily  fully  acquainted  with  the  status  of 
the  trading  account  in  which  they  were  directly  interested. 

On  the  same  day  that  Petroleum  Corporation  (of  which  Elisha 
Walker  was  the  chairman  of  the  board)  bought  the  Prairie  stock  for 
$9,000,000  from  Sinclair  Consolidated  (of  which  Elisha  Walker  was 

i^'  This  was  due  not  only  to  the  unfavorable  condition  of  the  oil  industry  plus  the 
increasingly  unfavorable  general  economic  situation,  bv^t  in  the  case  of  the  Prairie  com- 
panies, to  new  competitive  factors  whose  advent  began  to  be  rumored  about  this  time. 
See  discussion  of  Ajax  Pine  Line,  infra,  pp.  280-1. 

1*8  Total  assets  at  the  end  of  1929  were  $96,028,332.  (Reply  to  the  Commission's  ques- 
,tionnaire    for    Petroleum    Corporation    of    America,    Exhibit   4.) 

'=»  Op.  cit.  supra,  note  1,  at  2950.     The  purchase  was  made  on  June  7,  1929. 

»«•  Elisha   Walker  testified    (Ibid.): 

Q.  Do  you  Icnow  why  that  particular  block  of  stock  was  purchased  above  the  pre- 
vailing market  at  that  time? 

A.  I  can"t  remember  why  now.  I  presume  the  direc.tors  thought  it  was  a  good 
thing  to  have  that  block  of  stock,  that  big  block.  I  suppose  they  were  willing  to  pay  a 
little  above  the  market  for  it. 

'""■  See  discussion  of  Prairie  Oil  &  Gas  trading  accounts,  supra,  pp.  238-49. 

i«^  Ruloff  Cutten  confirmed  in  his  testimony  that  this  account  wns  extended  because  of 
its  inability  to  dispose  of  the  stock  which  it  was  "long."  He  testified  (op.  cit.  supra,  note  1, 
at  31.33)  : 

Q.  *  *  ♦  will  you  tell  me  why  it  was  necessary  to  continue  that  account  after 
the  block  had  been   sold   by   the  purchase  group  V 

A.   Why    this    account? 

Q.  Yes. 

A.  The   trading  account? 

Q.  Yes. 

A.  Because  they  were  long  stock  and  they  were  long  at  a  loss.  They  were  hopeful 
of  getting  out  even,  I  imagine.  I  believe  it  was  extended  either  for  six  months  or  nine 
months.     I  have  forgotten  which. 
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a  director)  ,^®^  Sinclair  Consolidated,  apparently  witli  part  of  the 
money  received  from  Petroleum  Corporation,  purchased  from  Banc- 
america-Blair  Corporation  (of  which  Elisha  Walker  was  president) 
500,000  shares  of  Petroleum  Corporation's  stock  at  $15  per  share  (rep- 
resented by  part-paid  certificates  subject  to  a  $14  call)  ,^'^*  a  transaction 
on  which  Blair  &  Co.  realized  a  profit  of  approximately  $225,000.^'^ 
The  greater  part  of  these  500,000  shares  of  stock  had  been  acquired  by 
Bancamerica-Blair  Corporation  a  few  days  prior  to  its  sale  to  Sinclair 
Consolidated  Oil,  from  the  stabilizing  account  managed  by  Bancamer- 
ica-Blair Corporation.  This  stabilizing  account  for  which  the  Bank- 
ing Group  had  assumed  liability  at  the  time  of  the  public  distribution 
of  Petroleum  Corporation's  stock,  had  ended  up  long  629,095  shares  of 
Petroleum  Corporation's  stock  at  a  substantial  loss.^'*^  Concerning 
this  operation  Mr.  Walker  testified :  ^^^ 

Q.  We  have  the  syndicate  long  629,095  shares,  and  then  a  letter  was  sent  out 
by  Blair  &  Company  (the  manager  of  the  account)  s^aying  they  were  willing  to 
buy  the  stock  from  these  people  at  $14.50.  They  took  up  approximately  229,000, 
which  left  400,000.  That  400,000,  in  addition  to  the  88,000  by  Blair  &  Company, 
and  12,000  they  purchased  in  the  open  market,  made  500.000  which  was  sold  to  the 
Sinclair  Consolidated  Oil  Corporation  at  $15,  plus  the  $14  call? 

A.  Yes.     You  mean  that  the  syndicate  sold  back  to  Blair  400,000;  is  that  it? 

Q.  That  is  right,  at  $14..50.  and  Blair  &  Co.  sold  that  to  Sinclair  Consolidated 
at  $15,  so  that  Blair  and  Company  made  half  a  point,  or  on  the  400,000  shares 
they  made  $200,000. 

A.  Yes. 

Q.  Of  course,  the  rest  of  the  participants  in  that  syndicate,  to  use  a  colloquial 
expression,  took  a  licking,  didn't  they? 

A.  I  don't  know  whether  they  did  or  not.  I  would  be  rather  surprised  if  they 
had  not  made  a  profit.     *     *     * 

Q.  Do  you  know  whether  there  was  any  disclosure  to  the  other  participants 
that  Blair  &  Company  had  this  arrangement  to  sell  these  500,000  shares  to 
Sinclair  at  a  half  a  point  profit? 

A.  I  don't  remember  anything  definite  about  the  trade.^^ 

The  outcome  of  this  series  of  transactions  tints  appears  as  follows: 
Petroleum  Corporation  of  America  by  its  purchase  from  Sinclair  Con- 
.-olidated  Oil  Corporation  added  150,000  shares  costing  $9,000,000  to 
its  already  substantial  position  in  Prairie  Oil  &  Gas  paying  a  premium 
above  market  of  $750,000;  Sinclair  Consolidated  Oil  Corporation  dis- 

163  jjj.  Walker  tes^tifled  before  the  Senate  Committee  ou  Banking  and  Currency  (op.  cit. 
supra,  note  132,  Part  7,  p.  3324>  that  in  1928  he  was  not  only  a  member  of  the  board 
of  directors  of  Sinclair  Consolidated  Oil  Corporation  but  also  a  member  of  the  executive 
committee  of  the  board  of  directors.  Al|though  Mr.  Walker  continued  to  be  a  director 
of  Sinclair  Consolidated  in  1929.  it  is  not  entirely  certain  that  he  also  continued  to  be  a 
member   of   the   executive   committee  |thereof. 

i«  Op.  cit.  supra,  note  1,  at  294S. 

ir,5  The  exact  amount  of  Blair  &  Company's  profit  was  $224,587.28.  (Derived  from  sui>- 
plementary  information  supplied  the  Commis.sion  for  Petroleum  Corporation.) 

i**"'  See    discussion    of    this    stabilizing    account,    supra. 

18"  Op.  cit.  supra,   uo,te  1,  at  3046. 

18S  Earl  W.  Sinclair  testified  that  he  carried  on  negotiations  for  this  transaction  with 
Mr.  Markham  and  Mr.  Walker  (id.,  at  3077).  At  that  time  Elisha  Walker  was  also  a 
director  of  Sinclair  Consolida|ted  Oil  Corporation.  E.  R.  Tinker,  Arthur  W.  Cutten,  and 
11.  H.  Rogers,  other  directors  of  Petroleum  Corporation,  were  also  at  that  time  directors 
of  Sinclair  Consolidated.  Subsequently,  Mr.  Markham  and  Hunter  Marston  were  placed 
on  the  board  of  Sinclair  Consolidated.     (Id.,  at  .3078-9.) 
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posed  of  its  holdings  of  Prairie  Oil  &  Gas  to  Petroleum  Corporation 
for  $9,000,000,  and  acquired  from  Bancamerica-Blair  Corporation  for 
$7,500,000,  500,000  shares  of  Petroleum  Corporation  (subject  to  a  call 
of  $14  per  share),  AYhich  made  Sinclair  Consolidated  the  largest  single 
stockholder  of  Petroleum  Corporation ;  ^^'-^  Bancamerica-Blair  Corpo- 
ration realized  a  net  profit  of  approximately  $225,000  on  its  sale  of 
the  Petroleum  stock  to  Sinclair  Consolidated,  while  Bancamerica- 
Blair  Corporation's  associates  in  the  Petroleum  Corporation  stabiliz- 
ing account  suffered  a  substantial  loss.^"° 

Of  more  far-reaching  significance  is  the  fact  that  this  transaction 
marked  the  start  of  an  intrenched  system  of  circular  ownership  be- 
tween Petroleum  Corporation  (which  owned  at  that  time  15,000  shares 
of  Sinclair  Consolidated  Oil  stock) ^'^  and  Sinclair  Consolidated  Oil 
Corporation  (which  now  owned  500,000  shares,  17%  of  the  total  out- 
standing shares,  of  Petroleum  Corporation's  stock). ^"^ 

Following  the  purchase  of  the  block  of  Prairie  Oil  &  Gas  from 
Sinclair  Consolidated  in  June  1929  Petroleum  Corporation  continued 
steadily  to  increase  its  holdings  of  both  Prairie  Oil  &  Gas  and  Prairie 
Pipe  stock.  These  additional  purchases  were  made  both  in  the  open 
market  and  privately.  On  October  17,  1929,  on  the  eve  of  the  market 
break,  100,000  shares  of  Prairie  Oil  &  Gas  wei-e  purchased  through 
Bancamerica-Blair  Corporation  and  the  Bankers  Trust  Company 
from  Edward  H.  Harkness  at  $50  per  share  for  an  aggregate  of 
$5,000,000.^^^  At  the  same  time  active  purchasing  in  both  Prairie 
stocks  was  being  carried  on  almost  daily  by  the  Corporation  in  the 

i-a  At  the  end  of  1929  there  were  outstanding  2,937,900  shares  of  Petroleum  Corpora- 
tion's stock.  (Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of 
America,  Item  280.)  The  500,000  shares  purchased  by  Sinclair  Consolidated  therefore 
represented  in  excess  of  17%  of  the  total  shares  outstanding.  Apparently  no  either 
stockholder  ever  owned  more  than  44,000  shares  of  Consolidated  Oil  stock.  (Op.  cit.  supra, 
note  1,  Commission's  Exhibit  No.  334.)  Thus,  instead  of  owning  merely  ir)0,000  shares  of 
Prairie  Oil  &  Gas,  Sinclair  Consolidated  acquired  working  control  of  Petroleum  Corporation 
with  )flOO,000,000  of  assets,  among  which  were  more  than  450,000  shares  of  Prairie  Oil  & 
Gas  (including  the  150,000  taken  over  from'  Sinclair)  and  more  than  550,000  shares  of 
Prairie  Pipe.  Obviously,  Sinclair's  influence  in  promoting  a  consolidation  withi  the  Prairie 
companies  was  thereby  increased  manyfold. 

no  The  exact  amount  of  the  loss  suffered  by  ,the  Banking  Group  was  not  definitely  ascer- 
tained. However,  the  entire  amount  of  commission  earned  by  this  group,  tlie  sum  of 
$8,088,281  was  first  credited  against  the  cost  of  the  629,095  shares  the  account  was  long, 
which  Bancamerica-Blair  Corpora,tion  stated  in  its  letter  of  June  3,  1929  (referred  to  in 
the  testimony  quoted  supi-a)  reduced  the  cost  of  this  stock  to  $15.44  per  share  (subject 
to  a  $14  call).  Bancamerica-Blair  offered  to  distribute  the  stock  ,to  the  members  of  the 
participants  at  cost  ($15.44  per  share)  or  to  purchase  all  or  any  part  of  said  shares 
at  $14.50  per  share.  Apparently  400,000  shares  were  sold  to  Bancamerica-Blair  Corpora- 
tion on  ,this  basis,  which  meant  a  further  loss  to  the  other  members  of  94  cents  per 
share,  or  $376,000.  This  sum.  added  to  the  commission  which  was  earned  by  the  mem- 
bers of  the  Banking  Group  but  never  paid  to  them,  would  indicate  a  loss  of  approximately 
$3,500,000. 

"1  For  details  of  Petroleum  Corporation's  acquisition  of  Ihis  block  of  Sinclair  Consoli- 
dated Oil  stock,  see  infra. 

'■"As  has  been  pointed  out  supra,  the  Sinclair  interests  did  not  find  it  necessary,  fol- 
lowing their  acquisition  of  working  control  of  Petroleum  Corporation,  to  effect  any  change 
in  the  composition  of  the  board  of  directors  of  Peroleum  Corporation  or  in  the  executive 
personnel. 

"^Edward  II.  Harkness  was  one  of  those  named  by  Elisha  Walker  (see  supra)  as 
among  the  Standard  Oil  group  which  re,tained  its  Prairie  lioldings.  According  to  infor- 
mation received  from  the  Bankers  Trust  Company,  Mr.  Harkness  did  not  know  at  the 
time  the  identity  of  the  buyer  of  his  block  of  stock.  (Derived  from  supplementary  informa- 
tion supplied  the  Commission  for  Petroleum  Corporation  of  America.) 
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open  market."*  As  of  December  31,  1929,  Petroleum  Corporation 
had  $64,356,595  or  67%  of  its  then  total  assets  invested  in  the  stock 
of  the  two  Prairie  Companies."^  Questioned  concerning  the  magni- 
tude of  Petroleum  Corporation's  investment  in  the  Prairie  stocks 
Elisha  Walker  stated,^^^  "Nobody  ever  dreamed  of  it." 

Subsequent  to  the  market  break  of  1929,  the  stock  market  price 
of  both  Prairie  stocks  began  to  decline  rapidly.  On  January  25, 
1930,  Petroleum  Corporation  established  formal  trading  accounts  in 
both  Prairie  stocks.  Throughout  1930,  and  until  April  1931,  these 
accounts  traded  in  the  Prairie  stocks  almost  daily.^" 

The  continued  investments  by  Petroleum  Corporation  in  the 
Prairie  stocks  seem  attributable  only  to  the  refusal  of  Sinclair  and 
his  associates  to  abandon  their  determination  to  effect  a  merger  be- 
tween the  Prairie  Companies  and  Sinclair  Consolidated.  Petroleum 
Corporation  under  their  domination  was  obviously  one  of  the  prin- 
cipal instrumentalities  by  which  this  result  was  to  be  achieved. 
Hunter  Marston  when  examined  on  this  subject  testified :  ^^® 

Q.  You  say  the  discussions  continued  with  respect  to  the  merger,  Mr.  Marston, 
past  the  time  that  the  Trust,  or  the  Petroleum  Corporation  of  America,  acquired 
this  $45,000,000  worth  of  Prairie  Pipe  and  Prairie  Oil  and  Gas? 

A.  Yes. 

Q.  The  fact  of  the  matter  is,  is  it  not,  Mr.  Marston,  that  the  Petroleum 
Corporation  of  America  continued  buying  Prairie  Pipe  Line  and  Prairie  Oil 
and  Gas,  even  after  they  purchased  that  $45,000,000  worth  in  the  first  instance? 

A.  I  believe  that  is  correct. 

*  *  *  *  it:  H:  H: 

Q.  Now  isn't  that  indicative  of  the  fact  that  the  trust  was  accumulating 
this  stock  in  order  to  be  in  a  position  to  effect  a  merger? 

A.  Well,  they  felt,  naturally  they  must  have  felt,  that  the  purchase  of  this 
stock  was  an  advantageous  one  and  if  a  mei'ger  were  effected,  they  expected 
to  make  a  profit. 

Q.  Well,  the  fact  of  the  matter  is 

A.  (Interposing.)  But  the  great  disaster  happened  on  or  about  that  time 
the  panic  started. 

Q.  Well,  as  of  December  31,  1929,  they  still  continued  purchasing  Prairie  (^il 
and  Gas  Company  common  and  Prairie  Pipe  Line  Company  common.  *  *  * 
now,  there  evidently  was  some  difficulty  in  effecting  the  contemplated  merger? 
Isn't  that  so,  Mr.  Marston?  When  was  the  merger  ultimately  effected? 

A.  Are  you  referring  to  the  larger  merger  or  to  the  merger  between  the  Sinclair 
Company? 


"^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  352. 

"^  Reply    to    tlie    Commission's    questionnaire    for    Petroleum    Corporation    of    America, 
Table  2. 

""Op.  cit.  supra,  note  1,  at  2946.     Mr.  Walker  testified   (ibid)  : 

Q.  These  offering  circulars,  Mr.  Walker,  to  the  stockholders,  of  course,  gave  no 
indication  that  eventually  the  Trust  would  own  $64,000,000  of  that  stock? 

A.  Nobody  ever  dreamed  of  it. 

Q.  Well,  of  course,  when  you  say  that  nobody  dreamed  of  it,  you  would  think  this 
was  something  that  happened  without  any  volition  on  the  part  of  the  board  of 
directors  of  the  Petroleum  Corporation  of  America.  I  mean,  this  wasn't  an  act  of 
God.  This  was  a  deliberate,  intentional  act  of  the  board  of  directors  of  the  Petroleum 
Corporation  of  America  in  acquii-ing  $64,000,000.     Isn't  that  so? 

A.  Well,  it  was  an  act  in  connection  wi,th  the  exchange  of  Prairie  Oil  &  Gas  and 
Prairie  Pipe  Line,  yes,  for  Consolidated  stock,  yes,  if  that  is  what  you  mean. 

i"Id.,  Commission's  Exhibit  No.  352. 
"8  Id.,  at  2846-9. 
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Q.  The  larger  merger  never  took  place? 

A.  No ;  the  larger  merger  never  evolved. 

Q.  But  the  merger  vpith  the  Sinclair  Consolidated  Oil  Company  and  the  Sinclair 
Oil 

A.  It  did  eventuate. 

Q.  That  was  in  March  1932?    Isn't  that  so? 

A.  I  don't  recall.    You  probably  have  the  date  there. 

Q.  And  yet  Petroleum  Corporation  of  America  never  got  out  of  its  position  jh 
Prairie  Pipe  Line  and  Prairie  Oil  and  Gas? 

A.  No ;  they  did  not,  except  through  exchange  of  stock,  ultimately. 

Q.  And  ultimately  they  exchanged  it  for — Consolidated  Oil  stock,  and  yet  the 
chart  indicates,  and  you  know  it  is  a  fact,  that  the  price  of  that  stock  was  declining 
and  declining  and  declining? 

A.  It  was. 

Q.  It  seemed  to  have  no  bottom?    Isn't  that  so,  Mr.  Marston? 

A.  Well,  that  chart  indicates  there  was  quite  a  decline. 

Q.  And  yet  no  attempt  was  made  by  the  Petroleum  Corporation  of  America  to 
diminish  its  position  in  that  stock  ? 

A.  Well,  they  felt  they  had  something  with  inherent  value,  and  they  had  pur- 
chased the  stock  with  the  idea  that  an  ultimate  consolidation  would  evolve,  and 
to  have  disposed  of  the  stock — and  I  am  just  speaking  from  my  own  impression — 
it  would  have  meant  either  putting  the  money  in  something  else,  which  apparently 
the  Board  didn't  feel  was  safe,  or  as  safe  as  being  in  the  Pipe  Line. 

Q.  Of  course,  there  was  the  other  side  of  this  picture  *  *  *.  Had  the  trust 
determined  to  lessen  its  position  in  that  stock,  that  would  have  meant  a  dissipa- 
tion of  this  substantial  block,  which  was  an  effective  block  as  far  as  the  mex'ger 
proceedings  were  concerned.    Isn't  that  so? 

A.  Yes  ;  usually  10  per  cent  is  an  effective  block. 

2.  PETEOLEUM  CORPORATION  PURCHASES  STOCK  OF 
SINCLAIR  CONSOLIDATED  OIL  CORPORATION 

On  April  13,  1929,  Petroleum  Corporation  purchased  15,000  shares 
of  Sinclair  Consolidated  Oil  stock  at  $40  per  share  from  the  trading 
account  operated  by  the  Sinclair  Consolidated  Oil  Syndicate.^"^  The 
market  price  of  the  Sinclair  stock  at  that  time  ranged  from  $37  to  $39i/2 
per  share.  The  Sinclair  Syndicate  closed  operations  three  days  after 
this  transaction  was  effected.^®"  Elisha  Walker,  chairman  of  the  board 
of  directors  of  Petroleum  Corporation,  and  president  of  Blair  and  Co., 
Inc.,  which  was  active  in  the  Sinclair  Consolidated  Syndicate,^^^  denied 
that  the  funds  of  Petroleum  Corporation  were  being  used  ''to  bail" 
the  Sinclair  Syndicate  out  of  its  closing  long  position.  Mr.  Walker 
suggested  that  it  might  be  good  business  "to  buy  up  the  tail  end  of  a 
pool."   He  testified :  i«2 

Q.  Petroleum  Corporation  wasn't  bailing  this  trading  account  out  of  its  long 
iwsition  at  the  end? 

A.  I  should  imagine  just  the  reverse,  probably  Petroleum  Corporation  was 
aware  that  the  Syndicate  had  been  closed  out  of  all  its  holdings,  and  probably 


""  Id.,  at  3027-9.     For  discussion  of  this  syndicate,  see  supra. 

^8«  Ibid. 

1"  The  participants  in  the  Sinclair  Consolida,ted  Syndicate,  as  has  been  pointed  out 
supra,  were  almost  identical  with  those  in  the  Prairie  Syndicate.  This  was  conceded  by 
Elisha  Walker.     (Id.,  at  3027.) 

^^  Id.,  at  3028. 
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thought  that  it  would  be  a  very  good  time,  with  the  closing  out  of  that  account 
and  the  ceasing  of  the  liquidation  to  make  what  for  it  was  a  more  or  less  modest 
purchase  of  15,000  shares. 

Q.  $600,000.  I  do  not  understand,  frankly,  how  termination  of  the  syndicate 
account  made  that  a  more  attractive  purchase.  The  fact  of  the  matter  is  that  as 
soon  as  the  pool  stopped  trading  and  stepped  out  of  the  market,  the  natural  reac- 
tion would  be  a  decline. 

A.  I  do  not  agree  necessarily  on  that.  I  think  when  the  syndicate  is  closed  and 
there  is  no  more  stock  being  put  on  the  market  from  the  syndicate,  the  market 
would  take  care  of  itself  and  might  do  better  rather  than  worse. 

Q.  Is  it  your  experience  that  when  a  pool  stops  operating  that  there  is  an 
increase  in  price  to  the  stock? 

A.  I  know  of  cases  where  people  have  thought  it  good  business  to  buy  up  the 
tail  end  of  a  pool. 

The  Sinclair  Consolidated  Oil  Corporation  stock  never  thereafter 
rose  above  40%  at  its  highest  point,  and  even  before  the  market  break 
of  October  it  was  selling  below  35.  Subseqnently,  it  declined  steadily 
to  an  eventual  low  of  4%.^®^  While  defending  energetically  the  good 
faith  of  all  parties  concerned  in  the  purchase  of  the  Sinclair  stock, 
Elisha  Walker  admitted  that  the  transaction  was  tinged  with  self- 
dealing  on  the  part  of  the  inside  group — those  who  comprised  botli 
the  Prairie  and  the  Sinclair  Syndicates  and  who  were  then  in  control 
of  Petroleum  Corporation.    Mr.  Walter  testified :  ^^* 

Q.  The  fact  is,  though,  that  Blair  &  Company  was  interested  in  this  pool  of 
Sinclair  Consolidated  Oil  Coriwration. 

A.  Yes. 

Q.  And  Harry  F.  Sinclair  was  interested? 

A.  Yes     *     *     *. 

Q.  And  the  fact  is  that  you  were  a  participant  in  Sinclair  Consolidated  Oil  pool? 

A.  Yes. 

Q.  And  the  fact  is  that  you  were  one  of  the  moving  spirits  in  Petroleum  Cor- 
poration. 

A.  Petroleum  Corporation  had  a  paid  president,  and  a  very  capable  and  able 
man,  Mr.  John  Markham     *     *     *. 

Q.  And  the  fact  is  that,  without  imputing  any  bad  faith,  that  you  were  sub- 
stantially on  both  sides  of  that  transaction  ;  isn't  that  so? 

A.  I  was  substantially  on  both  sides ;  yes. 

From  October  21,  1929,  to  November  14,  1929,  Petroleum  Corpora- 
tion continued  purchasing  Sinclair  Consolidated  Oil  stock  in  a  col- 
lapsing market.  These  purchases,  evidently  designed  to  cushion  the 
fall  in  Sinclair  Consolidated  stock  during  the  market  break,  were 
made  on  a  scale  down  from  $33%  per  share  to  $21  per  share  in  blocks 
ranging  in  size  from  5,000  shares  to  300  shares.  A  total  of  50,000 
shares  additional  was  bought  during  this  period  for  the  aggregate 
sum  of  $1,373,777.^^5  In  February  1930,  Petroleum  Corporation  estab- 
lished a  trading  account  in  the  stock  of  Sinclair  Consolidated  Oil  Cor- 
poration which  conducted  trading  operations  in  this  stock  almost 
throughout  the  entire  year  of  1930.^^® 

^^  Id.,  Commission's  Exhibit  No.  342. 
18'  Id.,  at  3030. 

185  Id.,  Commission's  Exhibit  No.  352. 
is»  Ibid. 
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3.  PURCHASE  OF  VACUUM  OIL  COMPANY  STOCK  FROM 

SINCLAIR  CONSOLIDATED 

Odi  October  5,  1929,  shortly  before  the  market  break,  Petroleum 
Corporation  of  America  purchased  from  Sinclair  Consolidated  Oil 
Corporation  35,000  shares  of  stock  of  Vacuum  Oil  Company.^^^  In 
this  transaction  Earl  W.  Sinclair  represented  Sinclair  Consolidated 
Oil  Company  and  Elisha  Walker  represented  Petroleum  Corporation. 
Mr.  Walker  was  at  that  time  both  chairman  of  the  board  of  Petro- 
leum Corporation  and  a  director  of  Sinclair  Consolidated  Oil 
Corporation.^^* 

The  Vacuum  Oil  Company  stock  had  cost  Sinclair  Consolidated  Oil 
Corporation  approximately  $75  per  share.  Petroleum  Corporation 
purchased  it  from  Sinclair  Consolidated  at  $120  per  share,  the  ap- 
proximate market  price  at  that  time,  for  a  total  of  $4,199,000.  Earl 
W.  Sinclair  testified  that  "  *  *  *  the  price  got  to  a  point  where 
we  thought  it  was  wise  to  sell  and  get  the  money,  or  at  least  dispose 
of  it  at  that  price."  ^*^  Subsequent  events  vindicated  the  judgment 
of  the  directors  of  Sinclair  Consolidated  Oil  Corporation.  Within 
two  months  after  the  purchase,  Petroleum  Corporation  had  an  un- 
realized loss  on  this  block  of  Vacuum  Oil  Company  stock  of  $1,000,000, 
and,  at  the  end  of  1930,  its  unrealized  loss  was  $2,300,000."°  At  the 
end  of  1935,  stock  of  the  merged  company,  Socony-Vacuum  Corpora- 
tion, had  been  received  by  Petroleum  Corporation  for  these  shares,  the 
cost  of  the  block  had  been  increased  to  $6,128,000  by  additional  pur- 
chases and  the  unrealized  depreciation  had  mounted  to  $3,600,000. 
At  that  date,  this  block  of  Socony-Vacuum  stock  was  the  second 
largest  holding  of  the  Corporation.^®^ 

This  transaction  provides  an  apt  demonstration  of  the  anomalous 
situations  created  when  an  officer  of  an  investment  company  sits  on  the 
board  of  directors  of  a  company  whose  interests  in  a  transaction 
are  adverse  to  those  of  the  investment  company.  The  directorate  of 
Sinclair  Consolidated  Oil  Corporation  of  which  Elisha  Walker  was 
a  member  "thought  it  was  wise  to  sell  and  get  the  money,  or  at  least 
dispose  of  it  (Vacuum  Oil  stock)  at  that  price."  "-  Elisha  Walker 
as  chairman  of  Petroleum  Corporation's  board  of  directors  evidently 
thought  it  was  wise  to  buy  it  (Vacuum  Oil  stock)  at  that  price  and  to 
pay  over  to  Sinclair  Consolidated  Oil  Corporation  "that  money" 
wliich  totaled  $4,199,000. 

4.  REPURCHASES  OF  OWN  STOCK  BY  PETROLEUM 

CORPORATION 

Within  a  few  months  after  they  were  first  issued,  the  shares  of 
Petroleum  Corporation  were  selling  on  the  market  at  a  discount  of 
several  points.^^^    In  July  1929,  the  board  of  directors  authorized  re- 

^^  Id.,  at  3038,  3080.  See  also  supra,  note  163. 

"8  Op.  cit.  supra,  note  1,  at  3080. 

"» Id.,  at  3081. 

^""  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Table  2. 

i»i  Ibid. 

"2  Op.  cit.  supra,  note  1,  at  .3081  (testimony  (if  Earl  W.  Sinclair). 

193  During  May  1929  the  market  price  of  I'etroleum  Corporation  ranged  between  SO'^ 
and  27%  ;  during  June,  between  28  and  26^. 
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purchase  of  500,000  shares  of  the  Corporation's  stock  and  gave 
authorization  to  the  chairman  to  borrow  up  to  $15,000,000  for  this 
purpose.  As  of  December  31,  1929,  the  Corporation  had  repurchased 
312,100  shares  of  the  stock  at  a  total  cost  of  $7,478,547.50.^^*  This 
represented  a  repurchase  of  almost  10%  of  the  total  number  of  shares 
originally  issued  eleven  months  earlier.  During  the  succeeding  years 
repurchases  were  continued  in  a  declining  market.  As  of  December 
31,  1935,  aggregate  repurchases  equaled  1,239,840  shares  (almost  40% 
of  the  original  issue)  at  a  cost  of  $14,469,322.  The  average  price  per 
share  paid  by  Petroleum  Corporation  in  its  repurchases  was  $11.67, 
as  compared  with  the  price  of  $34  per  share  paid  by  the  public  in 
January  1929.^^^ 

These  figures  provide  some  indication  of  the  severity  of  the  decline 
in  the  market  price  of  Petroleum  Corporation's  shares.  In  point  of 
fact,  the  stock  at  the  end  of  1931  sank  to  a  low  of  $2y8  per  share 
on  the  market.^^" 

This  attrition  in  the  market  price  of  Petroleum  Corporation's  shares 
was  due  not  only  to  general  market  and  economic  conditions,  but  it 
reflected  the  extraordinary  collapse  which  occurred  in  the  market 
price  of  the  .shares  of  Prairie  Oil  &  Gas  and  Prairie  Pipe  Line  in 
which  Petroleum  Corporation's  assets  were  so  heavily  concentrated. 
Prairie  Pipe  Line  shares  for  which  Petroleum  Corporation  had  paid 
the  Blair  &  Co.  syndicate  $52  per  share  (calculated  on  the  split-up 
basis),  declined  to  a  low  of  $5%  at  the  end  of  1931;  while  Prairie 
Oil  &  Gas  shares,,  for  which  Petroleum  Corporation  had  originally 
paid  $60  per  share,  sank  to  a  low  of  $4%.^^^ 

This  decline  in  the  Prairie  stocks  which  had  been  considered  high- 
grade  investment  shares,  was  more  severe  even  than  the  decline  in 
Sinclair  Consolidated  Oil  stock  which  never  fell  below  $41/^  from  a 
high  of  $40%.''' 

Reflecting  the  collapse  in  the  market  value  of  the  Prairie  stocks, 
the  total  assets  of  Petroleum  Corporation  had  shrunk  from  more  than 

J**  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Item  54. 

106  Tiig  following  table  demonstrates  the  repurchase  by  the  corporation  of  its  own 
shares  each  year,  1929-1935,  inclusive,  with  cost  and  asset  value  of  the  shares : 


Number  of 
shares  re- 
purchased 

Cost 

.4  verage 
price 

Net  asset 
value  at 
year  ends 

Market  price  range 
during  year 

Year 

High 

Low 

1929      .     1- 

312, 100 

202, 300 

389, 140 

160, 400 

45.  800 

52, 800 

77, 300 

$7,478,500 
2, 173,  500 
2,  278,  900 
916,  600 
344,200 
514.  100 
763,  500 

$23.  96 
10.74 
5.86 
5.7] 
7.52 
9.74 
9.88 

$31.  75 
13.82 
6.52 
7.23 
14.14 
12.56 
17.12 

$34^^ 
29 
10^ 

15 

UH 

14 

$17 

1930     

5H 

1931                        

m 

1932                        

2% 

1933               

iVs 

1934                                    

m 

1935                                 -- 

m 

1,  239,  840 

14.  469, 300 

11.67 

"  14.  73 

»  Average. 
^*"  Op.  cit.  supra,  note  1.  Commission's  Exhibit  No. 
"'  Id.,  Commission's  Exhibits  Nos.  343  and  344. 
198  Id.,  Commission's  Exhibit  No.  342. 


346. 
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$100,000,000  at  the  inception  to  approximately  $15,000,000  at  the  end 
of  1931.1^^ 

The  market  action  of  these  shares  is  graphically  portrayed  in 

Chart  4 

5.  THE  AJAX  PIPE  LINE 

The  unusual  severity  in  the  decline  of  the  Prairie  stock  was  at- 
tributed by  witnesses  at  the  examination  before  this  Commission  ^oo 
and  at  the  hearings  before  the  Senate  Committer  on  Banking  and 
Currency ,^°^  to  the  construction  by  rival  interests  of  a  new  pipe  line 
which  cut  sharply  into  the  business  of  the  Prairie  companies.  This 
pipe  line,  named  the  Ajax  Pipe  Line,  made  it  possible  for  various  com- 
peting oil  companies  to  capture  business  in  the  East,  vrhich  until  that 
time  had  belonged  to  The  Prairie  Oil  &  Gas  Company.  With  the  loss 
of  its  markets  in  the  East,  The  Prairie  Oil  &  Gas  Company  was  forced 
to  curtail  its  shipments  through  the  lines  of  The  Prairie  Pipe  Line 
Company.^"-  Thus  both  companies  suffered  a  blow  of  a  permanent 
nature,  superimposed  on  general  depressed  economic  conditions. 

It  was  alleged  that  among  those  responsible  for  the  construction 
of  the  Ajax  Pipe  Line  Avere  several  of  the  Standard  Oil  companies. 
W.  S.  Fitzpatrick  named  the  Standard  Oil  Company  of  New  Jersey, 
Standard  Oil  Company  of  Ohio  and  the  Pure  Oil  Company  as  the 
participants  in  the  Ajax  Pipe  Line  venture.-"^  Earl  W.  Sinclair 
stated  that  several  of  the  Standard  Oil  interests  constructed  the 
Ajax  Pipe  Line.  He  testified  with  respect  to  the  Ajax  Pipe  Line 
venture  as  follows :  -"* 

You  will  understand  that  during  that  period  there  was  a  great  transforma- 
tion in  the  value  of  the  Prairie  Oil  and  Gas  Company,  and  the  Prairie  Pipe 
Line  Company.  The  Prairie  Oil  and  Gas  had  customers  in  the  East  and  they 
used  the  Prairie  Pipe  Line.  During  this  period  the  Prairie  Oil  and  Gas  Com- 
pany lost  its  customers  in  the  East,  and  the  pipe  line  consequently  lost  their 
business.  That  was  brought  about  by  the  building  of  a  new  line,  the  Ajax 
line. 

Q.  That  Ajax  Line  was  constructed  by  what  interests? 

A.  Several  of  the  Standard  interests. 

Q.  So  after  the  Standard  Oil  interests  had  sold  out  $38,000,000  of  the  stock 
of  the  Prairie  Oil  and  Gas  and  Prairie  Pipe  Line  which  ultimately  was  bought 
by  the  Petroleum   Corporation,   they  then  created   by   the  new  pipe  line  new 

i99inie  following  table  shows  the  total  assets  of  Petroleum  Corporation  at  year-ends  from 
1929  to  1935  (reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of 
America)  : 

Total  assets 
Dec.  31  :  (at  market) 

1929 $93,  502,  000 

1930 38, 845,  000 

1931 15, 320,  000 

1932 15, 833,  000 

1933 30,  276,  000 

1934 26, 215,  000 

1935 34, 414,  000 

For  1938  figures,  see  note  323,  infra. 

200  Op.  cit.  supra,  note  1,  at  3090-1. 

201  Op.  cit.  supra,  note  31,  Part  7,  pp.  3860-2. 
«»  Ibid. 

203  Ibid. 

204  Op.  cit.  supra,  note  1,  at  3090. 
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competition  with  tlie  Prairie  Pipe  Line,  whicli  ultimately  caused  a  decline  in 
the  price  of  Prairie  Pipe  Line  and  Prairie  Oil  and  Gas? 

A.  I  say  the  Standard  units  brought  that.  Whether  Rockefeller  had  anything 
to  do  with  that,  I  don't  know. 

Q.  You  say  Prairie  Oil  and  Gas  Line  lost  its  customers  in  the  East? 

A.  Yes. 

Q.  By  what  source  were  new  competitive  factors  introduced? 

A.  By  a  new  source  of  supply.  I  won't  say  they  lost  all  their  customers  but 
as  r  remember  they  lost  the  larger  percentage  because  the  Pipe  Line  when  it 
was  consolidated  was  carrying  very  little  oil  for  the  Prarie  Oil  and  Gas.^^ 

6.  ULTIMATE  CONSOLIDATION  OF  THE  PRAIRIE  COM- 
PANIES AND  SINCLAIR  CONSOLIDATED  OIL  COR- 
PORATION 

Despite  the  declining  market  prices  and  asset  values  of  the  stocks  of 
all  the  companies  concerned,-"''  and  highly  unfavorable  business  con- 
ditions, negotiations  for  a  consolidation  of  the  various  companies  with 
Sinclair  Consolidated  Oil  Corporation  were  pursued  throughout  1930 
and  1931.-'^'  Some  of  these  negotiations,  as  in  the  case  of  Tidewater 
Associated  Oil  Company,  proved  fruitless.-"^  But  on  March  31,  1932, 
a  consolidation  was  actually  effected  with  the  Prairie  companies. 

By  this  time,  Petroleum  Corporation's  holdings  constituted  about 
24%  of  the  entire  outstanding  stock  issue  of  The  Prairie  Oil  &  Gag 
Company,  14%  of  the  stock  of  The  Prairie  Pipe  Line  Company,  and 
2%  of  the  stock  of  Sinclair  Consolidated  Oil  Corporation.-'^^  At  the 
same  time  Sinclair  Consolidated  Oil  Corporation's  holdings  in  Petro- 
leum CorjDoration  had  increased  to  23%  of  the  total  number  of  shares 
outstanding,  largely  as  a  result  of  Petroleum  Corporation's  repurchases 
of  its  own  stock  and  the  consequent  reduction  in  the  total  out- 
standing.'" 

Moieover,  the  Bancamerica-Blair  Sinclair  group  had  succeeded  in 
placing  three  of  its  members  on  the  board  of  directors  of  each  of  the 
Prairie  companies.  Appendix  E  is  a  table  indicating  the  interlocking 
directorates  of  Bancamerica-Blair,  Petroleum  Corporation,  Sinclair 
Consolidated  Oil  Corporation,  and  the  two  Prairie  companies  through- 
out that  period. 

205  xhg  extent  of  the  impairment  actually  suffered  by  the  Prairie  Companies  as  a  result 
of  the  competition  of  the  Ajax  line  was  not  established  before  this  Commission.  It  is  to  be 
noted  that  the  testimony  of  Earl  W.  Sinclair,  quoted  above,  was  offered  by  Mr.  Sinclair  in 
defense  of  the  ratio  of  exchange  allowed  to  the  stockholders  of  the  Prairie  companies  in 
the  consolidation  which  was  ultimately  effected  between  those  companies  and  Sinclair  Con- 
solidated Oil  Corporation,  discussed  infra. 

2««  See  Chart  4,   supra. 

^^  Op.  cit.  supra,  note  .31,  Part  7  (testimony  of  William  S.  Fitzpatrick). 

^s  For  details  of  the  attempt  to  acquire  control  of  the  Tidewater  Associated  Oil  Company, 
see  infra,  under  the  heading  "Mission  Securities  Venture."  Barnsdall  Oil  Company,  which 
had  originally  been  contemplated  (see  testimony  of  Hunter  Marston,  supra)  could  not  be 
obtained  although  attempts  were  made.  (Public  Examination,  The  Equity  Corporation,  at 
45.3.)     However,  acquisition  of  Rio  Grande  Oil  Company  was  finally  effected   (see  infra). 

^^  At  that  time  Petroleum  Corporation  had  approximately  $33,000,000  invested  in  the 
stock  of  Prairie  Oil  &  Gas  ;  $29,000,000  in  the  shares  of  Prairie  Pipe ;  and  $2,500,000  in 
the  shares  of  Sinclair  Consolidated.  (Reply  to  the  Commission's  questionnaire  for  Petro- 
leum Corporation  of  America,  Table  2.) 

^'^  See  table  of  repurchases,  note  195,  supra. 
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By  means  of  these  intertwined  relations  the  Sinclair-Blair  group  was 
able  not  only  to  throw  the  full  weight  of  Petroleum  Corporation's  large 
stock  holdings  in  the  Prairie  companies  in  favor  of  the  consolidation, 
but  the  group  had  the  assured  support  of  persons  whom  they  had 
placed  on  the  board  of  directors  of  the  Prairie  companies. 

In  addition,  the  group  could  count  on  the  active  support  of  the  man- 
agement of  the  Prairie  companies  whose  good  will  had  been  nurtured 
by  various  acts  of  thoughtfulness  on  the  part  of  Sinclair  and  his  asso- 
ciates. For  example,  not  only  was  W.  S.  Fitzpatrick,  president  of 
Prairie  Oil  &  Gas,  gratuitously  "cut  in"  on  the  profits  of  the  Sinclair 
and  Prairie  Syndicates  in  the  manner  which  has  been  related,^"  but  in 
addition  Fitzpatrick  and  other  of  the  officers  of  the  Prairie  Oil  &  Gas 
had  been  induced  in  1929  to  exchange  their  Prairie  stock  for  that  of 
Sinclair  Consolidated  Oil  Corporation  on  a  basis  favorable  to  them. 
Mr.  Fitzpatrick,  who  was  at  the  time  president  of  The  Prairie  Oil  & 
Gas  Company,  testified  before  the  Committee  on  Banking  &  Currency 
of  the  United  States  Senate  (73rd  Congress)  on  this  subject  as 
follows :  2^^ 

Q.  Did  you  at  that  time  (1929)  in  your  transactions  part  with  all  your  holdings 
of  the  Prairie  Oil? 

A.  No. 

Q.  A  substantial  part  of  them? 

A.  A  substantial  part  of  them ;  yes. 

Q.  And  ynu  exchanged  them  for  shares  of  the  common  stock  of  the  Sinclair 
Company  ? 

A.  Yes. 

Q.  Which  then  was  more  or  less  a  competing  company? 

A.  Well,  in  a  measure.  But  the  general  discussion  that  was  going  on  indicated 
that  the  Sinclair  contemplated  a  dividend  of  $3  per  share.  I  knew  that  was  all 
the  Prairie  Oil  could  pay,  if  they  could  pay  that  much.  I  knew  that  I  would 
receive,  pending  the  further  negotiations  for  the  consolidation,  dividend  on  5 
shares  at  $3  a  share  instead  of  on  3  shares  of  Prairie  at  $3  a  share.  I  wanted 
those  additional  dividends.  I  got  them.  And  I  paid  my  income  tax  on  that 
additional  income. 

Q.  Did  Mr.  Rockefeller  know  that  you  exchanged  the  stock  in  a  corporation  in 
which  he  had  a  big  interest  for  stock  in  a  competing  company? 

A.  I  am  quite  sure  Mr.  Rockefeller  did  not  know. 

Q.  Did  Mr.  Cutler  know  it? 

A.  I  am  quite  sure  that  Mr.  Cutler  did  not  know  it.  I  did  not  tell  either  one  of 
them.    It  never  occurred  to  me  that  it  was  any  of  their  business. 

Q.  Did  you  tell  any  of  the  directors  of  the  Prairie  Oil  &  Gas  Company? 

A.  Oh,  yes.  I  told  directors  of  the  Prairie  Oil  &  Gas  Company,  and  several 
of  the  boys  in  both  companies  made  the  same  exchange  at  the  same  time  and  in 
the  same  way. 

******* 

Q.  At  the  time  you  effected  the  exchange  of  the  holdings  of  Prairie  for  shares 
of  the  Sinclair  Company  on  the  basis  of  5  shares  of  Sinclair  stock  for  3  shares  of 
Prairie  Oil  stock,  negotiations  had  already  been  in  progress  looking  to  a  general 
consolidation  of  the  two  companies,  had  it  not? 

A.  They  were  in  the  preliminary  stages. 


211  See  supra,  pp.   265-6. 

212  Op.  cit.  supra,  noto  31.  Tart  7,  pp.  3.360-2. 
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Q.  Yes.  Now,  at  any  time  in  those  preliminary  stages  or  particularly  at  the 
time  when  you  effected  exchange  of  your  shares  of  Prairie  Oil  on  the  basis  of 
5  to  3  for  shares  of  Sinclair  Oil,  did  the  Sinclair  people  indicate  that  they  would 
be  willing  to  make  the  same  kind  of  exchange  with  the  other  stockholders  of  the 
Prairie  Oil? 

A.  Yes.     With  the  other  officers. 

Q.  Oh.  Only  with  the  officers  and  not  with  the  general  body  of  the  stock- 
holders? 

A.  No ;  and  that  was  limited  to  20.000  shares. 

Q.  And  that  offer  was  held  out  only  to  the  officers  of  the  Prairie  Oil  &  Gas 
Company  ? 

A.  Yes,  sir. 

Q.  Did  other  officers  besides  yourself  avail  themselves  of  the  offer? 

A.  Y"es;  they  did. 

Q.  All  of  them? 

A.  Not  all  of  them. 

Q.  Which   of  them  did  so? 

A.  Mr.  Moody,  Mr.  Kelsey,  and  I  think  Mr.  Wilhelm.  I  am  not  sure  whether 
Mr.  Wilhelm  did  or  not,  but  there  were  several  that  did. 

Q.  Was  the  fact  of  such  exchanges  made  known  by  you  or  any  other  officers 
of  the  Prairie  Oil  and  Gas  Company  to  the  stockholders  at  the  time  that  the 
negotiations  were  finally  concluded  on  a  share-for-share  basis? 

A.  We  didn't  send  out  any  letter  to  the  stockholders ;  no. 

Q.  Well,  did  you  indicate  the  fact  to  the  stockholders  of  the  company  in  any 
form  ? 

A.  There  was  no  effort  on  anybody's  part,  so  far  as  I  know,  to  conceal  it. 

Q.  But  was  the  information  given  to  the  stockholders? 

A.  I  don't  know. 

Q.  Was  there  anything  affirmatively  done,  in  other  words? 

A.  I  don't  know. 

Q.  I  mean  to  inform  stockholders  of  the  deal  that  the  officers  had  obtained 
for  themselves? 

A.  I  don't  know. 

Q.  What  was  that  answer? 

A.  I  don't  know. 

Q.  Doesn't  it  appear  to  you,  Mr.  Fitzpatrick.  that  while  doing  this  you  were 
really  scuttling  your  ship  with  the  Prairie  Oil  &  Gas  Company? 

A.  It  did  not. 

Q.  It  would  seem  to  me  that  if  I  owned  15%  of  a  company  and  my  officers 
were  exchanging  their  stock  for  stock  of  a  competing  company  I  would  consider 
that  my  ship  was  being  scuttled. 

A.  It  was  not  being  scuttled.  No ;  it  was  not  being  scuttled,  and  I  am  sorry 
that  you  gentlemen  want  to  try  a  lawsuit  that  is  pending  out  in  Kansas,  but 
if  you  do  we  will  just  have  to  try  it  here. 

Q.  I  did  not  know  there  was  a  lawsuit  pending  out  there. 

A.  Well  there  is  a  lawsuit  pending  in  Kansas. 

Q.  About  what? 

A.  A  very  few  stock  owners,  something  like  1%  or  114%  of  the  stockholders 
are  complaining  that  they  did  not  get  as  much  as  they  should  have  gotten  in 
this  deal. 

Mr.  Fitzpatrick  stated  further :  -^^ 

I  was  at  all  times  favorable  to  the  consolidation     *     *     * 


=^3  Id.,  at  .3314. 
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The  plan  of  consolidation  which  was  adopted  provided  that  each 
share  of  Prairie  Pipe  Line  stock  would  be  exchanged  for  l^io  shares 
of  Sinclair  Consolidated  Oil  stock,  and  each  share  of  Prairie  Oil  & 
Gas  stock  would  be  exchanged  for  one  share  of  Sinclair.  Consolidated 
stock.2"  The  name  of  the  corporation  was  then  changed  to  Consoli- 
dated Oil  Corporation.^^^ 

Harry  F.  Sinclair  became  chairman  of  the  Executive  Committee  of 
Sinclair  Consolidated  Oil  Corporation.  Earl  W.  Sinclair  became 
chairman  of  its  Financial  Committee  and  executive  vice  president, 
William  S.  Fitzpatrick  became  vice  chairman  of  the  Executive* 
Committee. 

Bertram  Cutler,  representing  the  Eockefeller  interests,  who,  at 
the  time  of  the  sale  of  the  Prairie  stocks  to  the  Blair  group  had 
admonished  against  a  consolidation  restricted  only  to  Sinclair  Con- 
solidated Oil  Corporation  and  the  Prairie  companies,  now  withdrew 
his  interdiction. ^^*^  On  the  other  hand  some  of  Prairie's  smaller 
stockholders  did  not  regard  the  consolidation  plan  as  acceptable  to 

^^  As  compared  with  the  exchange  ratio  of  5  shares  of  Sinclair  Consolidated  for  each  5 
shares  of  Prairie  Oil  &  Gas  stock  received  by  Fitzpatrick  and  his  associates  in  1929. 

^^  The  stockholders  of  the  3  companies  were  furnished  with  information  which  was 
outdated  and  inadequate.  Although  the  plan  of  consolidation  was  submitted  to  the  stock- 
holders of  the  respective  companies  on  January  14,  1932,  and  stockholders'  ratification 
meetings  were  held  March  1,  1932,  the  comparative  balance  sheets  which  were  sent  to  the 
stockholders  were  based  on  the  financial  conditions  of  the  companies  as  of  May  31,  1931, 
a  period  some  10  months  earlier.  (Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  341— A, 
B,  and  C.)  No  comparative  earnings'  statements  of  any  kind  were  submitted  to  the  stock- 
holders. According  to  Moody's  {Moody's  Manual  of  Industrials,  1932.  p.  2853)  Sinclair  Con- 
solidated Oil  Corporation  for  the  13-month  period  ending  January  31,  1932,  showed  a  loss 
before  dividends  on  its  common  stock  (but  after  dividends  on  its  preferred  and  interest  on  its 
bonds)  of  .$23,353,313.  The  Prairie  Pipe  Line  Company  for  the  ll-raonth  period  ending^ 
November  30,  1931,  showed  a  loss  before  dividends  on  its  common  stock  of  $547,341  (id., 
p.  2857)  ;  Prairie  Oil  &  Gas  Company  for  the  12-month  period  ending  December  31,  1930  (the 
latest  report  published)  showed  a  profit  before  dividends  of  $1,496,183.     (Id.,  p.  2856.) 

On  the  basis  of  the  comparative  balance  sheets  sent  to  the  stockholders,  Sinclair  Con- 
solidated Oil  Corporation  had  a  net  worth  per  share  of  common  stock  of  $33.76  ;  Prairie 
Oil  &  Gas,  $35.91  ;  Prairie  Pipe  Line  Company,  $32.26.  However,  net  current  assets*  for 
the  respective  companies  were  :  Sinclair  Consolidated,  $6.55  per  share  ;  Prairie  Oil  &  Gas 
Company,  $5.67  per  share ;  Prairie  Pipe  Line  Company,  $13.69  per  share.  But,  whereas, 
the  claims  of  the  common  stock  of  Sinclair  Consolidated  Oil  Corporation  were  preceded  by 
approximately  $82,000,000  of  fixed  debts  and  preferred  stock,  on  the  other  hand  the  claims 
of  the  common  stock  of  the  two  Prairie  companies  were  entirely  free  and  unencumbered. 

The  market  value  on  March  1,  1932  (the  date  of  the  stockholders'  ratification  meetings) 
of  the  Sinclair  Consolidated  stock  received  by  the  stockholders  of  the  Prairie  companies 
through  the  exchange,  equaled  $6.13  for  each  share  of  Prairie  Oil  &  Gas  stock  and  $8.58 
for  each  share  of  Prairie  Pipe  Line  stock.  In  the  case  of  Prairie  Pipe  Line  stock  the 
current  asset  value  alone  equaled,  as  has  been  indicated,  $13.69  per  share,  and  consisted 
mainly  of  cash  and  U.  S.  Government  bonds. 

*Current  assets  as  used  herein  include  cash,  U.  S.  Gov't,  and  other  marketable  securi- 
ties ;  notes  and  accounts  receivable,  less  reserves  ;  crude  oil  and  refined  products  at  lower 
of  cost  or  market.  Excluded  are  "materials  and  supplies"  and  "other  current  assets. "^ 
A  debt  of  $28,853,316  owed  by  Prairie  Oil  &  Gas  Company  to  Prairie  Pipe  Line  Company 
has  been  treated  as  a  current  liability  of  Prairie  Oil  &  Gas  Company  and  a  current  asset 
of  Prairie  Pipe  Line  Company. 

^i*' Hunter  Marston  stated  (op.  cit.  supra,  note  1,  at  2877)  : 

^  *  *  *  Before  the  consolidation  was  effected  between  Prairie  Oil  &  Gas  and 
Prairie  Pipe  Line  Company  and  Sinclair  Company,  a  study  was  made  by  the  so-called 
Rockefeller  interests  and  consent  was  obtained  for  the  consolidation  of  the  two 
companies     *      *      *. 

W.  S.  Fitzpatrick  testified  (op.  cit.  supra,  note  31,  p.  3323)  : 

Q.   *      *     *     Are  the  Rockefellers  interested  in  the  Sinclair  Oil  ? 

A.  It  is  my  understanding  that  they  are.  when  it  came  to  voting  in  the  stockholders 
meetings  of  the  Prairie  Oil  &  Gas  Co.  to  approve  this  consolidation,  I  voted  their  stock. 
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tliem,^"  and  some  viewed  it  with  such  disfavor  that  they  had  re- 
course to  the  courts. ^^® 

The  Prairie  stock  held  by  the  Petroleum  Corporation  was,  of 
course,  voted  in  favor  of  the  consolidation,  although  the  question  was 
never  laid  before  the  Corporation's  stockholders,  but  was  decided 
at  a  meeting-  of  the  Corporation's  Executive  Committee  held  in 
February  1932.-^^  It  was  reported  to  the  Executive  Committee  of 
Petroleum  Corporation  that  Bancamerica-Blair  Corporation  would 
receive  $700,000  as  a  fee  for  its  services  in  connection  with  the  con- 
solidation.--" A  committee  was  ap)pointed  to  urge  on  Bancamerica- 
Blair,  Petroleum  Corporation's  right  to  share  in  the  fee  by  reason 
of  the  valuable  services  rendered  by  Petroleum  Corporation's  offi- 
cers.^-^  As  a  result,  after  long  negotiation,  the  sum  of  $90,000  was 
finally  paid  to  Petroleum  Corporation  by  Bancamerica-Blair.--- 

2"  Under  date  of  February  15,  1932,  a  letter  was  sent  out  to  the  stockholders  of  Prairie 
Pipe  Line  Company  by  an  independent  group  calling  itself  "Stockholders  Protective  Com- 
mittee" in  which  the  following  pertinent  question  was  posed  : 

Should  the  Prairie  Piije  Line  stockholders  subordinate  their  present  common  stock 
equities  to  a  bonded  indebtedness  of  another  company  of  approximately  $66,000,000,  in 
addition  to  cumulative  S%  preferred  stock  of  over  $14,000,000,  and  exchange  their  present 
common  stock  equities,  unincumbered,  as  follows  : 

Net  Current  Assets,  per  share 16.51 

Additional  Current  Assets,  due  from  Prairie  Oil  &  Gas  Company,  per  share 

(loans,  notes,  and  accounts  receivable  of  $28,853,316.80) 7.  12 

Making  a  total  of  net  liquid  assets,  as  above,  per  share 13.63 

For  common  stock  equities  in  the  new  company  to  be  known  as  Consolidated 
Oil  Corporation  (subordinated  to  the  bonded  indebtedness  and  cumulative 
8%   Preferred  Stock,  as  aforementioned)   equal  to   (per  share) 5.  15 

If  you  are  OPPOSED  to  surrendering  $8.48  of  net  liquid  assets,  per  share,  for  an 
equal  or  larger  amount  of  other  assets    (mostly  fixed)   you  should  vote  NO. 

(Supplementary  information  supplied  the  Commission  for  Petroleum  Corporation 
of  America.) 

=1*  In  addition  to  the  suits  mentioned  by  Mr.  Fitzpatrick  in  the  testimony  set  forth  above. 
The  New  York  Times  on  May  21.  1932,  reported  (at  p.  22)  that  a  stockholder  named 
William  R.  Carney  had  filed  a  petition  in  equity  in  the  Federal  District  Court,  Northern 
District  of  Illinois,  in  Chicago,  Illinois,  asking  that  a  receiver  be  appointed  for 
Consolidated  Oil  Corporation. 

21"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  336.  The  executive  Committee  of 
Petroleum  Corporation  at  this  time  included  Charles  Hayden  (of  Hayden,  Stone  &  Co.), 
John  H.  Markham,  Jr.,  Elisha  Walker,  and  H.  H.  Rogers,  all  members  of  the  Bancamerica- 
Blair  and  Sinclair  group. 

220  With  respect  to  the  services  rendered  by  Bancamerica-Blair  Corp.  for  which  this  fee 
was  intended  to  compensate,  Hunter  Marston  stated  (op.  cit.  supra,  note  1,  p.  2878)  :  "A 
great  deal  of  work  was  done  in  connection  with  trying  to  convince  both  sides  that  it  ought 
to  be  effected,  and  many  trips  were  made  and  studies  of  the  situation.  It  involved,  I 
think,  a  period  of  over  a  year  and  a  half's  work,  and  it  was  finally  demonstrated  that  it 
was  the  proper  thing  to  do  and  a  very  a(Jvantageous  thing  to  do." 

221  Ibid. 

2^  In  considering  this  instance  of  self-assertion  by  Petroleum  Corporation  against  its 
sponsor,  Bancamerica-Blair  Corp.,  it  will  be  recalled  that  at  this  period  Elisha  Walker 
was  in  the  midst  of  his  struggle  with  A.  P.  Giannini  for  control  of  Transamerica  Corpora- 
tion, which  controlled  Bancamerica-Blair,  a  struggle  which  Mr.  Walker  definitely  lost  on 
Feb.  16.  (See  supra.)  At  the  hearings  before  this  Commission,  Mr.  Walker  conceded  that 
he  played  a  part  in  procuring  the  payment  for  Petroleum  Corp.  Mr.  Walker  testified  (op. 
cit.  supra,  note  1,  at  3023)  : 

At  the  time  of  this  resolution,  Feb.  1,  I  was  still  technically.  I  think,  a  director 
of  Bancamerica,  but  on  the  loth  ol  February  I  ceased  to  be,  and  the  settlement,  if 
I  remember  right,  was  made  after  the  15th  of  February  and  while  I  wasn't  a  member 
of  the  [negotiating]  Committee,  I  took,  I  think  I  took  part  in  getting  for  Petroleum 
Corporation  the  $90,000  or  whatever  it  was  that  they  received. 

Q.  There  were  quite  a  bit  of  discussions  with  regard  to  that  ? 

A.   Pretty  strong  discussions  on  that. 

Q.  Who  resisted  the  payment? 

A.   I  sui)pose  each  one  was  protecting  their  own  interest. 

153373— 40— pt.  3 20 
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7.  PETROLEUM  CORPORATION  INCREASES  POSITION  IN 
CONSOLIDATED  OIL  CORPORATION;  CONSOLIDATED 
OIL  CORPORATION  INCREASES  ITS  POSITION  IN  PE- 
TROLEUM CORPORATION 

Petroleum  Corporation  received  for  its  holdings  in  the  Prairie 
companies  and  in  Sinclair  Consolidated  Oil  Corporation  following  the 
consolidation  ^"  1,466,340  shares  of  stock  of  Consolidated  Oil  Corpo- 
ration. This  block  constituted  more  than  10%  of  the  total  14,218,835 
shares  of  Consolidated  Oil  Corporation  outstanding,  after  giving 
effect  to  the  consolidation.  The  1,466.340  shares  of  Consolidated  Oil 
Corporation  stock  received  by  Petroleum  Corporation  had  a  market 
value  at  the  end  of  1932,  the  year  of  their  issuance,  of  $7,881,577.-^* 
On  June  4,  1932,  shortly  after  the  consolidation,  the  market  value  ol 
this  stock  had  been  $5,865,360.  Since  this  block  of  Consolidated  Oil 
Corporation  stock  had  cost  Petroleum  Corpbration  $64,733,540.-^ 
Petroleum  Corporation  had  an  unrealized  loss  on  its  investment  of  88% 
at  the  end  of  1932. 

Despite  this  tremendous  unrealized  loss  in  the  concentrated  holdings 
of  this  stock,  during  the  following  year  (1933)  Petroleum  Corporation 
made  additional  purchases  of  the  shares  of  Consolidated  Oil  Corpo- 
ration to  the  extent  of  116,000  shares.  By  the  end  of  1935.  Petroleum 
Corporation's  holdings  of  the  stock  of  Consolidated  Oil  Corporation 
totaled  1,582,340  shares  and  equaled  11.3%  of  the  total  outstanding 
shares. 

The  result  of  this  investment  concentration  is  indicated  by  the  fol- 
lowing table  which  gives  the  amounts  of  the  concentrated  holdings 
of  shares  in  the  Prairie  and  Sinclair  Oil  Companies  and  their  suc- 
cessor. Consolidated  Oil  Corporation,  and  their  percentages  to  the 
total  portfolio  of  Petroleum  Corporation,  at  cost  and  market  values, 
at  three  year-end  dat€S 


226 


Cost 

Market 

Year-end 

Entire 
portfolio 

Concen- 
trated 
holdings 

Percent 

Entire 
portfolio 

Concen- 
trated 
holdings 

Percent 

1929                -- 

$86, 345,  785 
88, 102,  677 
84,  549,  794 

$66, 3.=;0,  370 
64,  733,  540 
64.  028,  272 

76.8 
73.5 
75.7 

$83, 819, 844 
14,  552, 141 
33,  509, 729 

$66. 407, 950 

7, 881,  578 

18, 998,  080 

79.2 

1932                 -     

54.2 

1935                

56.7 

The  balance  of  the  portfolio,  consisting  of  common  stocks  of  a  diver- 
sified group  of  oil  companies,  made  a  much  better  showing  on  a  per- 
centage ba^is  than  did  these  concentrated  holdings.  The  former 
group  at  the  end  of  1935  showed  a  loss  of  only  30%  as  compared  with 
a  loss  for  the  concentrated  holdings  equal  to  70%,  as  is  demonstrated 
by  the  following  comparisons  at  the  end  of  the  same  three  years. 

223  Reply    to    the    Commission's    questionnaire    for    Petroleum    Corporation    of    America, 
Table  2. 
22*  Ibid. 
225  Ibid. 
2213  Ibid. 
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Concentrated  holdings 

Balance  of  portfolio 

Dec.  31 

.\inount 

Percent 
of  cost 

Amount 

Percent 
of  cost 

1929.  ..             .— 

+$57,  580 
-66,851,962 
-45,030,192 

+0.1 
-87.8 
-70.3 

-$2, 583, 521 

-16, 698,  574 

-6,009,873 

19  0 

1932 

71  6 

1935 

29  3 

Subsequent  to  1932,  at  the  same  time  that  Petroleum  Corporation 
"Was  increasing  its  lioldings  in  Consolidated  Oil  Corporation,  Con- 
solidated Oil  Corporation  was  adding  substantially  to  its  holdings 
of  the  stock  of  Petroleum  Corporation.  By  the  end  of  1935,  its  in- 
itial block  of  500,000  shares  of  Petroleum  Corporation  stock  which 
Sinclair  had  purchased  from  Blair  &  Co.  had  been  increased  to 
781,276  shares.'-"  By  reason  of  Petroleum  Corporation's  heavy  re- 
purchases of  its  own  stock,  Consolidated  Oil  Corporation's  holdings 
also  increased  with  extraordinary  rapidity  percentagewise  and,  at  the 
end  of  1935,  amounted  to  39%  of  the  total  outstanding  shares  of 
Petroleum  Corporation.^-^  As  the  result,  Consolidated  Oil  Corpora- 
tion, at  the  end  of  1935,  owned  a  39%  interest  in  Petroleum  Corpora- 
tion and  Petroleum  Corporation  in  turn  owned  an  11.3%  interest  in 
Consolidated  Oil  Corporation,  and  each  corporation  was  by  far  the 
other's  largest  stockholder.^-^ 

This  situation  intensified  the  system  of  reciprocal  ownersMp  be- 
tAveen  the  two  corporations  previously  commenced  ^'^°  and  established 
a  circular  arrangement  by  which  the  management  of  these  corpora- 
tions was  aided  in  perpetuating  its  control  over  both.^^^  Concerning 
this  situation.  Hunter  Marston  testified :  ^^^ 

Q.  The  situation  at  the  present  time  is,  is  it  not,  Mr.  Marston,  tliat  Con- 
solidated Oil  Corporation  owns  approximately  39%  of  Petroleum  Corporation, 
which  in  turn  own.*  approxinifitely  11.3%  of  Consolidated  Oil  Corporation. 
Isn't  that  so? 

A.  I  believe  that  is  correct. 

Q.  The  merger  has  been  effected,  has  it  not? 

A.  Yes,  sir. 


^^  Derived  from  supplementary  information  supplied  tlie  Commission  for  Petroleum 
Corporation  of  America. 

228  Op.  cit.  supra,  note  1.  at  2852. 

22»  The  next  largest  stockholder  of  Siuclair  Consolidated  Oil  Coi-poration  owned  only 
120,000  shares,  equal  to  1.29%  of  the  total  outstanding.  (Derived  from  supplementary 
information   supplied  the  Commission  for  Petroleum   Corporation  of  America.) 

2^  See  discussion  of  the  comraeucenient  of  this  system,  supra,  pp.  275-6. 

'■^^  It  is  olivious  that  under  such  an  arrangement  the  difficulties  of  a  successful  stock- 
holders' opposition  are  greatly  increased,  for  a  successful  attempt  to  dislodge  this  control 
would  necessarily  require  that  it  be  launched  simultaneously  in  both  corporations,  in 
order  to  avoid  being  crushed  by  the  reciprocal  influence  of  the  management.  For  a  case 
where  a  court  of  chancery  en.ioined  the  consummation  of  a  similar  circular  arrangement 
between  two  corporations,  see  Robotham  v.  Prudential  Ins.  Co.  of  America,  64  N.  J.  Eq. 
67H.  .0.3  A  842    (1910). 

»w0p.  cit.  supra,  note  1,  at  2859. 
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Q.  And  I  assume  one  of  the  purposes  of  the  trust  has  been  accomplished, 
namely,  the  effecting  of  the  merger  which  took  place  in  March  1932? 

A.  Yes. 

Q.  Do  you  know  the  reason  why  Petroleum  still  holds  that  1,582,000  shares 
of  Consolidated  Oil  Corporation  stock? 

A.  I  think,  it  is  my  hope,  speaking  individually  that  this  Consolidated  Oil 
stock  is  eventually  going  to  retrieve  its  decline  and  that  this  consolidation 
will  achieve  a  pretty  good  record  of  earnings     *     *     *. 

Q.  Here  we  have  a  situation,  Mr.  Marston,  where  over  60%  of  the  stock- 
holders' interest  in  Petroleum  Corporation  is  represented  by  the  Consolidated 
Oil  Company,  isn't  that  so? 

A.     Correct. 

Q.  Why — and  I  am  just  thinking  out  loud — isn't  Petroleum  Corporation 
dissolved  and  the  stockholders  gi,ven  their  aliquot  interest  in  Consolidated  Oil 
Corporation,  because  substantially  that  is  what  they  are — stockholders  in  Con- 
solidated to  the  extent  of  over  60%  of  the  assets  of  Petroleum  Corporation 
anyway. 

A.  The  Petroleum  Corporation  engages  in  other  activities.  They  l)uy  and 
sell  shares  in  other  oil  companies  *  *  *  and  the  holdings  of  Consolidated 
Oil  Stock  is  being  continued  on  the  theory  that  there  is  going  to  be  an  appre- 
ciation. 

Q.  And  isn't  it  also  one  of  the  consequences  that  *  *  *  the  dominant 
interest  of  the  Consolidated  Oil  Corporation  maintains  control  of  the  Con- 
solidated Oil  Corporation,  by  virtue  of  the  fact  that  they  control  Petroleum 
Corporation,  which  in  turn  controls  over  11%  of  Consolidated  Oil ;  isn't  that 
so? 

A.  I  wouldn't  say  they  controlled.  They  have  a  dominant  interest  so  far  as 
percentages  go. 

Mr.  Marston  conceded  -^^  that  by  reason  of  the  wide  diffusion  of  the 
Petroleum  Corporation  stock  (the  next  hirgest  stockholder  after 
Consolidated  Oil  Corporation  owned  only  44,600  shares,  less  than 
21/^%  of  the  total  amount  outstanding-)  ^^^  that  Consolidated  Oil  Cor- 
poration had  "potential  working  control  in  any  situation."  He  testified 
further :  -^^ 

Q.  By  virtue  of  the  fact  that  they  owned  this  39%  of  Petroleum  Corporation, 
which  in  turn  owns  11%  of  Consolidated  Oil  Corporation,  the  [management 
of]  Consolidated  Oil  Corporation  can,  if  it  sees  fit,  have  the  stock  of  Con- 
solidated Oil  Corporation  owned  by  Petroleum  Corporation  voted  as  they  ?.oe 
fit,  isn't  that  so? 

A.  Subject  to — if  it  were  at  the  request  and  with  the  approval  of  the  Board 
of  Directors. 

Q.  And  if  the  Board  of  Directors  did  not  do  what  they  were  told  there  would 
be  another  election  at  the  end  of  the  year,  isn't  that  so? 

A.  I  don't  know.     I  doubt  it. 

Q.  *  *  *  if  the  most  substantial  stockholder,  owning  39%,  does  not  like 
what  the  board  of  directors  does,  he  pretty  much  can  turn  them  out  at  the  next 
annual  election.    Is  there  any  doubt  about  that,  Mr.  Marston? 

A.  Well,  if  there  were  not  a  proxy  fight. 


283  Id.,  at  2863. 

2»*  As  at  Dec.  31,  1935,  Petroleum  Corporation  had  2,010,160  shares  of  stock  outstanding. 
(Reply   to   the   Commission's   questionnaire   for  Petroleum   Corporation,    Item  28.) 
235  Op.  cit.  supra,  note  1,  at  2863. 
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Q.  Well,  in  order  to  beat  him  you  would  have  to  get  substantially  every 
other  stockholder  of  the  corporation  to  oppose  him,  isn't  that  so? 

A.  You  would  have  to  get  a  very  substantial  amount. 

Q.  If,  on  the  other  hand.  Petroleum  Corporation  were  dissolved,  and  if  you 
had  a  distribution  of  its  portfolio  securities  and  Consolidated  Oil  Corporation 
was  to  get  its  proportionate  share  of  the  Consolidated  Oil  Corjioration's  stocks 
in  the  portfolio  of  Petroleum  Corporation,  that  stock  would  then  become  treasury 
stock  and  it  could  not  vote  it  at  all ;  isn't  that  so? 

A.  I  don't  know  the  legal  status  on  that. 

******* 
Q.  The  point  I  am  trying  to  make  is,  isn't  it  to  the  interest  of  [the  manage- 
ment  of]    Consolidated  Oil  Corporation   that  this  arrangement  be  kept   alive, 
because  by  virtue  of  their  ownership  of  39%    in   the  Petroleum  Corporation 
they  control  11%  of  Consolidated  Oil  Corporation. 

A.  I  don't  know.     I  haven't  discussed  that  situation."" 

8.  ADDITIONAL  LOSSES  SUFFEKED  BY  PETROLEUM 
CORPORATION  IN  CONNECTION  WITH  SINCLAIR'S 
PLANS;  THE  RIO  GRANDE  OIL  COMPANY  VENTURE 

It  will  be  recalled  that  Sinclair  and  his  banking  associates,  Blair 
&  Co.,  at  the  time  they  purchased  the  Prairie  stocks  from  Rockefeller, 
had  in  mind  a  project  far  more  ambitious  than  consolidation  merely 
of  the  Prairie  companies  and  Sinclair  Consolidated  Oil  Corporation. 
Their  plans,  as  Hunter  Marston  testified,^^'  embraced  at  least  three 
other  large  oil  companies,  including  Tidewater  Associated  Oil  Corpo- 
ration and  Barnsdall  Oil  Company.  Despite  the  deepening  economic 
depression,  this  project  was  not  abandoned  readily,  and  successive 
attempts  w^ere  made  to  accomplish  the  consolidation.  In  each  attempt 
Petroleum  Corporation  was  made  a  participant  and  in  each  venture 
Petroleum  Corporation  sustained  a  substantial  loss. 

^■"^  On  the  same  subject,  Earl  Sinclair  testified  (op.  cit.  supra,  note  1,  at  3096)  : 

Q.  Mr.  Sinclair,  do  you  see  any  investment  purpose  or  economic  purpose  that  is 
being  served  by  tlie  Petroleum  Corporation  still  maintaining  that  very,  very  sub- 
stantial block  of  Consolidated  Oil  Corporation? 

A.  I  think  that  is  simply  a  question  of  policy.  They  are  in  business  to  make 
money.  At  least,  that  is  the  way  we  feel  about  our  investment  in  that  corporation. 
It  is  a  large  block  of  stock.  Whether  they  could  get  rid  of  it  advantageously  or  not 
is  a  question.     I  don't  believe  they  could  today. 

Q.  Was  there  any  discussion  as  to  whether  the  Peti'oleum  Corporation  should 
attempt  to  reduce  its  position  in  Consolidated  Oil  Corjioration? 

A.  I  think  the  board  of  the  Petroleum  Corpoiation  discussed  that.  Then  the 
question  came  up  whether  they  would  get  more  profit  than  they  would  in  the  Con- 
.solidated  Oil. 

Q.  I  mean,  was  there  any  discussion  in  the  Consolidated  Oil  interests  as  to  the 
advisability  or  feasibility  of  doing  that? 

A.  I  have  just  explained  that  the  board  of  the  Petroleum  Corporation  naturally 
discussed  the  various  issues  that  they  had. 

******* 

Q.  The  Sinclair  Consolidated  Oil  Corporation  does  not  vote  its  stock,  treasury 
stock,  on  anv  matters  involving  corporate  affairs,  does  it? 

A.  No. 

Q.  Of  course  if  there  had  been  a  distribution  of  the  Consolidated  Oil  Corporation 
shares  and  Consolidated  Oil  Corporation  was  to  get  its  39  percent  of  Consolidated 
Oil  Corporation  stock,  which  is  held  by  Petroleum  Corporation,  of  course  the  Con- 
solidated Oil  Corporation  could  not  vote  that  stock  on  any  matters,  could  it? 

A.   Oh,  no. 

Q.  But  by  viitue  of  the  fact  that  it  owns  39  iiercent  of  the  Petroleum  Corpora- 
tion, which"  in  turn  owns  11  percent  of  Consolidated  Oil  Corporation,  substantially 
Consolidated  Oil  Corporation  can  vote  that  stock  ;  isn't  that  so? 

A.  We  have  never  seen  the  necessity  yet  for  the  Petroleum  Corporation  proxies. 
I  might  tell  you  at  our  last  stockholders'  meeting  we  had  proxies  for  something  In 
excess  of  10,000,000  shares. 

23'  See  testimony  of  Hunter  Marston  set  forth  supra,  p.  232. 


290  SECURITIES    AND    EXCHAi^GE    COMMISSION 

One  of  these  attempts  by  Sinclair  and  Bancamerica-Blair  Corpora- 
tion concerned  the  Kio  Grrande  Oil  Company."®  In  December  1929, 
after  Sinclair  had  become  the  dominant  interest  in  Petroleum  Corpo- 
ration, Sinclair  and  Bancamerica-Blair  set  out  to  arrange  a  con- 
solidation of  the  Rio  Grande  Oil  Company  with  Sinclair  Consolidated 
Oil  Corporation.  Petroleum  Corporation  was  made  a  participant 
in  this  new  project  in  which  it  ultimately  sustained  a  loss  of  approxi- 
mately $410,000."'' 

The  dominant  management  group  in  Rio  Grande  Oil  Corporation 
was  comprised  of  three  individuals,  L.  E.  Lockhart,  C.  S.  Jones,  and 
L.  M.  Lockhart.-**'  At  the  start  of  negotiations  between  Sinclair 
and  the  Rio  Grande  interests,  these  three  individuals  owned  450,000 
shares  of  Rio  Grande  Oil  Corporation  stock,^*^  of  which  225,000  shares 
were  pledged  with  brokers  in  California  who  were  demanding  addi- 
tional margin.^*^  Bancamerica-Blair  Corporation  agreed  to  furnish 
Messrs.  Lockhart,  Jones,  and  Lockhart  the  fimds  they  needed  in  return 
for  obtaining  control  of  the  Rio  Grande  Oil  Company.-*^ 

The  genesis  of  negotiations  for  the  consolidation  of  Rio  Grande  with 
Sinclair  Consolidated  was  described  in  a  memorandum  by  Charles  S. 
Jones,  of  Lockhart,  Jones  and  Lockhart,  as  follows :  -** 

Early  in  December  1929  I  was  in  New  York  negotiating  with  the  Barnsdall 
Corporation  with  a  view  of  merging  Barnsdall  Corporation  and  Rio  Grande  Co. 
Mr.  Tinker,'*^  who  is  a  member  of  the  Barnsdall  board,  was  fully  informed 
regarding  these  negotiations.  Toward  the  conclusion  of  the  negotiations  Mr. 
Walker  invited  me  to  call  on  him.  He  told  me  that  he  had  been  in  touch  with 
the  Barnsdall  negotiations  and  that  he  felt  a  better  deal  for  Rio  Grande  could 
be  made  with  the  Sinclair  Company,  and  after  discussing  the  matter  with  him 


238  Rio  Cirande  Oil  Company  was  incorporated  in  November  192.5  in  Delaware  as  a  holding 
company  for  the  pm-pose  of  acquiring  all  of  the  out.standing  capital  stock  of  the  Rio 
Grande  Oil  Company,  a  Texas  Corporation.  At  the  end  of  1929  Rio  Grande  Oil  Company 
and  its  subsidiary  companies  constituted  a  complete  unit  for  producing,  refining,  and 
marketing  petroleum  and  its  products.  It  owned  oil-producing  properties  in  Los  Angeles 
and  Santa  Barbara  Counties,  California,  and  Loving  and  Howard  Counties,  Texas,  from 
which  it  had  a  net  average  production  in  excess  of  7,500  barrels  per  day.  The  company 
distributed  its  gasoline  in  California,  Arizona,  Texas,  and  New  Mexico  from  26  bulk 
stations.  It  had  total  assets  of  $49,000,000  at  the  end  of  1929,  and  there  were  out- 
standing 1,200,000  shares  of  stock  without  par  value. 

230  This  sum,  however,  is  but  a  fraction  of  the  loss  to  which  Petroleum  Corporation  was 
exposed  in  this  venture,  and  but  a  fraction  of  the  loss  sustained  by  it  in  the  Prairie  and 
Mission  Securities  ventures. 

^^o  In  addition  to  controlling  a  large  block  of  stock  in  the  Rio  Grande  Oil  Company, 
these  3  individuals  were  the  executive  officers  of  the  corporation  :  L.  E.  Lockhart  was 
president,  L.  M.  Lockhart  was  vice  president  and  secretary,  and  Charles  S.  Jones  was  a 
vice  president  and  treasurer. 

211  Public   Examination,   The   Equity   Corporation,    Commission's   Exhibit  No.   3.5. 

242  Ibid. 

2«0p.  cit.  supra,  note  1,  at  2993  (testimony  of  Elisha  Walker). 

^**  Public  Examination,  The  Equity  Corporation.  Commission's  Exhibit  No.  35. 

245  Edward  R.  Tinker  was  a  member  of  the  Prairie  and  Sinclair  Syndicates  through  his 
family  corporations,  the  Pamoth  Corporation  and  the  Traywin  Corporation.  Mr.  Tinker 
had  been  president  of  Chase  Securities  Corp.  and  was  a  member  of  the  board  of  directors 
of  Sinclair  Consolidated  Oil  Corporation  and  Petroleum  Corporation,  and  during  the 
period  in  question  (1930)  he  was  also  a  member  of  the  Board  of  Bancamerica-Blair  Cor- 
poration and  chairman  of  its  executive  committee.  In  October  1929  he  became  president 
of  Interstate  Equities  Corporation,  another  investment  company  sponsored  by  Banc- 
america-Blair Corporation  at  that  time.  Mr.  Tinker  resigned  as  president  of  Interstate 
Equities  Corporation  in  1932  following  disagi'eements  with  Wallace  Groves,  who  had 
become  the  dominant  figure  in  Interstate  Equities  Corporation. 
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for  some  time  he  made  an  appointment  for  me  with  Mr.  Sinclair,  and  I  called 
upon  Mr.  Sinclair ;  after  several  days  of  discussion,  in  which  both  Mr.  Walker 
and  Mr.  Tinker  participated,  we  arrived  at  the  basis  of  a  deal  for  the  merging 
of  the  Rio  Grande  into  Sinclair. 

The  basis  of  the  "deal"  wliich  was  arrived  at  was,  in  substance,^*® 
that  Messrs.  Lockhart,  Jones  and  Lockhart  would  accumulate  a  block 
of  700,000  shares  of  Rio  Grande  Oil  Company  stock,  amounting  to 
56.5%  of  the  total  stock  outstanding,  which  they  would  sell  to  Banc- 
america-Blair  Corporation  on  the  following  terms : 

130,000  shares  (of  the  management's  holdings)  at  $35  per  share. 

320,000  shares   (the  remainder  of  the  management's  holdings)   in  exchange 

for  2,56,000  shares  of  Sinclair  Consolidated  Oil  Stock. 
250,000  shares  (to  be  newly  issued  by  Rio  Grande  Oil  Co.)  at  $17  per  share. 

In  addition  to  purchasing  the  700,000  shares  of  stock,  Bancamerica- 
Blair  agreed  to  lend  to  Messrs.  Lockhart,  Jones  and  Lockhart  $2,812,- 
500  for  a  period  of  six  months,-*^  plus  an  additional  $500,000  on  de- 
mand notes,  which  loans  were  to  be  deducted  from  the  purchase  price 
of  the  stocks. 

Bancamerica-Blair's  obligation  to  perform  its  purchase  agreement 
with  Messrs.  Lockhart,  Jones  and  Lockhart  was  made  contingent  upon 
the  willingness  of  Sinclair  Consolidated  Oil  Corporation  to  carry 
through  a  contract  which  Sinclair  Consolidated  had  simultaneously 
entered  into  with  Bancanierica-Blair,  relative  to  the  Rio  Grande  Oil 
Company  stock.  In  this  contract  -*®  Sinclair  Consolidated  agreed  with 
Bancamerica-Blair  that,  prior  to  February  15,  1930,  Sinclair  Consoli- 
dated would  take  from  Bancamerica-Blair  the  700,000  shares  of  Rio 
Grande  to  be  obtained  from  Messrs.  Lockhart,  Jones  and  Lockhart  and 
would  turn  over  to  Bancamerica-Blair  in  exchange  650,800  shares  of 
Sinclair  Consolidated  Oil  stock.  In  addition,  Sinclair  Consolidated 
undertook  to  make  a  general  offer  of  exchange  for  the  786,000  shares 
of  Rio  Grande  Oil  stock  outstanding  in  the  hands  of  the  public  on  the 
basis  of  ^  of  a  share  of  Sinclair  Consolidated  stock  for  each  share  of 
Rio  Grande.  Sinclair  Consolidated  agreed  to  pay  to  Banamerica- 
Blair  $1.00  per  share  as  a  commission  on  all  the  outstanding  stock 
which  was  exchanged  on  this  basis.^*^ 

The  obligations  of  Sinclair  Consolidated  Oil  Corporation  under  its 
contract  with  Bancamerica-Blair  were  in  turn  made  contingent  upon 
a  satisfactory  report  by  its  own  representatives  after  an  inspection  of 
the  business  and  properties  of  the  Rio  Grande  Oil  Company.-^" 

If  these  interrelated  agreements  had  been  fully  performed,  the  result 
would  have  been  as  follows : 

Messrs.  Lockhart,  Jones  and  Lockhart  would  have  received  $1,737,500 
in  cash,  after  clearing  off  their  bank  loans,^^^  plus  256,000  shares  of  Sin- 

2^«  This  deal  was  set  forth  in  a  series  of  letters  exchanged  by  the  various  parties  con- 
cerned and  introduced  in  evidence  before  the  Commission.  (Public  Examination,  The 
Equity  Corporation,  Commission's  Exhibits  Nos.-  .36a,  b,  c,  b,  and  e. ) 

^^  This  sum  was  to  enable  Messrs.  Lockhart,  Jones  and  Lockhart  to  straighten  out  their 
brokerage  accounts  and  procure  the  release  of  the  225,000  shares  of  Rio  Grande  Oil  Company 
stock  which  were  pledged  with  the  brokers,  and  which  would  then  be  turned  over  to  Banc- 
america-Blair as  security  for  the  loan. 

'^  Public    Examination,    The   Equity    Corporation,    Commission's    Exhibits   Nos.    37,    38. 

2<e  Ibid. 

'^  Ibid. 

»i  .$4,550,000  received  from  the  sale  of  130,000  shares  of  Rio  Grande  stock  at  $35  less 
the  $2,812,500  loaned  to  them  by  Bancamerica-Blair  Corp. 
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clair  Consolidated  Oil  Company  stock  which  had  a  market  value  at 
the  time  of  $6,656,000.^^^  Bancamerica-Blair  and  its  associates  would 
have  paid  out  $8,800,000  in  cash  ^^^  and  would  have  ultimately  ended 
up  in  return  with  394,800  shares  of  Sinclair  Consolidated  Oil  Corpora- 
tion stock  ^^*  which  it  would  have  had  to  divide  ratably  among  the 
syndicate  participants,  or  for  which  it  would  have  had  to  seek  some 
method  of  disposal  without  "breaking"  the  market;  in  addition,  the 
Bancamerica-Blair  group  had  a  potential  commission  of  $786,000  to  be 
earned  on  the  public  exchange  of  stock.  Sinclair  Consolidated  Oil 
Corporation  would  have  acquired  700,000  shares  of  Rio  Grande  stock, 
equal  to  56.5%  of  the  total  outstanding,  in  exchange  for  650,000  shares 
of  its  own  stock,  thus  giving  it  absolute  majority  control  of  Rio  Grande 
Oil  Company ;  and  in  addition,  it  expected  to  obtain  a  large  portion  of 
the  remaining  Rio  Grande  stock  in  the  hands  of  the  public,  on  the  basis 
of  four  shares  of  Sinclair  for  each  five  shares  of  Rio  Grande,  which 
would  make  possible  formal  consolidation  of  Rio  Grande  with  Sinclair 
Consolidated.  Thus,  by  virtue  of  these  transactions,  the  management 
group  in  Rio  Grande  would  have  received  $35  per  share  for  a  large 
portion  of  its  stock  when  the  market  price  was  only  $21  per  share  and 
the  corporation  itself  was  receiving  only  $17  per  share ;  Bancamerica- 
Blair  and  its  associates  would  have  been  left  with  a  block  of  394,800 
shares  of  Consolidated  Oil  stock ;  and  Sinclair  Consolidated  Oil  would 
have  absorbed  another  oil  company  with  assets  of  $42,000,000,  at  a  total 
cash  outlay  of  $786,000.  Questioned  as  to  the  reasons  why  Banc- 
america-Blai#  was  willing  to  pay  to  the  management  group  of  Rio 
Grande  a  price  more  than  twice  that  which  it  proposed  to  pay  to  the 
Rio  Grande  Corporation,  Elisha  Walker  stated :  -^^ 

*  *  *  the  only  explanation  I  can  see  would  be  this :  That  if  I  remember 
right,  Rio  Grande  stock  was  selling  somewhere  around  $20  a  share,  and  the 
company  would  have  been  very  happy  to  have  gotten  $17  a  share  for  a  block  of 
stock  so  as  to  give  it  the  working  capital  that  it  could  use  in  this  business,  and 
the  only  other  side  of  the  picture  that  I  could  see  was  that  the  insiders  took  the 
position :  "Well,  if  you  want  control  of  this  company  you  have  got  to  pay  some 
fancy  price  for  our  stock,"  and  that  is  about  the  only  explanation  that  I  can  see 
for  that. 

Of  course,  unfortiuiately,  that  has  been  known  to  be  done  by  insiders,  disposing 
of  a  controlling  interest  at  quite  a  premium.^" 

Baneamerica-Blair's  rights  and  obligations  in  the  Rio  Grande  Oil 
Company  venture  were  divided  among  a  four-party  syndicate,  consist- 

25-  256,000  shares  of  Sinclair  Consolidated  in  exchange  for  320,000  shares  of  Rio  Grande. 
(See  supra.)  The  market  price  of  Sinclair  Consolidated  at  that  time  was  approximately  $26 
per  share. 

253  $4,550,000  in  cash  to  Lockhart,  Jones  and  Lockhart  for  130,000  shares  of  Rio  Grande 
at  $35  per  share,  and  $4,250,000  to  the  Riod  Grande  Oil  Company  for  250,000  shares  of 
Rio  Grande  at  $17. 

25*  Bancamerica-Blair  Corporation  would  receive  650,800  shares  of  Sinclair  Consolidated 
Oil  stock  from  that  corporation  in  exchange  for  the  700,000  shares  of  Rio  Grande.  From 
this  amount  they  would  be  required  to  turn  over  256,000  shares  to  Messrs.  Lockhart,  Jones 
and  Lickhart  in  exchange  for  320.000  shares  of  Rio  Grande  stock  to  complete  the  purchase 
price.  (See  supra.)  This  would  leave  Bancamerica-Blair  a  balance  of  394,800  of  Sinclair 
Consolidated. 

255  Public  Examination,  The  Equity  Corporation,  at  2997. 

268  Mr.  Walker  stated  further  with  respect  to  this  transaction  (id.,  at  2298)  :  "Banc- 
america-Blair weren't  their  brother's  keeper,  and  it  was  due  or  up  to  the  management  of 
Rio  Grande  and  Bancamerica-Blair,  as  I  see  i  :,  had  no  responsibility  to  the  stockholders  of 
Rio  Grande     *      *      *_- 
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ing  of  itself,  Sinclair  Consolidated  Oil  Corporation,  Interstate  Equities 
Corporation,  and  Petroleum  Corporation  of  America,  each  assuming 
a  25%  participation.  Like  Petroleum  Corporation  of  America,  Inter- 
state Equities  Corporation  was  an  investment  company  which  had 
been  sponsored  and  was  controlled  by  Bancamerica-Blair.-" 

By  virtue  of  its  25%  participation  in  the  Rio  Grande  Oil  Company 
venture,  Petroleum  Corporation  undertook  a  commitment  of  $2,200,000 
in  return  for  which,  if  the  transaction  was  consummated,  it  had  the 
prospect  of  receiving  98,700  shares  of  Sinclair  Consolidated  Oil  Corpo- 
ration stock  to  add  to  its  already  substantial  holdings  of  that  stock. 
On  this  subject  Elisha  Walker  testified :  -^^ 

Q.  So,  in  addition  to  the  Prairie  group,  the  Prairie  Pipe  and  the  Sinclair 
Consolidated  that  you  purchased  in  the  market,  and  from  other  persons  *  *  * 
you  had  here  a  situation  that  in  order  to  effect  a  merger  between  the  Sinclair 
Consolidated  Oil  Corporation  and  the  Rio  Grande,  the  group  [the  syndicate] 
would  receive  an  additional  650,800  shares  of  Sinclair  Consolidated  Oil,  of 
which  25  percent  would  go  to  the  Trust ;  isn't  that  so? 

A.  Twenty-five  percent  would  go  to  the  Petroleum  Corporation,  unless  it  was 
disposed  of  in  the  market. 

Q.  That  is  correct  *  *  *  an^j  tjjg  fr^f^t  of  the  matter  is  that  was  the  thing 
which  was  hoped  for,  isn't  that  so,  that  the  group  would  wind  up  with  650,800 
shares,  or  else  these  agreements  wouldn't  have  been  made. 

A.  I  think  that  they  would  have  disposed  of  the  stock  at  a  profit. 

Q.  These  agreements  look  forward  to  the  group  getting  650,800  shares  from 
Sinclair,  with  the  ultimate  hope  of  disiiosition ;  isn't  that  so? 

A,  Yes ;  I  presume  so. 

The  transactions  envisaged  by  the  contracts  never  materialized,  nor 
did  the  profits.  Mr.  Sinclair  began  to  delay  in  the  performance  of  the 
agreements.-'"''^  He  told  Mr.  Jones  that  he  did  not  wish  to  proceed  at 
this  time  with  the  Rio  Grande  Oil  Company  exchange  because  unfore- 
seen obstacles  had  developed  in  working  out  the  consolidation  between 
his  company  and  the  Prairie  companies,  which  he  considered  an  inter- 
related transaction.^^"  At  the  same  time,  opposition  developed  within 
the  Rio  Grande  Oil  Company  on  the  part  of  stockholders  who  regarded 

^'  Interstate  Equities  Corporation  was  organized  on  July  29,  1929,  under  the  laws  of 
the  State  of  Delaware  by  Bancamerica-Blair  Corporation.  It  commenced  operations  in 
October  1929  with  $2.5,000,000.  On  June  30,  1932,  the  assets  of  the  corporation  had 
shrunk  to  $4,450,000.  On  March  26,  193.5,  the  assets  and  liabilities  of  Interstate  Equities 
Corporation  were  taken  over  by  The  Equity  Corporation.  At  that  time  the  book  asset  value 
of  Interstate  Equities  Corporation  totaled  $5,404,008. 

Three  successive  managements  controlled  the  corporation's  affairs  from  its  inception 
until  1935  when  The  Equity  Corporation  took  it  over.  The  first  of  these  managements 
was  that  of  Bancamerica-Blair  Corporation  and  Edward  R.  Tinker,  as  president  July  1929 
to  June  30,  1932.  The  second  management  was  that  of  Wallace  Groves,  July  1,  1932,  to 
June  30,  1933;  the  third  was  that  of  The  Equity  Corporation,  July  1,  1933,  to  March  26, 
1935.     (Public  Examination,  The  Equity  Corporation,  at  1-500.) 

2S'  Id.,  at  3004. 

2*9  Id.,  at  3009-10. 

280  Mr.  Jones,  in  his  memorandum  introduced  in  evidence  before  the  Commission  (Public 
Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  35)  stated:  "A  meeting 
of  the  Sinclair  Company  was  scheduled  to  be  held  in  February  1930  for  the  final  approval 
and  consummation  of  the  trade.  I  returned  to  New  York  from  California  for  the  pur- 
pose of  carrying  out  the  details  of  the  merger  and  was  informed  by  Mr.  Sinclair  that  some 
unforeseen  circumstance  had  arisen  regarding  the  Prairie  deals  and  because  he  did  not 
wish  one  deal  to  be  made  unless  the  other  was  assured,  he  would  postpone  submitting  the 
deal  to  his  directors  until  some  future  time." 
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the  price  of  $17  per  share  which  was  to  be  paid  to  the  corporation  as 
inequitable  in  the  light  of  the  $35  price  which  was  to  be  paid  to  the 
management  gi^oup.  As  the  result  of  this  opposition,  the  preferential 
price  for  the  management  group  had  to  be  eliminated  from  the  contract 
and  a  substantial  loan  for  the  management  substituted  in  its  place.-®^ 

Despite  these  serious  difficulties,  on  February  15,  1930,  the  syndicate 
made  to  Messrs.  Lockhart,  Jones  and  Lockhart  the  $2,812,500  loan  pro- 
vided for  in  the  contract.^^s  The  entire  sum  was  advanced  on  behalf  of 
the  syndicate  by  Interstate  Equities  Corporation,  the  investment  com- 
pany sponsored  by  Blair  &  Co.,  which  received  the  promissory  note  of 
Messrs.  Lockhart,  Jones  and  Lockhart  and  225,000  shares  of  Rio 
Grande  Oil  Company  stock  as  collateral  security. 

In  April  1930,  Rio  Grande  Oil  Company  found  it  necessary  to 
construct  steel  storage  tanks  to  contain  a  large  quantity  of  oil  which 
it  could  not  dispose  of.  The  Bancamerica-Blair  Syndicate  advanced 
$5,000,000  for  this  purpose  in  the  form  of  a  revolving  credit.^^^  Pe- 
troleum Corporation  of  America  contributed  as  its  percentage  of  this 
fund  the  sum  of  $1,250,000.26^ 

Wlien  the  note  matured  on  June  30,  1930,  Messrs.  Lockhart,  Jones 
and  Lockhart  defaulted  in  payment. -^^  Although  the  market  value  of 
the  collateral  at  that  time  was  adequate  to  have  repaid  the  syndicate  in 
full,  no  attempt  was  made  to  realize  on  the  collateral,  but  instead, 
the  syndicate  accepted  a  new  demand  note  in  place  of  the  matured 
note.    Elisha  Walker  testified  on  this  subject  as  follows  r^^^ 

Q.  When  the  note  was  not  paid  yon  had  the  225,000  shares  of  Rio  Grande  Oil 
stocl?  as  collateral? 

A.  Yes. 

Q.  Did  the  group  foreclose  or  call  for  payment  of  the  note? 

A.  I  don't  think  so. 

Q.  The  collateral  at  that  time  would  have  beee  sufficient  to  do  that,  would  it 
not,  Mr.  Walker? 

A.  I  reall.v  don't  remember  the  prices. 

*  if  *  *  *  *  * 

Q.  But  in  any  event,  on  June  30,  1930,  the  note  was  not  paid,  the  collateral 
was  not  foreclosed ;  isn't  that  so? 

A.  Yes. 

Q.  Of  course,  if  you  foreclosed  that  collateral  you  would  have  broken  up  that 
substantial  block  of  stock  which  would  have  been  effective  in  any  subsequent 
proceedings  to  merge  Rio  Grande  and  Sinclair;  isn't  that  so? 

A.  Oh,  I  imagine  so. 


2«i  Elisha  Walker  testified  (op.  cit.  supra,  note  1,  at  2998)  : 

Q.  *  *  *  Ultimately,  when  the  stockholders  of  Eio  Grande  found  out  that  that 
was  being  done,  there  was  a  little  rumpus  created,  wasn't  there?  And,  as  a  matter 
of  fact,  this  deal  was  abandoned,  and  the  provision  requiring  you  to  purchase  the 
130,000  shares  at  $35  a  share  was  taken  out,  *  *  *  and  a  different  provision 
substituted,  that  you  would  loan  them  money  on  the  stock,  isn't  that  so,  Mr.  Walker? 
A.  I  don't  remember  all  that  transpired  until  you  bring  it  up,  but  that  is  right. 
282  Id.,  at  2999. 

263  Public  Examination,  The  Equity  Corporation,  at  457. 

264.  Reply    to    the    Commission's    questionnaire    for    Petroleum    Corporation    of   America, 
Schedule  8.     This  sum  was  subsequently  repaid.     (Ibid.) 
2«=  Op.  cit.  supra,  note  1,  at  3011. 
268  Ibid. 
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Q.  Wasn't  that  one  of  the  things  that  motivated  the  group,  to  hold  the  stock 
intact ;  they  wouldn't  foreclose  the  collateral  so  that  they  could  hold  that  block 
intact,  consummating  a  merger  with   Sinclair? 

A.  I  think  there  were  a  variety  of  reasons,  such  as  influenced  banks  generally 
not  to  foreclose  in  the  hope  they  could  carry  their  people  through  and  save 
a  very  disastrous  situation  which  was  in  the  making,  but  in  addition  to  that 
I  think  there  was  undoubtedly  in  the  background  that  if  this  situation  is 
worth  saving,  there  is  a  probable  profit  in  this  situation  eventually  for  those 
interested  in  the  deal,  including  Petroleum  Corporation. 

Subsequently  in  July  1930  Interstate  Equities  Corporation  made 
formal  demand,  on  Messrs.  Lockhart,  Jones  and  Lockhart  for  payment 
of  the  entire  amount  of  the  note.  Although  payment  ^Yas  not  received, 
no  steps  were  taken  to  foreclose  the  collateral.-'^"  In  the  meantime 
divers  new  plans  for  effecting  a  consolidation  between  Rio  Grande  Oil 
Company  and  Sinclair  Consolidated  Oil  Corporation  were  alternately 
adopted  and  rejected;  and  negotiations  continued  from  year  to  year, 
Avhile  the  note  remained  unpaid.-*'^  The  market  price  of  Kio  Grande 
stock  declined  from  $21  as  of  January  1930  to  $2  as  of  July  1932,=«9 
while  that  of  Sinclair  Consolidated  Oil  declined  in  the  same  period 
from  $26  to  $5.50.-^^  In  July  1932  Consolidated  Oil  Corporation  (the 
consolidation  of  the  Prairie  companies  and  Sinclair  Consolidated  was 
effected  March  1932)  made  an  offer  of  exchange  to  all  the  stockholders 
of  Rio  Grande  Oil  Company,  on  the  basis  of  two  shares  of  Consolidated 
(Jil  Company  stock  for  five  shares  of  Rio  Grande  oil  stock.-^^  Thig 
offer  of  %  of  a  share  of  Consolidated  for  each  share  of  Rio  Grande 
was  a  50%  reduction  in  the  ratio  of  %  for  one  contemplated  by  the 
contracts  of  January  1930.-'^ 

On  July  12,  1932,  the  Atlantic  Trading  Company,  Ltd.  of  St. 
John's,  Newfoundland,  a  company  controlled  by  Elisha  Walker,  ad- 
dressed a  letter  to  Interstate  Equities  Corporation,  the  other  invest- 
ment company  sponsored  by  Blair  &  Co.,  which  stated  that  "the  un- 
dersigned Atlantic  Trading  Company  (which  Mr.  Elisha  Walker 
controls)  is  endeavoring  to  obtain  options  on  certain  blocks  of  stock 
of  the  Rio  Grande  Oil  Company  with  a  view  to  offering  the  same 
to  the  Consolidated  Oil  Corporation  for  cash     *     *     *."  -'^ 

The  Atlantic  Trading  Company  purchased  Interstate  Equities  Cor- 
jioration's  holdings  of  Rio  Grande  stock  for  $4.25  per  share.-'^  At 
the  same  time  Walker  arranged  to  purchase  Petroleum  Corporation's 
holdings  of  Rio  Grande  stock  for  $5.00  per  share. -'^  Mr.  Walker 
then  resold  the  Rio  Grande  stock  to  Consolidated  Oil  Corporation 
for  $5.00  a  share,  making  a  profit  of  $58,000.-'°    Petroleum  Corpora- 

2«'  Id.,  at  3017. 

aes  Public  Examination,  The  Eqnity  Corporation,  at  469-70. 

2«9  Op.  cit.  supra,  note  1,  at  .3020. 

""  Id..  Commission's  Exhibit  No.  345. 

^^  Id.,  at  3017. 

2^2  See  supra,  p.  291. 

2^3  Public    Examination,    The   Equity   Corporation,   Commission's   Exhibit   No.   47. 

^■^  Op.  cit.  supra,  note  1,  at  3010.  This  stock  was  Interstate  Equities  Corporation's  pro- 
portionate share  of  the  collateral  pledged  by  Messrs.  Lockhart,  Jones  and  Lockhart  as 
security  for  the  loan  of  $2,812,500  advanced  by  the  syndicate,  as  recounted  supra,  p.  294. 
Petroleum  Corporation  likewise  held  a  block  of  this  stock  received  from  the  same  soui'ce. 

»"  Ibid. 

-"« Ibid. 
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tion's  loss  in  the  Rio  Grande  Oil  Company  venture  was  approximately 
$410,000.-" 

At  the  time  these  transactions  were  effected,  Mr.  Walker  was  still 
chairman  of  the  board  of  Petroleum  Corporation  of  America  and  a 
director  of  Interstate  Equities  Corporation.  Mr.  Walker  testified 
regarding  these  transactions  as  follows :  -'■® 

I  was  then  in  business  for  myself.  I  was  no  longer  connected  with  Banc- 
america-Blair.  I  was  a  director  by  sufferance  only  of  Interstate  Elquities,  the 
control  having  passed.  I  was  still  a  director  of  Petroleum  Corporation.  I 
undertook  to  see  if  I  could  work  out  some  proposition  which  might  he  accept- 
able to  the  members  of  this  group,  and  I  arranged  for  the — got  an  offer — I  don't 
know  whether  I  got  an  offer,  but  I  made  some  arrangement  anyway  with  the 
Sinclair  Consolidated  whereby  they  would  pay  a  corporation  in  which  I  was 
interested  .$5.00  a  share  for  that  stock. 

So  far  as  Petroleum  Corporation  is  concerned  I  was  still  chairman  of  its 
board ;  I  had  quite  some  responsibility  in  its  management,  and  I  paid  them  the 
exact  price  that  I  received,  $5  a  share,  less  the  exipenses  of  the  transaction, 
transfer  stamps,  etc. 

Q.  But  even  with  the  $5.00  the  Petroleum  Corporation  lost  $447,000  on  that 
deal ;  isn't  that  so? 

A.  I  don't  remember  the  amount. 

Q.  Now,  with  respect  to  Interstate,  what  transpired? 

A.  I  made  a  deal  with  Interstate  to  buy  their  stock  at  $4.25  per  share. 

Q.  That  gave  you  a  profit  of  750  a  share? 

A.  A  gross  profit  of  750  a  share,  which  on  their  total  of  78,550  shares  amounted 
to  a  gross  profit  of  $58,875. 

Q.  And  how  much  did  the  trust  lose?     They  lost  $447,000;  isn't  that  so? 

A.  I  don't  remember  what  they  lost. 


Q.  You  were  still  on  the  board  of  Interstate  at  that  time? 

A.  I  was  on  the  board,  but  not  an  active  factor  in  any  sense  of  the  word.  1 
stayed  on  by  sufferance  at  INIr.  Tinker's  request,  so  long  as  he  was  President. 

Q.  Of  course,  Bancamerica-Blair  brought  that  piece  of  business  to  Interstate 
Equities. 

A.  Yes ;  I  think  Bancamerica-Blair  brought  it  to  Interstate  Equities.  It  was 
all  put  in  the  record  and  so  forth,  that  I  was  making  a  profit.  Interstate 
Equities  knew  it.  I  didn't  vote.  Everything  was  done,  I  think,  in  very  proper 
form     *     *     *. 

Although  for  the  other  members  of  the  syndicate  the  Eio  Grande 
venture  brought  only  losses,  Sinclair  Consolidated  Oil  Corporation 
before  the  end  of  1932  had  achieved  complete  acquisition  of  Rio 
Grande  Oil  Company.  The  Rio  Grande  Oil  Company  as  a  corporate 
entity  was  kept  alive  until  1938  and  was  used  by  Sinclair  as  an  effec- 
tive instrumentality  to  extend  still  further  his  increasingly  dominant 
position  in  the  oil  industry.  In  Februar\^  1938  the  Rio  iGrande  Oil 
Company's  assets  were  transferred  to  the  Richfield  Oil  Corporation 

2'^  After  making  complete  allowance  for  all  sums  received  in  the  form  of  interest,  etc., 
the  corporation  officially  calculated  its  loss  at  $406,675.  (Keply  to  the  Commission's 
questionnaire  for  Petroleum  Corporation  of  America,  Exhibit  A,  Schedule  8.) 

"8  Op.  cit.  supra,  note  1,  at  3018. 
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and  the  company  was  thereafter  dissolved.  The  Richfield  Oil  Cor- 
poration had  bv  that  time  passed  into  the  joint  control  of  Consoli- 
dated Oil  Corporation  and  the  Cities  Service  Company .-^^ 

9.  PETEOLEUM    CORPORATION'S    LOSS    OF    $1,984,844    IN 
TIDEWATER  ASSOCIATED  OIL  COMPANY  VENTURE 

The  Rio  Grande  Oil  Company  venture  had  barely  gotten  under  way 
when  the  Sinclair  Bancamerica-Blair  group  undertook  to  obtain  con- 
trol for  the  Sinclair  interests  of  Tidewater  Associated  Oil  Company, 
one  of  the  oil  industry's  leading  independent  companies,  possessed  in 
1930  of  assets  in  excess  of  $250,000,000.-'^° 

In  May  1930  Mission  Securities,  Ltd.,  was  organized  by  the  manag- 
ing officers  of  Tidewater  Associated  Oil  Company,  to  take  over  a 
block  of  1,078,125  shares  of  Tidewater  common  stock  whicli  Standard 
Oil  Company  of  New  Jersey  held  in  its  portfolio  and  which  it  wished 
to  sell.-"*^  These  shares  of  stock  equaled  approximately  19%  of  the 
total  outstanding  common  stock  of  Tidewater  and,  consequently,  con- 
stituted an  effective  block.--'-  The  officers  and  directors  of  Tidewater 
Associated  Oil  Company  were  anxious  to  have  this  important  block 
of  stock  "in  friendly  hands  and  good  hands."  -'^^  Among  the  direc- 
tors of  Tidewater  Associated  Oil  Company  were  Hunter  S.  Marston 
of  Blair  &  Co.,  and  Halsted  G.  Freeman  of  Chase  Securities  Corpora- 
tion, both  at  that  time  directors  of  Petroleum  Corporation  of 
America. ^^'^ 

Tlie  newly  organized  Mission  Securities,  Ltd.,  entered  into  a  con- 
tract Avith  Standard  Oil  Company  for  the  purchase  of  this  Tidewater 
stock  for  tlie  sum  of  $23,147,300.    This  price  equaled  $21.50  per  share, 

27!) These  transactions  are  summarized  in  Moody's  Manual  of  Industrials,  1938,  p.  768,  as 
follows  : 

In  September  li>;>2  Consolidated  Oil  Corporation  acciuired  all  the  property,  assets, 
and  business  of  the  Rio  Grande  Oil  Company  (Del.)  subject  to  certain  liabilities  of 
said  corporation  which  were  assumed,  paying  therefor  494,329  shares  of  Consolidated 
Oil  common  stock  at  the  rate  of  4/10  of  a  share  of  Consolidated  Oil  common  for  each 
share  of  Rio  Grande  Oil  stock. 

Pursuant  to  an  agreement  dated  January  28,  1936,  between  the  company  and  Cities 
Service  Company,  Rio  Grande  Company  (Texas),  being  a  wholly  owned  subsidiary  of 
The  company,  increased  its  authorized  capital  stock  from  30,000  shares  to  GO'.OOO 
shares  and  issued  said  30,000  additional  shares  to  the  Cities  Service  Company  in 
consideration  of  the  conveyance  to  Rio  Grande  of  certain  undeveloped  oil  acreage  in 
California  *  *  •  and  the  assiginnent  and  transfer  to  Rio  Grande  of  all  securities 
held  by  the  Cities  Service  Company  in  Richfield  Oil  Company  of  California  and  Pan 
American  I'etroleum  Company     *      *      *. 

Tlie  Richfield  Oil  Company  and  its  subsidiary.  Pan  American  Petroleum  Company, 
were  reorganized  under  a  plan  consummated  in  March  1937.  and  Rio  Grande  O'il 
(Company  acquired  an  interest  in  Richfield  Oil  Corporation,  the  reorganized  company, 
by  reason  of  ownership  of  the  above-mentioned  securities  and  by  the  transfer  to 
Richfield  Oil  Corporation  of  substantially  all  of  its   (Rio  Grande's)  assets. 

On  February  4,  1!):!8,  it  was  announced  tliat  Rio  (Jrande  Oil  Company  had  been 
dissolved  following  completion  of  transfer  of  its  assets  to  Richfield  Oil  Corporation,  in 
accordance  with  the  merger  reorganization  plan  effected  in  March  1937.  Stock  of 
Richfield  Oil  Corporation  obtained  l)y  Rio  Grande  Oil  in  exchange  for  its  physical 
properties  has  been  distributed  to  Consolidated  Oil  Corporation  and  Cities  Service 
Company  *  *  *  Consolidated  Oil  and  Cities  Service  now  own  3.5.78%  of  Rich- 
field's  outstanding  common  stock,  divided  717,469  shares,  or  ]7.89'7r,  to  each.  In 
adilition,  both  companies  hold  *  *  *  option  warrants  *  *  *  exercisable, 
some  in  three  years  and  some  in  four  yeais. 
2'»  Moody's  Manual  of  Indufitrkils.  ]930,  p.  1401. 
2*'i  <  »p.  cit.  supra,  note  1,  p.  2902. 

'i'*- At    the    beginning    of    1930,    Tidewater    Associated    Oil    Company    had    outstanding 
5,7i5.-).84.5   shares   of  common   stock    (no  par)    and   732,845   shares   of  6%    preferred  stock 
($100  par).     The  preferred  stock,  however,  was  nonvoting,  except  after  default  of  4  quar- 
terly dividends.     (Moody's  Manual  of  Industrials,  1930,  p.  1401.) 
2^-' Testimony  of  Elisha  Walker,  op.  cit.  supra,  note  1,  at  2962. 
"''^Moody's  Manual  of  Industrials,  1930,  p.  1401. 
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while  the  market  price  at  the  time  was  approximately  $17.50  per 
share.^^^  Thus  the  price  which  Mission  Securities,  Ltd.,  agreed  to 
pay  included  a  premium  above  market  of  about  $4,270,000. 

The  purchase  price  of  $23,147,300  was  payable  in  three  equal 
installments  of  $7,715,766  each:  the  first  on  execution  of  the  agree- 
ment; the  second  on  August  15,  1931;  and  the  third  on  August  15, 
1932.  All  unpaid  balances  carried  interest  charges  at  the  rate  of  5% 
per  annum.  Pending  final  payment  for  the  stock,  the  entire  block 
was  pledged  with  the  Standard  Oil  Company  as  collateral  security. 
If  the  purchaser  defaulted  in  the  payment  of  any  installment  of 
principal  or  interest,  the  contract  provided  that  after  sixty  days 
Standard  Oil  Company  had  the  right  to  declare  all  installments  due 
and  paj^able,  and  to  sell  the  stock  at  private  sale  without  notice,  in 
order  to  satisfy  itself  for  the  unpaid  sums,  but  without  any  right  to 
proceed  against  Mission  Securities,  Ltd.,  for  any  deficiency. ^^"^ 

By  virtue  of  the  provisions  of  this  contract,  Mission  Securities, 
Ltd.,  was  not  entitled  to  the  possession  of  a  single  share  of  Tidewater 
stock  until  the  entire  purchase  price  was  paid,  and  failure  to  pay  the 
entire  purchase  price  would  result  in  forfeiture  not  only  of  Mission 
Securities'  contract  rights,  but  also  of  all  monies  paid  in  up  to  that 
time  on  the  contract.-^"    This  was  conceded  by  Hunter  S.  Marston :  ^®^ 

Q.  Now,  under  this  agreement  Mission  was  not  entitled  to  a  single  share  of 
the  Tidewater  Associated  Oil  stock  unless  they  had  paid  the  full  $23,000,000, 
isn't  that   so? 

A.  Yes. 

Q.  So  that  if  they  paid  the  first  instalment  of  approximately  $7,000,000  and 
paid  the  second  instalment  of  approximately  $7,000,000  and  then  defaulted  on 
the  last  instalment  or  even  an  instalment  of  interest,  the  contract  was  termi- 
nated and  Mission  had  no  claim  upon  the  Standard  for  a  single  share  of  stock, 
isn't  that  so? 

A.  Yes. 

Simultaneously  with  its  contract  with  Standard  Oil  Company, 
Mission  Securities  entered  into  a  contract  with  Bancamerica-Blair, 
under  which  Bancamerica-Blair  advanced  to  Mission  Securities  the 
$7,715,766  required  b}?^  the  latter  as  a  down  payment  on  the  stock. 
In  return,  Mission  Securities  gave  to  Bancamerica-Blair  its  promis- 
sory note  for  the  sum,  payable'  August  15,  1931,  and  assigned  to 
Bancamerica-Blair  as  collateral  security  all  of  Mission  Securities' 
outstanding  capital  stock,  consisting  of  ten  shares,  and  all  ofl  its 
interest  in  the  Tidewater  stock.  Bancamerica-Blair  was  given  broad 
powers  over  the  disposition  of  the  stock,  including  the  manner  in 
which  the  stock  should  be  voted  in  the  election  of  officers,  and  in 
questions  regarding  mergers,  consolidations,  sale  of  assets.  Banc- 
america-Blair was  given  the  right,  subject  to  certain  contingencies, 
to  take  over  Mission  Securities'  interest  in  the  Standard  Oil  contract 
prior  to  June  1931  by  canceling  the  note  and  paying  the  organiza- 
tion expenses  of  Mission  Securities,  Ltd.^^® 

285  Public  Examination,   The  Equity  Corporation,   Commission's  Exhibit  No.   71. 

=8"  Id.,  Commission's  Exhibit  No.  64. 

2^'  In  the  event  of  foreclosure  and  sale  of  the  collateral,  however,  if  any  surplus  re- 
mained after  Standard  had  paid  itself  all  sums  due  to  it  under  the  contract  plus  expenses 
of  the  sale  and  stamp  taxes,  such  surplus  would  be  payable  to  Mission  Securities,  Ltd. 

^5  Public  Examination,  The  Equity  Corporation,  at  563. 

^^  Id.,  Commission's  Exhibit  No.  G5. 
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The  contract  between  Bancamerica-Blair  and  Mission  Securities 
gave  clear  evidence  in  many  ways  that  the  Mission  venture  was  inte- 
grally interwoven  with  the  consolidation  plans  of  Sinclair.-^*^  The 
third  paragraph  of  the  contract  stated  significantly :  ^^^ 

Mission  agrees  that  prior  to  December  15,  1930,  it  will  not  engage  in  any 
negotiations  for  any  consolidation  of  Tidewater  or  any  subsidiary  with  any 
other  corporation  or  corporations,  other  than  a  consolidation  approved  by  Blair, 
or  cause  or  permit  any  of  the  stock  covered  by  the  purchase  agreement  to  be 
voted  in  favor  of,  or  to  consent  to,  or  to  participate  in,  any  consolidation  not 
so  approved.  Any  acquisition  of  stock  or  assets  of  one  corporation  by  another 
corporation,  or  any  merger  of  corporations,  shall  be  deemed  a  consolidation 
within  the  meaning  of  this  agreement.  Blair  will,  during  the  period  prior  to 
December  15, 1930,  endeavor  to  formulate  a  plan,  acceptable  to  it  and  to  Mission, 
and  to  the  Board  of  Directors  of  Tidewater,  for  the  consolidation  of  Tidewater 
with  one  or  more  other  corporations,  to  form  a  complete  and  integrated  unit.^s^ 

On  the  same  day  that  the  two  contracts  described  above  were 
entered  into,  May  29,  1930,  Bancamerica-Blair  Corporation  entered 
into  a  syndicate  agreement  with  four  other  parties  governing  its  con- 
tract with  Mission  Securities.^^^  The  participants  in  the  syndicate 
were :  Sinclair  Consolidated  Oil,  Chase  Securities  Corporation,  Petro- 
leum Corporation  of  America,  Bancamerica-Blair,  and  Interstate 
Equities  Corporation.  The  participation  of  Bancamerica-Blair  was 
15%,  and  that  of  Interstate  Equities  Corporation  was  10%.  Each  of 
the  others  participated  to  the  extent  of  25%.  The  syndicate  agree- 
ment, in  addition  to  providing  Bancamerica-Blair  with  the  funds 
required  by  its  contract  with  Mission  Securities,  established  Banc- 
america-Blair as  syndicate  manager,  gave  it  full  powers  to  work  out 
plans  for  the  consolidation  of  Tidewater  Associated  Oil  with  one  or 
more  other  corporations,  and  authorized  it  to  purchase,  in  its  discre- 
tion, an  additional  $20,000,000  worth  of  stock  of  Tidewater  Oil  Com- 
pany "or  of  the  stock  of  any  other  corporation  between  which  and 
Tidewater  Associated  Oil  Company  negotiations  for  a  merger  were 
pending."  -s* 

^'o  It  was  admitted  at  the  hearings  before  the  Commi.ssion  that  prior  to  the  Mission 
Securities  venture,  Sinclair  and  Tidewater  executives  had  been  engaged  in  merger  nego- 
tiations. Hunter  Marston  stated  (Public  Examination,  The  Equity  Corporation,  at  581)  : 
"*  *  *  Mr.  Humphreys  who  was  head  of  the  Tidewater,  and  Mr.  Sinclair  were  dis- 
cussing a  consolidation  ;  in  fact,  reports  were  made  by  each  company  on  that  *  *  *." 
^^  Id.,  Commission's  Exhibit  No.  65. 

2»="  With  regard  to  this  clause,  Hunter  Marston  testified  (Public  Examination,  The  Equity 
Corporation,  at  565-6)  : 

A.*     *      *     I  believe  also  in  that  contract  we  had  a  certain  time  to  offer  to  tiiem 
some  suggestions  witli  reference  to  a  consolidation,  and  we  had  one  in  mind. 
Q.   Which  one  did  you  have  in  mind  at  that  time? 
A.   If  I  recall,  it  was  the  Sinclair  and  Tidewater. 

Q.  Then,    this   was   another   incident   where    Bancamerica-Blair   was   trying    to   ac- 
cumulate or  get  control  of  a  bloci<  of  stock  of  another  oil  company  in  contemplation 
of  effecting  a  transfer  to  the  Sinclair  interest. 
A.  Well,  I  won't  exactly  accede  to  that     *      *      *. 
"83  Id.,  Commission's  Exhibit  No.  66. 

2»-»  Ibid.  Apparently  in  the  belief  that  the  plans  of  the  syndicate  would  not  meet  with 
favor  in  Standard  Oil  circles,  the  members  of  the  syndicate  agreed  that  no  disclosure  was 
to  be  made  with  respect  to  the  syndicate  agreement.  Under  date  of  May  29,  1930,  they 
signed  a  supplemental  document  (id.,  Commission's  Exhibit  No.  68)  which  stated  that  "in 
connection  with  the  agreement  dated  May  29,  1930,  between  Bancamerica-Blair  and 
Mission  Securities,  Ltd.,  the  undersigned  hereby  agree  that,  unless  default  is  made  under 
said  agreement,  neither  said  agreement  nor  any  assignment  of  the  purchase  agreement 
therein  referred  to  shall  be  filed  or  recorded  prior  to  August  15,  1931,  nor  shall  notice  of 
the  making  of  said  agreement  or  of  the  assignment  of  such  purchase  agreement  be  given 
to  Standard  Oil  Company  prior  to  said  date." 
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The  total  amount  for  which  Bancamerica-Blair  Corporation  was 
authorized  to  commit  the  syndicate  members  by  virtue  of  the  agree- 
ment was  $43,147,300;  $23,147,000  under  the  Mission  Securities  con- 
tract, and  $20,000,000  for  the  market  purchase  of  additional  stock. 
Petroleum  Corporation  of  America,  by  its  participation  of  25%,  was 
therefore  liable  for  a  commitment  of  $10,787,000.  At  this  time  Pe- 
troleum Corporation  was  alread}^  bound  under  the  terms  of  the  Rio 
Grande  Syndicate  agreement  for  a  commitment  of  $2,200,000  in  an- 
other venture  designed  to  further  the  Sinclair  Consolidation  plans.^^^ 

Sinclair  and  his  bankers,  Bancamerica-Blair  Corporation,  were 
entirely  definite  and  explicit  in  their  understanding  as  to  the  plans 
which  Bancamerica-Blair,  as  the  syndicate  managers,  were  to  seek 
to  effectuate.  In  a  letter  written  to  Sinclair  Consolidated  Oil  Cor- 
poration by  Bancamerica-Blair  on  the  same  date  as  the  three  agree- 
ments discussed  above,  Bancamerica-Blair  stated  :  -**'' 

As  managers  of  said  syndicate,  we  will  keep  you  informed  and  not  take  any 
important  action  under  said  syndicate  agreement,  wliether  in  regard  to  con- 
solidation or  otherwise,  involving  questions  of  policy  or  any  commitment  in 
excess  of  $.500,000,  without  consulting  you  and  obtaining  your  consent.  *  *  * 
We  hereby  agree  that  as  managers  of  said  syndicate  we  will  use  our  best  efforts 
to  work  out  a  plan  for  the  consolidation  of  Sinclair  Consolidated  Oil  Corpora- 
tion with  the  Tidewater  Associated  Oil  Company,  and  that  we  will  not,  as  such 
syndicate  managers,  negotiate  for  any  consolidation  of  Tidewater  Associated 
Oil  Company  with  any  other  corporation  unless  and  until  the  same  is  approved 
by  you. 

As  a  result  of  this  understanding  between  Sinclair  Consolidated  and 
Bancamerica-Blair,  the  managers  of  the  syndicate,  the  other  members 
of  the  Mission  Syndicate,  became  participants  in  a  venture  restricted 
merely  to  the  possibility  of  a  consolidation  of  Tidewater  Associated 
Oil  Company  and  Sinclair  Consolidated  Oil  Corporation.  This  was 
conceded  by  Elisha  Walker :  -^' 

Q.  There  was  this  limitation,  although  the  Sinclair  Consolidated  Oil  Corpora- 
tion hadn't  put  up  one  nickel  more  than  Petroleum  Corporation,  had  it? 
A.  No. 


^''  To  obtain  a  more  precise  picture  of  Petroleum  Corporation's  situation  at  this  time, 
it  must  be  recalled  that  at  the  end  of  1929  Petroleum  Corporation  had  paid  out  $64,- 
356,595  for  its  holdings  of  the  Prairie  stocks  and  $1,993,775  for  Sinclair  Consolidated 
Oil  stock.  In  1930,  in  connection  with  the  Rio  Grande  venture,  it  contributed  $1,250,000 
to  the  $5,000,000  revolving  fund  set  up  by  the  syndicate  for  the  Rio  Grande  Oil  Company. 
(See  supra,  pp.  289-97.) 

In  addition,  apparently  in  connection  with  the  Mi.ssion  venture,  to  assure  Sinclair's 
control  over  Tidewater  Associated  Oil  Company,  Petroleum  Corporation  early  in  1930 
began  to  accumulate  the  stock  of  Tidewater  Associated  Oil  Company.  By  the  end  of  1930 
Petroleum  Corporation  had  purchased  a  total  of  201,000  shares  of  Tidewater  Associated 
for  the  aggregate  price  of  $2,133,347.  These  purchases  were  continued  throughout  1931, 
and  as  of  December  31,  1931,  Petroleum  Corporation  held  323,000  shares  of  Tidewater 
Associated  at  an  aggregate  cost  of  $2,938,870. 

In  consequence,  Petroleum  Corporation's  financial  undertakings  in  connection  with 
Sinclair  ventures  at  this  period  totaled  $83,546,240  (not  including  the  cost  of  the  Vacuum 
Oil  stock  purchased  from  Sinclair  Consolidated  for  $4,200,000;  see  supra,  p.  277.) 

Following  the  collapse  of  the  Mission  Securities  venture,  300,000  shares  of  Petroleum 
Corporation's  holdings  of  Tidewater  Associated  Oil  stock  were  disposed  of  to  Getty,  Inc., 
in  the  manner  which  has  been  recounted  supra,  note  149. 

298  Public   Examination,   The   Equity   Corporation,   Commission's   Exhibit   No.    69. 

297  Op.  cit.  supra,  note  1,  at  2974-7. 
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Q.  And  yet  Sinclair  Oil  Corporation  could  prevent  the  syndicate  from  taliing 
any  action  of  any  consequence  with  respect  to  this  commitment  in  the  Tidewater 
Associated  Oil. 

A.  I  don't  agree  with  you  on  the  question  of  disposition  of  the  stock.  I 
agree  with  you  that  they  could  not  have  spent  more  than  $500,OUO  of  the  $20,- 
000,000  without  consulting  them. 

Q.  Suppose  they  had  received  an  offer  of  consolidation  from  some  other 
interest,  with  respect  to  Tidewater  Associated  Oil  Corporation,  which  would 
have  lieen  more  advantageous  than  the  terms  offered  l)y  the  Sinclair  Consoli- 
dated Oil  Corporation,  could  you  have  gone  through  with  it  without  tlie  Sin- 
clair Consolidated  Oil  Corporation's  consent? 

A.  Not  during  that  period,  but  consolidations  d<in't  come  that  easy     *     *     *. 

Hf  :ti  *  *  *  *  * 

Q.  *  *  *  even  if  all  of  the  other  participants  wanted  to  effect  a  con- 
solidation with  some  other  company,  the  Sinclair  Consolidated  Oil  Corporation, 
although  it  only  had  one  quarter  participation,  could  i-efuse  to  approve  it  and 
prevent  that  consolidation,  isn't  that  so? 

A.  They  could  during  that  period  of  the  i^yndicate. 

if  :^  *  *  *  *  Hi 

Q.  So  that  they  [Sinclair  interests]  were  in  a  position  that  they  could  block 
any  consolidation  except  with  themselves  during  that  period. 

A.  They  were  in  that  position ;  yes. 

Q.  And  even  thougli  the  terms  that  might  be  offered  by  some  other  company 
with  respect  to  consolidation  were  better  than  tlie  Sinclair  Consolidated  Oil 
Corporation,  if  they  wanted  to  say  no,  that  was  the  end  of  that. 

A.  If  they  wanted  to  be  arbitrary,  yes ;  it  is  very  definitely  in  the  letter.*' 

The  Mission  Securities  venture  was  a  complete  loss  to  the  syndicate. 
On  May  29,  1930,  the  syndicate  members  furnished  to  Mission  Secu- 
rities the  sum  of  $7,715,766,  which  the  latter  paid  over  to  Standard 
Oil  Company  as  its  initial  contract  payment.-'''-*  Petroleum  Corpora- 
tion's contribution  to  this  payment  was  $1,984,884.^°°  At  a  later  date, 
an  interest  payment  of  $525,275  was  made,  of  which  $135,818  was  paid 
by  Petroleum  Corporation.^"^ 

The  second  payment  of  principal,  in  the  sum  of  $7,715,766  was  due 
on  August  15,  1931,  pursuant  to  the  provisions  of  the  contract  between 
Mission  Securities  and  Standard  Oil.'*''-  In  the  interval,  the  market 
price  of  Tidewater  Associated  Oil  stock  declined  from  $17.50  per  share 
to  approximately  $2.25  per  share  and  the  dividend  on  the  Tidewater 
stock  was  discontintied.^**-*  All  hope  of  etfecting  a  consolidation  at 
this  time  of  Tidewater  Associated  and  Sinclair  Consolidated  was 
(•()mi)]etely  abandoned.^"^ 

^''"  In  similar  vein   Hunter  Marston  testified    (Public  Examination,  The  p]<|uit.v  Corjiora- 

tion,  at  r.81)  : 

Q.   So    wasn't    this    entire    group    aggregating    $43,000,000    put    in    the    control    of 
Sinclair  Consolidated  Oil  Corporation  by  the  commitment? 
A.   That  iiit<jri)retation  is  possible      *      *      * 

^'"•Op.  cit.  supra,  note  1,  at  2978. 

.1(10  Reply    to    the    Commission's    questionnaire    for    Petroleum    Corporation    of    America, 
Kxliibit  A,  Schedule  8. 
3"i  Iliid. 

^^See  supra,  pp.  297-8. 

s^^Op.  cit.  supra,  note  1,  at  2980. 

**  The  reasons  for  the  failure  of  negotiations  for  the  consolidation  of  Sinclair  Consoli- 
dated and  Tidewater  Associated  were  not  definitely  determined  at  the  liearings,  but  doubt- 
less the  collapse  of  market  values  coupled  with  severely  unfavorable  economic  conditions 
were  factors  which  contributed  to  this  failure. 
153378— 40~pt.  .'i 21 
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At  the  level  to  which  the  Tidewater  Associated  stock  had  sunk  in 
the  market,  the  initial  pajnnent  of  $7,715,766  which  Mission  Secu- 
rities had  made  to  Standard  Oil  in  May  1930  represented  a  sum  more 
than  three  times  as  great  as  the  total  market  value  of  the  stock  in  June 
1931.  Under  these  circumstances,  none  of  the  syndicate  participants 
was  willing  to  proceed  any  further  with  the  venture. 

On  June  6,  1932,  Mission  Securities  wrote  to  the  Standard  Oil 
Company  urging  that  it  be  granted  a  three-year  moratorium  in 
further  payments.  After  reciting  the  changed  economic  situation 
and  the  severity  of  the  decline  in  Tidewater  stock,  the  letter  con- 
cluded :  2°^ 

The  certificates  representing  said  1,078,123  sliares  of  stock  are  iu  your  posses- 
sion and  held  as  security  for  the  payment  of  the  balance  of  the  purchase  price, 
and  with  this  agreement  to  pay  you  all  dividends  that  may  accrue  or  be  paid 
on  the  stock  during  the  moratorium,  Mission  will  merely  retain  the  legal  right 
to  hold  the  stock  during  the  said  period,  a  consideration  for  which  it  has  al- 
ready paid  the  large  consideration  of  $8,241,041.48.  Even  though  the  down 
payment  already  made  represents  a  large  portion  of  the  total  purchase  price 
and  is  equivalent  to  approximately  three  times  the  present  market  value  of  the 
securities,  it  is  obviously  impossible  under  present  conditions  for  Mission  to 
refinance  this  purchase  contract.  The  situation  in  the  oil  industry  is  so  well 
known  to  you  that  we  believe  you  will  not  be  averse  to  granting  this  additional 
period  of  time  to  Mission  to  carry  out  its  obligations.  Your  granting  this  re- 
quest will  permit  Mission  to  avoid  a  great  loss  at  this  time,  and  afford  it  an 
opportunity  of  completing  the  transaction  under  more  favorable  conditions. 

Standard  Oil  Company's  reply  was  brief  and  unequivocal.  Under 
date  of  June  20,  1929,  it  wrote 
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Your  letter  of  the  sixth  instant  in  which  you  request  a  three-year  moratorium 
on  payments  of  both  principal  and  interest,  with  a  corresponding  deferment  of 
the  payment  of  instalments  and  a  waiver  of  interest  was  duly  received.  After 
full  consideration,  our  Board  has  concluded  not  to  grant  your  request,  and  is 
expecting  you  to  comply  with  your  contract  obligations. 

Mission  Securities  sent  William  F.  Humphrey,  vice  president  of 
Tidewater  Associated  Oil  Company,  as  its  personal  representative  to 
intercede  with  the  officers  of  Standard  Oil  Company.  ^°^  Humphrey 
first  suggested  that  if  the  moratorium  were  not  granted  the  contract 
should  be  canceled  and  the  total  consideration  of  $8,241,041  should  be 
returned,  "as  the  purchaser  had  received  no  benefit  from  the  contract 
and  the  seller  had  suffered  no  loss."  ^"^ 

The  Standard  Oil  rej)resentatives  stated  that  the  board  of  directors 
would  not  consider  returning  any  part  of  the  consideration.^*^^  Hum- 
phrey then  suggested  that  the  Standard  Oil  Company  deliver  to 
Mission  Securities  as  many  shares  of  Tidewater  stock,  calculated  at 
the  per-share  contract  price,  as  the  full  amount  of  the  cash  payment 
theretofore  made  would  pay  for.     The  Standard  Oil  representatives 

»"=  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  71. 
3««  Id.,  Commission's  Exhibit  No.  74. 
»"'  Id.,  Commission's  Exhibit  No.  75. 
SOS  Ibid. 
«»  Ibid. 
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replied  that  their  company  would  not  consider  reducing  the  number 
of  shares  held  in  the  block  covered  by  the  purchase  agreement.^^" 
Finally,  Mr.  Humphrey  was  informed  that  the  board  of  directors  of 
Standard  Oil  Company  refused  to  grant  the  moratorium,  and  also 
refused  to  return  any  jpart  of  the  consideration  or  to  deliver  shares 
of  the  common  stock  of  Tidewater  Associated  Oil  Company  in  return 
for  the  consideration  paid.^^^ 

The  syndicate  was  compelled  to  permit  Standard  Oil  Company  to 
declare  a  forfeiture  of  everj'  dollar  that  was  paid  by  the  participants. 
Petroleum  Corporation's  net  loss  in  this  venture  was  $1,984,844.77,^^^  a 
sum  which  nevertheless  was  less  than  20%  of  the  amount  which  it 
might  have  lost  by  reason  of  its  liability  under  the  syndicate  agree- 
ment. This  was  conceded  by  Hunter  Marston  in  his  testimony  before 
the  Commission :  "^ 

Q.  Let  lis  see  if  we  can  see  what  has  transpired  up  to  the  present  time. 
They  made  an  agreement  on  May  9,  1930,  which  involved  this  com.mitment  of 
$43,000,000;  isn't  that  so? 

A.  Yes.  That  is  a  potential  commitment.  There  was  an  actual  commit- 
ment of  $2:3,000,000. 

Q.  This  rapid  decline  [in  the  market  price  of  the  Tidewater  stock]  could  have 
taken  place  after  the  second  instalment;  isn't  that  so?  I  mean,  you  were  lucky 
it  happened  after  only  the  first  payment,  or  else  you  would  have  been  in  for 
$14,000,000? 

A.  That  seems  a  fairly  accurate  conclusion. 

******* 

Q.  And  by  the  time  the  second  modified  instalment  became  due  you  had  paid 
sufficient  money  on  your  first  instalment  to  pay  for  the  entire  block;  isn't 
that  so? 

A.  At  the  market  price ;  that  is  so. 

Q.  At  the  market  price ;  and  for  that  $7,000,000  payment  you  never  received 
a  single  share  of  Tidewater  stock.  The  only  thing  you  had  was  your  con- 
tractual obligation  to  get  the  million  shares,  provided  you  paid  the  $23,000,000; 
isn't  that  so? 

A.  That  is  according  to  the  contract. 

Elisha  Walker  testified  to  the  same  effect  as  to  the  outcome :  ^^^ 

Q.  And  ultimately  the  entire  agreement  was  abandoned  and  the  $7,719,000  was 
completely  lost,  except  with  one  possible  saving  feature,^'  isn't  that  so;  when 


sio  Ibid. 

s"  Ibid. 

312  The  total  of  Petroleum  Corporation's  payments  was  $2,064,760.38  (principal  and 
interest).  It  received  back  a  payment  of  $55,782.98  and  a  payment  of  $24,092.63,  probably 
as  its  share  of  dividends  received  on  the  Tidewater  stock  by  the  syndicate  prior  to 
discontinuance  of  Tidewater  dividends.  The  net  loss  was  thus  $1,984,884.77.  (Reply  to  the 
Commission's  qui-stionnaire  for  Petroleum  Corporation  of  America,  Exhibit  A,  Schedule  8.) 

2^3  Public  Examination,  The  Equity  Corporation,  at  887-9. 

31*  Op.  cit.  supra,  note  1,  at  2981-2. 

3^"^  At  the  end  of  1935,  Petroleum  Corporation  acquired  from  Revada  a  10%  interest  in  an 
option  held  by  Revada  Corporation  which  gave  Revada  the  right  to  purchase  on  or  before 
December  31,  1937,  250,000  shares  of  common  stock  of  Tidewater  Associated  Oil  Cor- 
poration for  $3,575,000  ($14.30  per  .share)  which  option  was  exercisable  as  a  whole  only. 
(Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  335.)  Mr.  Marston  was  of  the  opinion 
that  this  option  might  make  possible  the  recoupment  of  a  portion  of  the  corporation's  loss 
in  the  Mission  Securities  venture.     (Public  Examination,  The  Equity  Corporation,  at  598.) 
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the  agreements  were  terminatecl,  tlie  syndicate  did  not  get  a  single  share  of 
Tidewater  Associated  Oil  stock? 

A.  That  is  right. 

Q.  And  Petroleum  Corporation  did  not  get  a  single  share  of  Tidewater  Asso- 
ciated Oil  stock,  and  dropped  approximately  $2,000,000;  isn't  that  so? 

A.  That  is  right. 

Q.  And  that  was  all  in  connection  with  an  attempt  to  merge  Tidewater 
Associated  Oil  with  Sinclair  Consolidated,  substantially ;  isn't  that  so? 

A.  I  don't  agree  that  that  is  the  limitation  that  you  should  place  on  the 
merger,  or  on  the  freedom  of  action  to  sell  the  stock  if  the  market  had  gone  up. 

The  participation  of  Petroleum  Corporation  in  a  venture  of  such 
magnitude  and  specuhitive  qualities  is  explicable  only  in  terms  of  the 
affiliations  of  the  investment  comj^any's  directors  and  dominating 
influences.  At  this  period.  Sinclair  Consolidated  Oil  Cor])oration 
had  become,  as  Earl  W.  Sinclair  conceded,^"^  Petroleum  Corpora- 
tion's largest  stockholder  and  its  dominant  influence.  Elisha  Walker, 
chairman  of  Petroleum  Corporation's  board  of  directors  was  also 
chairman  of  the  board  of  Bancamerica-Blair  Corporation,  a  director 
of  Sinclair  Consolidated  Oil  Corporation,  a  director  of  Interstate 
Equities  Corporation,  and  chairman  of  the  board  of  Transamerica 
Corporation.^^"  Hunter  Marston.  president  of  Bancamerica-Blair 
Corporation,  was  a  director  of  Petroleum  Corporation,  a  director  of 
Tidewater  Associated  Oil  Corporation,  and  a  director  of  Interstate 
Equities  Corporation"'^  Edward  R.  Tinker,  a  director  of  Petroleum 
Cor})oration,  was  also  a  director  of  Sinclair  Consolidated  Oil  Corpo- 
ration, and  president  of  Interstate  Equities  Corporaticm.^'^ 

Huntei"  INIarston,  seeking  to  explain  why  these^  various  ventures 
revolved  around  the  person  of  Harry  Sinclair,  based  his  explanation 
on  the  circumstance  that  Sinclair  "has  had  his  nose,  so  to  speak, 
in  a  good  many  situations."     He  testified 
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A.  Well,  we  thought  that  we  knew  a  good  deal  about  oil  stocks,  and  jNIr. 
Tinker,  the  president  of  the  Chase  Securities  Corporation,  after  we  had  invited 
him  to  come  as  president  of  the  Interstate,  his  firm  and  ours  had  been  bankers 
for  Sinclair,  so  naturally,  in  many  of  the  things  that  Sinclair  was  interested 
or  involved  in  were  discussed  with  ns,  and  being  bankers  on  the  situations 
which  we  would  hear  about,  we  would  take  up  with  him  all  of  the  Tidewater 
or  such  other  oil  propositions  as  we  had.  So  that  that  probably  accounts  for 
the  fact  that  Sinclair's  name,  as  you  say,  sticks  out  in  all  of  these  situations. 

Q.  I  am  vitally  interested  in  that  situation,  as  a  matter  of  principle,  aside 
from   the   specific   application. 

A.  I  think  that  the  explanation  is  that  probably  Mr.  Sinclair  over  a  number 
of  years  had  been  one  of  the  most  active  men  from  the  standpoint  of  investigat- 


«6  0p.  cit.  .supni,  Tiote  1.  at  30sr,. 

''"Mr.  Walker  testified  (id.,  at  2970)  : 

Q.   In  any  event,  you  were  on  the  Sinclair  Board,  you  were  associated  with  Petroleum 
Corporation.    Interstate   Equities,   and   Bancamerica-Blair,   which   was   the  sponsor  of 
Interstate  Equities,  and  sponsor  of  the  Petroleum  Corporation,  and  one  of  the  bankers 
for  the  Sinclair  interests:  isn't  that  so? 
.\.   Yes. 

s'ls  Public  Examination.  The  Equity  Corporation,  at  oSS. 

SI"  Ibid. 

320  Id.,  at  605. 
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iiifr  other  properties.  That  property  was  built  up  as  you  probably  recall  from 
nothing  to  one  of  the  third  lai'gest  corporations  today,  and  so  he  has  liart 
his  nose,  so  to  speak,  in  a  good  many  situations.^"^ 

H.  Investors'  Experience 

The  investing-  public  in  January  1929  paid  $110,500,000  for  the 
shares  of  Petroleum  Corporation  of  America.^-'-  As  of  December 
31,  1935,  Petroleum  Corporation  possessed  net  assets  at  market  of 
$34.413,892.«- '  The  sum  of  $14,469,322  had  been  paid  out  by  the 
corporation  in  repurchases  of  its  own  stock.'^-^  and  the  sum  of  $7,059,- 
575  had  been  paid  out  as  dividends."-^  After  giving  effect  to  these 
deductions,  the  aggregate  loss,  realized  and  unrealized,  to  the  in- 
vesting public  at  the  end  of  1935  was  $54,058,000.  The  investor  who 
paid  $34  per  share  in  January  1929  and  vvho  remained  a  stockholder 
throughout  the  intervening  years  received  dividends  of  $2.83  per 
share,  and  emerged  December  1935  Avith  a  share  of  stock  whose 
asset  value  was  $17.12  "-"  and  whose  market  value  was  $14.'-'  The  net 
loss  to  the  shareholders  on  that  date  equaled  approximately  50% 
based  on  asset  value  and  59%  based  on  market  value,  before  divi- 
dends, and  41.4' f  and  49.5%,  respectively,  after  allowing  for 
dividends. 

The  stockholder  of  Petroleum  Corporation  of  America  who  was 
both  able  and  billing  to  retain  his  stock  during  the  economic  and 
corporate  vicissitudes  of  the  years  1929  to  1935.  inclusive,  benefited 
greatly  from  the  repurchases  by  Petroleum  Corporation  from  those 
of  its  "stockholders  who  relinquished  their  stock  during  that  period. 
It  has  already  been  shoAvn  ^-^  that  Petroleum  Corporation  repurchased 

■'•^  Mission  Securities,  Ltd.,  in  connection  with  whicli  Petroleum  Corporation  lost  approxi- 
mately $2,000,000  in  the  manner  described  above,  must  not  be  confused  with  Mission 
Corporation,  a  corporation  organized  in  1934  by  Standard  Oil  Company  as  part  of  a  plan 
to  distribute  ratably  to  its  stockholders  the  block  of  Tidewater  stock  which  Mission  Securi- 
ties failed  to  take  up.  In  1934  Standard  Oil  Company  transferred  1.128,123  shares  of  Tide- 
water common  stock  to  Mission  Corporation  in  exchange  for  1,128.123  shares  of  Mission  Cor- 
poration's shares.  In  January  1935  Standard  Oil  declared  a  dividend  to  its  stockholders 
of  four  shares  of  Mission  Corporation  stock  for  each  seventy-five  shares  of  Standard  Oil 
stock. 

"^  See  supra,  p.  230  et  seq. 

"^  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Exhibit  A.  As  of  December  31,  1938,  total  assets  of  Petroleum  Corporation  were 
.$25,747,658.  There  were  outstanding  in  the  public's  hands  1,963,200  shares  of  stock. 
(Annual  report  for  the  year  1938,  Petroleum  Corporation  of  America.) 

''■"  See  supra,  p.  278. 

"^  The  Corporation  paid  the  following  dividends  per  share  to  its  stockholders  ( reply  to 

the  Commission's  (|uestionnaire  for  Petroleum  Corporation  of  America,  Item  39)  : 

l!i:i9 $0.  37% 

1930 1.12% 

1931 0.50 

19.32 No  dividend 

1933 No  dividend 

1934 0.  50 

1935 0.33 

=^  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Item  28. 

3="  At  the  end  of  1938  (Decemlier  31)  the  net  asset  value  per  share  of  Petrohnim  Cor- 
poration was  .$13.08,  but  allowance  must  be  made  for  the  fact  that  %  share  of  Consolidated 
Oil  Corporation  stock  was  distributed  for  each  share  of  stock  held  by  the  stockholders  of 
Petroleum  Corporation  on  Sept.  26.  1938.  The  market  value  of  this  distribution  was  $1.80. 
As  of  December  31,  1938,  tlie  market  price  of  Petroleum  Corporation  stock  was  $9%. 
'»*  See  supra,  p.  278. 
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a  total  of  1,239,840  shares  (equal  to  37.7%  of  the  total  number  issued) 
for  the  aggregate  sum  of  $14,469,322,  an  average  of  $11.67  per  share. 
For  these  1,239,840  shares  the  original  stockholders  had  paid 
$42,154,560.32^  The  loss  of  $27,685,260  suffered  on  these  shares  re- 
dounded to  the  advantage  of  the  remaining  shareholders  to  the 
extent  of  from  $4,600,000  to  $6,000,000,  by  which  sum  asset  value  of 
the  repurchased  shares  exceeded  cost  to  the  corporation.^^" 

The  decline  in  Petroleum  Corporation's  net  assets  from  the  initial 
capital  of  $100,750,000  to  $34,413,892  as  of  December  31,  1935,  equaled 
66%  of  the  original  contributed  capital  and  60%  of  the  net  con- 
tributed capital  as  of  1935  (original  contribution  less  $14,469,000 
expended  by  the  corporation  for  repurchases  of  its  own  stock). 

An  overwhelming  portion  of  the  total  loss  suffered  by  Petroleum 
Corporation  was  the  direct  consequence  of  veiitTires  and  investments 
which  the  corporation  made,  evidently  under  the  dictation  of  its 
dominant  influences,  Harry  F.  Sinclair  and  his  banking  associates  of 
Blair  &  Co.,  Inc.,  and  Bancamerica-Blair  Corporation.  The  Prairie 
Oil  &  Gas  Company,  The  Prairie  Pipe  Line  Company  and  the  Con- 
solidated Oil  Corporation  transactions  alone  accounted  at  the  end  of 
1935  for  a  loss  of  $45,040,192;  ^^i  aiid  the  Mission  Securities  and  Rio 
Grande  Oil  Company  ventures  accounted  for  $2,391,559  additional.^^^ 
Although  the  prospective  stockholders  of  Petroleum  Corporation 
of  America  in  1929  were  not  apprised  that  it  was  the  intention  of 
the  sponsor  to  use  the  corporation's  fimds  in  furtherance  of  Sin- 
clair's aspirations  in  tlie  oil  industry,  and  although  the  name  of 
Sinclair  never  appeared  in  connection  with  the  company's  organi- 
ses On  the  basis  of  $34  per  share,  the  issuing  price  in  January  1929. 
s^oThis  figure  is  an  approximate  estimate,  computed  on  the  basis  of  a  comparison  of  the 
asset  value  per  share  at  each  year  (reply  to  the  Commission's  questionnaire  for  Petroleum 
Corporation,  Table  7a)  with  the  average  cost  per  share  repurchased  each  year,  as  shown 
in  the  following  table : 

Petroleum  Corporation  of  America — Repurchase  of  corporation's  capital  stock 


(1) 

Year 

(2) 

Number 
of  shares 

(3) 

Percent 

of 

total 

sold 

(4) 

Aver- 
age 
cost 
per 

share 

(o) 

Total 

amount 

(cost) 

(6) 

Approx- 
imate 
year- 
end 

market 
price 

(7) 

Asset 
value 
per 
share 
end  of 
year 

(8) 

Total 

amount 

(asset 

value) 

(9) 

Estimated 
e.xcess  of 
asset  value 
over  cost  of 
shares  re- 
purchased 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

312, 100 

202,  300 

389, 140 

160,  400 

45, 800 

52. 800 

77,  300 

9 

6 

12 

5 

1.4 
1.6 
2.4 

$23. 96 
10.74 
5.86 
5.71 
7.51 
9.74 
9.88 

.$-,  478,  500 
2, 173,  500 
2,  278.  900 
916,  600 
344,  200 
514, 100 
763,  500 

.$20 
6?i 
SVs 

14 

$31. 75 
13.82 
6.52 
7.23 
14.14 
12.56 
17.12 

$9.  909, 175 
2,  795.  786 
2.  537, 193 
1, 159.  692 
647,  612 
663, 168 
1,  323,  376 

$2,430,675 
622,  286 
258,  293 
243,  092 
303,412 
149, 068 
559, 876 

Total__._ 

1,  239, 840 

38 

11.67 

14,  469, 300 

"m 

"  14. 73 

19, 036,  002 

4,  566,  702 

"  Average. 

'3'  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America,  Table  2.  As  of  De- 
cember 31, 1935,  Petroleum  Corporation  owned  1,582,340  shares  of  Consolidated  Oil  stock  (of  which  1,466,340 
shares  had  been  received  in  exchange  for  its  holdings  of  Prairie  Oil  &  Gas,  Prairie  Pipe  Line  and  Sinclair 
Consohdated  stock)  whose  cost  to  the  corporation  was  stated  in  the  questionnaire  as  .$64,028,272.50.  The 
market  value  at  that  date  was  $18,988,080.  (Ibid.) 

332  Petroleum  Corporation's  loss  in  the  Mission  Securities  syndicate,  after  allowing  for  all  returns,  was 
$1,984,884.  Petroleum  Corporation's  loss  in  the  Rio  Grande  syndicate — after  allowing  for  all  returns,  was 
$406,675.  (Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America,  Balance  Sheet, 
Schedule  8.) 
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zation,  or  its  operations  until  1932,^^^  approximately  88  cents  out 
of  every  dollar  which  the  investment  company  possessed  from  its  in- 
ception until  1938  were  either  invested  in,  or  committed  to,  transac- 
tions in  which  Sinclair  and  his  bankers,  Blair  &  Co.,  Inc.,  were 
vitally  and  directly  interested.^^* 

During  the  same  period  in  which  the  investors  who  purchased 
Petroleum  Corporation's  stock  suffered  a  loss  of  $54,000,000,  Sin- 
clair, Blair  &  Co.,  and  their  associates  and  distributors  realized  tangi- 
ble cash  benefits  in  excess  of  $18,000,000.  These  cash  benefits  are 
summarized  in  the  following  table : 

Excess  of  selling  price  of  Prairie  stocks  over  cost  to  Syndicate—     $6, 517,  910 

Underwriting  fees  received  by  Blair  &  Co.  and  shared  with  asso- 
ciates and  distributors o  9,  750,000 

Cash  actually  received  for  payment  of  option  warrants 571,  425 

Excess  over  market  received  by  Sinclair  Consolidated  Oil  Corpor- 
ation in  sale  of  Prairie  stocks  to  Petroleum  Corporation 750,  000 

Profit  received  by  Blair  &  Co.  from  sale  of  Petroleum  Corpora- 
tion's stock  to  Sinclair  Consolidated  Oil  Corporation  in  connec- 
tion with  the  above  transaction 224,  587 

Fee  received  by  Blair  &  Co.  in  connection  with  Prairie-Sinclair 
consolidation  (less  $90,000  paid  over  to  Petroleum  Corporation)  __  610,000 

Fees  paid  to  Blair  &  Co.,  Inc.,  and  Bancamerica-Blair  Corporation 
for  research,   selection,    and   supervision   of   investments » 55,000 

Total '^  $18,  478, 922 

»  Allowance  should  be  made  in  connection  with  this  item  for  the  $606,6.50  sacrificed  to 
Blair  &  Company's  preferred  list  and  the  commissions  which  were  lost  by  the  Banking 
Group  in  seeking  to  stabilize  the  market. 

"  In  1929  Petroleum  Corporation  paid  $3.5,000  and  in  1930,  $20,000  to  Blair  &  Co..  and 
Bancamerica-Blair  Corporation.  (Reply  to  the  Commission's  questionnaire  for  Petroleum 
Corporation  of  America.  Exhibit  A,  Schedule  20-A,  and  supplementary  information  supplied 
to  the  Commission  for  Petroleum  Corporation  of  America.) 

c  Not  included  in  the  cash  benefits  enumerated  above  are  such  items  as  the  $1,000,000 
loss  which  Sinclair  Consolidated  Oil  Corporation  avoided  by  its  sale  to  Petroleum  Corpora- 
tion of  the  Vacuum  Oil  stock  ;  the  .'!;148,862  paid  during  the  period  as  fees  to  directors  and 
members  of  the  executive  committee ;  the  salaries  to  cfiicers  totaling  $241,3.'55  for  the 
period  ;  and  the  brokerage  fees  paid  to  firms  with  which  members  of  the  sponsoring  group 
were  affiliated.  In  the  year  1935  alone  brokerage  fees  were  paid  to  groups  in  which 
directors  of  Petroleum  Corporation  were  members,  as  follows  : 

Kuhn,  Loeb  &  Co.   (Elisha  Walker,  partner) $14,731 

Hayden,    Stone  &  Co.    (Charles  Hayden,  partner) 2,719 

E.   F.   Hutton  &  Co.    (RulofE  Cutten,  partner) 2,072 

(Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America,  Item  60, 
Table  b.) 

333  It  will  be  recalled  that  Sinclair's  name  appeared  nowhere  on  the  offering  circular, 
nor  on  the  long  list  of  directors,  but  instead  the  offering  circular  stated  with  respect  to 
the  Prairie  stock  that  "These  companies  are  of  the  so-called  Standard  Oil  Group."  Elisha 
Walker,  in  testimony  quoted  supra,  stated  that  the  Sinclair  Consolidated  Oil  Corporation 
was  a  comparatively  new  institution,  without  the  background  of  more  seasoned  stocks 
like  the  Standard  Oil  stocks  and  presumably  without  attraction  to  the  investing  public. 
When  the  Sinclair  Consolidated  Oil  Corporation  in  October  1928  wished  to  market  1,130,000 
shares  of  its  own  stock,  Mr.  Walker  claimed  that  almost  the  only  way  in  which  this  stock 
could  be  gotten  iuto  the  hands  of  the  public  was  through  the  medium  of  the  market 
operations  conducted  by  Arthur  W.  Cutten  on  behalf  of  the  Sinclair  syndicate. 
33^  These  investments  and  commitments  were  as  follows  : 

Prairie  Oil  &  Gas  and  Prairie  Pipe  Line  stock  (purchase) $64,  ?.56,  596 

Sinclair  Consolidated   Oil  stock    (purchase) 2,577,560 

Mission    Securities    syndicate    (commitment) 10.787,000 

Rio    Grande    syndicate    (cominitnu'Ut) 2,200.000 

Rio  Grande  revolving  credit   (loan) 1,250,000 

Tidewater  Associated   Oil   stock    (purchase) 2,938,870 

Vacuum   Oil  .stock    (purchase) 4,406,000 

$88,  516,  026 
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Substantial  as  was  his  share  of  the  enumerated  monetary  benefits, 
Harry  F.  Sinclair  secured  for  himself  and  his  compauA^  advantages 
which  doubtless  transcended  in  importance  and  duration  those  which 
expressed  themselves  in  simple  terms  of  immediate  money  gain.  For 
him  there  were  the  comprehensive  advantages  inherent  in  control  of 
Petroleum  Corporation  of  America  by  Consolidated  Oil  Corporation. 

Curiously,  the  benefits  to  the  sponsors  of  Petroleum  Corporation  of 
America  seem  invariablj^  to  have  coincided  with  losses  to  the  corpo- 
ration and  its  body  of  public  stockholders.  Not  a  single  instance  can 
be  ascertained  among  all  Petroleum  Corporation's  investments  and 
transactions  ascribable  to  the  sponsor  group,  which  redounded  in  any 
way  to  the  pecuniary  advantage  of  the  corporation.  Without  excep- 
tion, every  transaction  from  which  the  sponsors  profited  in  one  form 
or  another  resulted  in  a  loss  to  the  corporation. 

It  is  significant  that  all  of  these  transactions  were  strongly  tinged 
with  self-dealing  on  the  part  of  the  sponsors.  While  occupying  posi- 
tions of  trust  and  confidence  in  relation  to  the  stockholders,  execu- 
tive officers  and  directors  of  Petroleum  Corporation  of  America  un- 
dertook to  represent  the  corporation  as  its  faithful  agents  in  transac- 
tions in  which  they  were  themselves  personally  interested  as  princi- 
pals, adversely  to  the  corporation. 

Elisha  Walker,  who  for  three  years  was  chairman  of  Petroleum 
Corporation's  board  of  directors  and  that  of  its  sponsor,  Bancamerica- 
Blair  Corporation,  ventured  to  discuss  this  subject  briefly  at  the  public 
examination  before  the  Commission.  Speaking  with  relation  to  the 
purchase  by  Petroleum  Corporation  of  15,000  shares  of  Sinclair  Con- 
solidated Oil  Corporation  stock  from  the  Sinclair  Syndicate  operation 
in  which  Blair  &  Co.  was  one  of  the  principals,^^^  Mr.  Walker 
stated :  ^^''' 

A.  *  *  *  I  am  not  going  to  have  the  good  faith  of  these  directors  im- 
pugned by  intimating  that  they  were  bailing  out  for  the  sake  of  15,000  shares, 
of  a  1,000,000  share  transaction.     There  is  absolutely  nothing  to  it. 

Q.  Well,  the  fact  Is,  Mr.  Walker 

A.  These  directors  are  men  of  honor  and  standing  hi  the  community,  and 
they  weren't  being  used  for  suckers. 

Q.  The  fact  is,  though,  that  Blair  and  Company  was  mterested  in  this  pool 
of  Sinclair  Consolidated  Oil  Corporation. 

A.  Yes. 

Q.  And  Mr.  Harry  F.  Sinclair  was  interested. 

A.  Yes,  you  have  recited  all  of  that. 

Q.  And  the  fact  is  that  at  the  tail  end  of  the  pool  they  sold  to  Petroleum 
Corporation  this  15,000  shares  at  $40  a  share;  isn't  that  so? 

A.  Yes,  you  have  stated  so. 

Q.  And  the  fact  is  that  you  were  a  participant  in  Sinclair  Consolidated  Oil 
pool. 

A.  Yes. 

Q.  And  the  fact  is  that  you  were  one  of  the  moving  spirits  in  Petroleum 
Corporation. 

A.  Petroleum  Corporation  had  a  paid  president  and  a  very  capable  and  able 
man,  Mr.  John  Markham,  who  was  paid  for  his  work,  and  I  was  chairman 
of  the  board  in  an  advisory  capacity  without  compensation. 


225  Discussed  in  detail,  supra,  pp.  275—7. 
328  Op.  cit.  supra,  note  1,  at  3030-2. 
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Q.  And  the  fact  is  that  without  imputing  any  bad  faith,  that  you  were  sub- 
stantially on  both  sides  of  that  transaction,  isn't  that  so? 

A.  I  was  substantially  on  both  sides,  yes. 

Q.  And  the  only  thing  I  am  interested  in,  is  not  whether  it  was  bad  faith 
or  good  faith,  but  is  that  a  healthy  condition  to  exist  at  any  time  with  any 
person  ? 

A.  Oh,  there  are  times  when  it  is  to  the  advantage  of  a  corporation  to  be 
dealing  with  directors. 

Q.  Will  you  give  me  a  single  instance? 

A.  As  long  as  the  directors  are  honest  and  capable  people. 

Q.  Will  you  give  me  a  single  instance  in  the  entire  history  of  Petroleum 
Corporation,  that  started  with  $110,000,000,  raised  through  securities  that  were 
sold  to  the  public,  and  wound  up  in  1936  with  $35,000,000,  that  redounded  to 
the  benefit  of  the  trust — one  single  transaction,  Mr.  Walker,  in  that  entire  period 
where  the  trust  received  any  benefit  from  its  association  with  Blair  and 
Company  ? 

A.  I  think  that  is  an  unfair  question  to  ask  me  without  preparation  on  it,  but 
I  know  that  I  have  been  of  value  to  this  corporation,  and  I  don't  question  it 
for  one  second,  and  I  think  that  the  directors  will  all  support  me  in  that 
statement. 

*  *  **♦  *  •  » 

Q.  *  *  *  I  asked  a  simple  question  of  fact.  I  asked  in  studying  the  rela- 
tion between  an  investment  banking  house,  and  an  investment  company,  what 
are  the  advantages  and  disadvantages.  And  now  can  you  tell  us  any  of  the 
advantages  which  accrued  to  the  trust  by  the  virtue  of  its  association  with 
Bancamerica-Blair  during  the  entire  period? 

A.  I  am  not  prepared  to  answer  a  general  question  of  that  type,  but  I  know 
that  there  are  advantages. 

VIII.     INVESTMENT     TRUSTS     AND     COMPANIES     CON- 
TROLLED BY  DONALD  P.  KENYON  AND  ASSOCIATES 

A.  Summary 

In  December  1935,  Donald  P.  Kenyon,  a  promoter,  purchased  for  the  sum  of 
$2,300  a  management  and  distribution  agreement  which  gave  him  control  of 
Alpha  Shares,  Inc.,  a  restricted  management  type  investment  company  with 
approximately  $43,000  of  liquid  assets.  He  promptly  caused  his  own  intimate 
associates  and  himself  to  be  made  directors  and  officers  of  this  company.  The 
first  official  act  of  the  new  management  was  to  remove  the  investment  restrictions 
so  as  to  permit  Mr.  Kenyon's  control  to  be  unhampered. 

By  selling  the  marketable  securities  oiit  of  the  portfolio  of  Alpha  Shares,  Inc., 
and  s\ibstituting  therefor  the  practically  worthless  securities  of  other  companies 
controlled  by  him,  Mr.  Kenyon  secured  funds  to  purchase  control  of  a  group  of 
investment  and  sponsoring  companies  consisting  of  National  Associated  Dealers, 
Inc.;  Lancaster,  Havens  &  O'Brien,  Inc.;  Monthly  Income  Shares,  Inc.,  of  New 
Jersey;  and  Monthly  Income  Shares,  Inc.,  of  New  York,  representing  roughly  an 
aggregate  of  about  $350,000  of  assets.  This  second  acquisition  was  completed  in 
February  1936,  and  within  a  few  weeks  Kenyon  entered  into  an  agreement  for 
the  purchase  of  control  of  North  Bergen  Trust  Company,  a  bank  located  in  North 
Bergen,  New  Jersey,  for  $50,000  plus  a  contribution  to  the  surplus  account,  re- 
quired by  the  banking  commissioner  of  New  Jersey,  of  $39,000.  Mr.  Kenyon 
secured  the  money  to  pay  for  this  acquisition  by  having  George  R.  Grantham, 
an  associate,  borrow  $50,000  from  Monthly  Income  Shares,  Inc.,  of  New  York, 
a  management  investment  company,  and  by  having  Mr.  Grantham  borrow 
$36,000  from  Monthly  Income  Shares,  Inc.,  of  New  Jersey,  a  management  invest- 
ment company,  a  total  of  $86,000,  or  nearly  all  the  sum  of  $89,000  required  to 
complete  the  transaction. 
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Upon  his  acquisition  of  control  of  the  bank  Mr.  Kenyon  installed  his  asso- 
ciates as  officers  and  directors  and  made  substantial  loans  to  himself,  to  other 
officers  and  directors  and  to  companies  controlled  by  himself  and  other  officers 
and  directors,  in  total  amounts  of  about  $154,000.  He  also  sold  a  large  portion 
of  the  more  conservative  bond  investments  of  the  bank  and  replaced  them  with 
speculative  common  stocks,  all  of  which  was  subsequently  criticized  severely  by 
examiners  of  the  Federal  Deposit  Insurance  Corporation  as  being  not  only  unwise 
and  unsound  banking  policy  and  a  violation  of  applicable  banking  statutes, 
but  as  having  resulted  in  a  serious  impairment  of  the  bank's  capital  assets. 

Within  a  month  or  so  of  his  acquisition  of  the  North  Bergen  Trust  Company, 
Mr.  Kenyon  commenced  negotiations  for  the  acquisition  of  a  group  of  invest- 
ment companies  and  trusts  which,  at  that  time,  were  sponsored  and  controlled 
by  a  corporation  known  as  Universal  Shares,  Ltd.,  a  holding  and  sponsoring  com- 
pany of  investment  trusts  and  investment  companies.  This  group  consisted  of  a 
series  of  investment  companies  and  trusts  and  miscellaneous  sponsoring  and 
distributing  companies  having  total  assets  of  about  $14,000,000.  Mr.  Kenyon  first 
purchased  the  interests  of  one  Harold  E,.  Espey  for  $20,000  and  the  interest  of 
one  Murray  R.  Spies  for  $40,000.  As  part  of  the  consideration  of  the  transfer 
from  Mr.  Spies,  Mr.  Kenyon  secured  a  written  promise  from  Mr.  Spies  not  to  inter- 
fere with  any  future  program  adopted  by  the  management.  Mr.  Kenycn  then 
perfected  control  over  Universal  Shares,  Ltd.,  and  its  subsidiaries  by  negotiating 
for  and  securing  the  resignation  of  the  then  voting  trustees  who  controlled 
Universal  Shares,  Ltd.,  and  who  were  also  the  voting  trustees  of  the  stock  of 
certain  of  the  subsidiaries. 

As  soon  as  he  was  installed  with  his  associates  in  the  key  offices  of  these 
companies,  Mr.  Kenyon  proceeded  systematically  to  deplete  their  assets  for  his 
own  personal  use.  His  first  act  was  to  have  each  of  the  monthly  income  shares 
corporations  authorize  an  issue  of  Class  AA  preferred  stock  which  was  to  take 
priority  over  the  voting  common  stock  of  those  two  corporations,  but  which  was 
in  each  case  subordinate  to  the  outstanding  Class  A  preferred  stock  in  respect 
to  both  dividends  and  liquidation  rights.  Since  there  were  insufficient  assets  in 
the  cases  of  both  Monthly  Income  Shares  corporations  to  meet  the  prior  claims 
of  the  senior  stock,  which  was  the  Class  A  stock,  the  newly  cieated  Class  AA 
stock  was  in  both  cases  without  asset  value  and,  in  addition,  the  Class  AA  stock 
in  both  cases  had  no  voting  power. 

Despite  these  facts,  Mr.  Kenyon  represented  to  the  board  of  directors  of  In- 
vestors Fund  of  America,  Inc.,  one  of  the  newly  acquired  investment  companies, 
which  board  consisted  of  himself  or  his  associates,  that  this  newly  acquired 
issue  was  the  senior  issue,  and  had  the  board  adopt  a  resolution  to  buy  135,000 
shares  of  the  Class  AA  stock  of  Monthly  Income  Shares,  Inc..  of  New  York,  and 
115,000  shares  of  the  Class  AA  stock  of  Monthly  Income  Shares  Inc.  of  New 
Jersey,  at  a  price  of  $1  per  share,  or  a  total  purchase  price  of  $250,000.  At  the 
same  meeting,  Mr.  Kenyon  proposed  that  Investors  Fund  of  America,  Inc.,  pur- 
chase from  himself  a  total  of  350  shares  of  the  stock  of  North  Bergen  Trust  Com- 
pany for  $115  a  share,  or  a  total  of  $40,250.  In  these  proposed  transactions, 
however,  Mr.  Kenyon  met  an  obstacle  in  a  custody  agreement  whereby  Estate 
Administration,  Inc.,  a  corporation,  was  required  to  approve  every  purchase  made 
for  the  account  of  Investors  Funds  of  America,  Inc.  There  v/ere  also  other 
restrictions  in  the  charter  as  to  the  type  of  securities  that  could  be  purchased 
with  which  the  proposed  purchases  did  not  comply,  and  a  provision  that  all  pur- 
chases must  be  made  through  members  of  the  New  York  Stock  Exchange.  Mr. 
Kenyon  overcame  the  obstacle  of  the  management  contract  by  paying  Estate 
Administration,  Inc.,  $20,000  to  cancel  all  its  contracts  and  thus  release  all  its 
control  over  Investors  Fund  of  America,  Inc.  He  then  appointed  a  personal 
acquaintance,  one  Edward  E.  Embree,  as  investment  administrator  and  paid 
him  $500.  Mr.  Embree  thereupon  approved  the  proposed  purchases.  Mr.  Kenyon 
then  proposed  amendments  to  the  charter  which  would  remove  all  investment 
restrictions.  By  permitting  certain  dealers  who  objected  to  the  proposed  charter 
amendments  to  surrender  all  the  shares  which  they  owned  or  represented  at  a 
stipulated  asset  value,  Mr.  Kenyon  eliminated  these  objecting  dealers. 

Mr.  Kenyon  then  commenced  to  deplete  the  assets  of  United  Standard  Oil 
fund  of  America,  Inc..  one  of  the  investment  companies  in  the  Universal  Shares, 
Ltd.,  group.  As  in  the  previous  cases,  he  secured  loans  to  himself,  or  corporations, 
or  individuals  controlled  by  him  and  substituted  notes  and  other  evidences  of 
debt  which  were,  in  fact,  worthless,  for  good  assets  which  were  sold  to  raise  the 
money  for  his  purposes. 
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In  the  period  of  approximately  one  year  during  which  he  controlled  or 
dominated  these  various  companies  and  organizations,  Mr.  Kenyon  obtained 
more  than  $900,000  by  borrowing  from  these  organizations  without  collateral 
or  in  worthless  collateral;  by  selling  them  worthless  securities;  by  charging  them 
extremely  high  commissions  for  various  services,  some  of  which  were  never 
rendered,  and  other  similar  methods. 

In  the  fall  of  1936,  after  the  State  authorities  began  to  Investigate  the  Monthly 
Income  Shares  companies,  and  the  Federal  Deposit  Insurance  Corporation  began 
its  investigation  of  the  North  Bergen  Trust  Company,  Mr.  Kenyon  and  his  asso- 
ciates ultimately  relinquished  control  of  practically  all  these  companies  and  made 
restitution  of  a  part  of  the  siims  taken.  However,  Mr.  Kenyon  and  his  associates 
retained  a  substantial  part  of  the  sums  obtained  from  these  companies. 


Donald  P.  Kenyon,  a  native  of  Boston,  Massachusetts,  had  been 
engaged  in  promotional  activities,  principally  in  real  estate  in  that 
city,  until  December  1935.  At  that  time  he  went  to  Xew  York  City 
and  with  one  Frank  Bryant,  a  former  associate,  opened  ojffices  to 
conduct  a  general  investment  business  and  to  act  as  fiscal  agent  for 
Administrative  Corporation,  a  depositor  for  several  fixed  trusts. 

In  December  1935,  Mr,  Kenyon  started  a  program  of  acquiring 
control  of  investment  trusts  and  investment  companies  which  ulti- 
mately involved  the  acquisition  of  control  of  groups  of  financial 
organizations  and  the  use  of  their  assets  for  his  own  purposes.  Ac- 
quisition of  control  of  these  organizations  was  in  four  steps,  all  of 
which  occurred  within  the  period  of  six  months  from  December  9, 
1935,  to  June  10,  1936.  Mr.  Kenyon's  activities  began  immediately 
after  his  first  acquisition  on  December  9,  1935,  and  ceased,  at  least 
as  far  as  these  companies  are  concerned,  about  March  31,  1937,  after 
the  commencement  of  various  proceedings  by  the  Attorney  General 
of  New  York  and  the  Attorney  General  of  New  Jersey.  His  further 
activities  were  subsequentlj^  curtailed  by  separate  proceedings  by  the 
Federal  Deposit  Insurance  Corporation  and  the  Securities  and  Ex- 
change Commission. 

However,  during  INIr.  Kenyon's  control  over  the  organizations 
which  are  the  principal  subject  of  this  report,  covering  the  period  of 
about  16  months  between  December  9,  1935,  and  March  31,  1937,  he 
caused  these  organizations  to  suffer  severe  losses. 

Mr.  Kenyon's  counsel,  at  the  public  examination  by  the  Commis- 
sion of  these  companies,  made  the  following  statement  with  respect 
to  Mr.  Kenyon's  activities  in  connection  with  these  companies :  ^ 

*  *  It  is  true  Mr.  Kenyon  and  his  associates  did  various  things  that 
even  we  as  counsel  say  were  not  proper  *  *  *.  As  a  matter  of  fact,  it  is 
our  contention  that  Mr.  Kenyon  not  only  one  might  say  defrauded  stockholders 
and  the  public  in  general,  but  he  also  was  defrauded  when  he  bought  into 
these  companies. 

The  companies  and  trusts  involved  in  this  report  are  as  follows: 

Sponsoring,  Holding,  or  Distntuting  Companies 

Alpha  Management,  Inc. 
American  Composite  Shares  Corporation. 
Harriman  Fund  Management  Corporation. 
Investment  Trust  of  New  York,  Inc. 
Kenyon  &  Company,  Inc. 


1  Public  Examiuation,  Alpha  Shares,  Inc.,  et  al.,  at  10408. 
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Kenyon  &  Company,  Ltd.    (of  Canada). 
Lancaster,  Gorman  &  Co.,  Inc. 
Lancaster,   Havens  &  O'Brien,   Inc. 
Lancaster,  Paynter  &  Co.,   Inc. 
National  Associated  Dealers,  Inc. 
New  York  Shares  Corporation. 
Standard  Oilshares,  Inc. 
Trustee  Standard  Shares,  Incorporated. 
United  Depositor  Corporation. 
United  Sponsors,  Inc. 
United  Standard  Oilshares  Corporation. 
Universal  Shares,  Ltd. 

Manay^tnent  Investment  Companies 

Alpha  Shares,  Inc. 

Harriman  Investors  Fund,  Inc. 

Interstate  Investors,   Inc. 

Investors  Fund  of  America,  Inc. 

Monthly  Income  Shares,  Inc.    (New  Jei'sey). 

Monthly  Income  Shares,  Inc.    (New  York). 

United  Standard  Oilfund  of  America,  Inc. 

Fixed  and  Semifixed  Trusts 

American  Composite  Trust  Shares,  Cumulative  series. 

Collateral  Trustee  Shares,  Series  A. 

Trustee  Standard  Investment  Shares,   Series  "C." 

Trustee  Standard  Investment  Shares,   Series   "D." 

Trustee  Standard  Oilshares,  Series  "A." 

Trustee   Standard   Oilshares,    Series   "B." 

Trusteed  New  York  Bank  Shares. 

Bank 

North  Bergen  Trust  Conjpauy. 

B.  Alpha  Shares,  Inc. 

Mr.  Kenyon's  first  acquisition  was  Alpha  Shares,  Inc.,  effected  on 
December  9,  1935.  This  acquisition  Mr.  Kenyon  made  by  causing  his 
agent  to  purchase  from  Alpha  Distributors,  Inc.  all  the  stock  in 
Alpha  Management,  Inc.,-  which  in  timi  controlled  Alpha  Shares, 
Inc.,  an  investment  company,  by  means  of  management  and  distribu- 
tion agreements.^  The  consideration  for  the  transaction  was  $7,500, 
but  because  Alpha  Management,  Inc.,  owned  $6,200  of  United  States 
Government  bonds  which  were  transferred  at  the  time  of  settlement  to 


"  Id.,  Commission's  Exliibit  No.  3106. 

See  also  Hearings  in  the  Matter  of  Donald  P.  Kenyon,  Charles  R.  Kenyon,  Norman  E. 
Dizer,  George  Grantham,  Edward  Embree,  Harry  Pasternak,  Kenyon  &  Company,  Inc.,  held 
on  April  28,  1937,  pursuant  to  order  for  investigation  dated  April  22.  1937,  under  Sec. 
19   (b)   and  Sec.  20    (a)   of  the  Securities  Act  of  1933,  pp.  387-94. 

s  Hearings  in  the  Matter  of  Donald  P.  Kenyon,  Charles  R.  Kenyon,  Norman  E.  Dizer, 
George  Grantham,  Edward  Embree,  Harry  Pasternak,  Kenyon  &  Company,  Inc.,  held  on 
April  28,  1937,  pursuant  to  order  for  investigation  dated  April  22,  1937,  under  Sec.  19  (b) 
and  Sec.  20  (a)  of  the  Securities  Act  of  1933,  pp.  387-8. 
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Alpha  Distributors,  Inc.,  only  $2,300  cash  was  actually  paid  by  Mr. 
Kenyon/ 

Alpha  Shares,  Inc.  had  been  incorporated  under  the  laws  of 
Maryland  in  1933  as  a  restricted  management  type,  open-end  invest- 
ment company.^  It  had  immediateh^  executed  a  management  and 
distribution  agreement  with  Alpha  Management,  Inc.,  a  subsidiary 
of  its  sponsor,  Alpha  Distributors,  Inc..  which  served  to  perfect  con- 
trol of  the  company  in  the  hands  of  the  sponsors.**  From  the  date 
of  its  organization  to  the  time  of  Mr.  Kenyon's  acquisition  of  control 
of  the  company,  21,144  shares  of  the  company's  $1  par  common  stock 
were  sold  to  the  public  at  prices  ranging  from  $5  to  $6.50  per  share.'^ 
During  the  same  period  14,660  shares  of  the  stock  were  repurchased 
on  demand  of  the  holders.*^  The  balance  sheet  of  the  corporation  at 
December  31,  1935  showed  total  assets  of  the  corporation  to  be 
$42,723.09.  These  assets  consisted  in  the  main  of  $28,834.97  of  listed 
securities  and  $13,306  of  cash.^ 

Upon  Mr.  Kenyon's  accession  to  control  he  supplanted  the  existing 
board  of  directors  with  his  own  nominees,  his  brother  Charles  Russell 
Kenyon,  Norman  E.  Dizer,  George  R.  Grantham,  and  Helene  Sher- 
man, who  in  turn  elected  themselves  officers  of  Alpha  Shares,  Inc.^° 

1.  REMOVAL  OF  RESTRICTIONS  ON  MANAGEMENT  OF 
ALPHA  SHARES,  INC.,  AND  SALE  THERETO  OF  STOCK 
OF  KENYON  &  COMPANY,  INCORPORATED 

On  December  26.  1935,  17  days  after  Mr.  Kenyon's  acquisition  of 
control  of  Alpha  Shares,  Inc.,  a  notice  of  a  special  stockliolders' 
meeting  to  be  lield  January  27,  1936  was  mailed  to  stockholders.  At 
this  meeting,  5,019  of  the  6.152  shares  issued  and  outstanding  were 
recorded.^^  At  this  meeting  resolutious  approving  a  charter  amend- 
ment were  adopted,^-  the  effect  of  which  was  to  remove  most  of  the 
restrictions  on  the  management  and  to  vest  much  broader  joowers 
in  the  board  of  directors.  Immediately  after  the  meeting  but  before 
the  amendment  became  effective,  the  directors  adopted  a  new  list  of 
corporations  whose  securities  were  eligible  for  the  investment  of  the 
company's  funds.^^  Included  in  the  list  were  Bryant  &  Company, 
Incorporated,  Kenyon  &  Company,  Incorporated  (of  New  York),  and 
Kenyon  &  Company,  Ltd.  (of  Canada),  all  personal  corporations  of 
Mr.  Kenyon  ^*  which  he  had  recently  organized. 

The  State  Tax  Commission  of  Maryland  received  the  amendment 
to  the  charter  on  February  10,  ]936,i"'"and  on  February  13,  1936  the 
board  of  directors  of  the  company  authorized  the  purchase  of  80 

*  I(i.,  at  .".no. 

'■  Op.  cit.  supra,  note  1.  Commission's  Exhil>it  No.  :U06. 

*  Op.  cit.  supra,  note  3,  at  :!87-8. 
■'  Id.,  at  400. 

»  Summar.v  statement  supplied  tlie  Commission  for  Alplia  Shares.  Inc. 

» Ibid. 

'"Op.  rit.  supia,  note  1,  Commissioirs  Exliibit  No.  3093. 

"  Ibid. 

'2  Ibid,  and  id.,  at  19679-80. 

"  Ibid. 

1'  Ibid,  and  id.,  at  19682. 

"  Id.,  at  1!»«.s:t  and  ComMission's  Exbibit  No.  3107. 
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shares  of  the  preferred  stock  of  Kenyon  &  Company,  Inc.  at  $100 
per  share.^^  This  company  was  merely  the  instrumentalitj'^  which 
Mr.  Kenyon  used  to  facilitate  his  various  transactions."  This  stock 
was  paid  for  by  check  in  the  amount  of  $8,000  dated  February  14, 
1936,  payable  to  a  certain  "Arnold  &  Co.,"  and  endorsed  by  such  payee 
to  Kenyon  &  Company,  Inc.  by  whom  it  was  deposited.^® 

The  next  step  in  the  Kenyon  program  was  the  acquisition  of 
Monthly  Income  Shares,  Inc.  of  New  York,  Monthly  Income  Shares, 
Inc.  of  New  Jersey,  both  investment  companies,  National  Associa- 
ated  Dealers,  Inc.,  a  depositor  corporation  for  several  fixed  trusts, 
and  Lancaster,  Havens  &  O'Brien,  Inc.,  a  sponsoring  and  distributing 
company. 

2.  ACQUISITION  OF  MONTHLY  INCOME  SHARES,  INC.,  OF 
NEW  YORK,  AND  LANCASTER,  HAVENS  &  O'BRIEN, 
INC. 

Monthly  Income  Shares,  Inc.,  of  New  York  was  an  unrestricted 
closed-end  management  investment  company  incorporated  at  the 
instance  of  one  Robert  E.  Lancaster  under  the  laws  of  New  York  in 
December  1933.^^  Its  initial  authorized  capital  consisted  of  100,000 
shares  of  Class  B  voting  stock  of  the  par  value  of  10  cents  per  share, 
and  1,000,000  shares  of  Class  A  nonvoting  stock  of  the  par  value  of 
25  cents  per  share.  Upon  liquidation  of  the  company  the  Class  A 
stock  was  entitled  to  receive  $1.00  per  share  plus  i%i  of  any  assets 
which  remained  after  the  payment  of  40  cents  per  share  to  the  Class 
B  stock.  The  incorporators  of  the  company,  Joseph  A.  Pace,  George 
Shaw,  Jr.,  and  Murray  A.  Cobb  subsequently  constituted  the  board 
of  directors,  and  elected  themselves  president,  vice  president,  and 
secretary-treasurer  of  the  company,  respectively. ^°  These  indi- 
viduals were  nominees  of  Mr.  Lancaster.  They  continued  to  act  as 
officers  and  directors  of  the  company  until  they  were  supplanted  by 
Mr.  Kenvon's  nominees,  as  will  hereinafter  appear. 

Between  December  18,  1933,  and  April  2,  1934,  20,000  shares  of 
Class  B  stock  were  issued  to  Mr.  Lancaster  and  his  associates.^^ 

Immediately  upon  its  incorporation  the  company  entered  into  an 
agreement  with  Mr.  Lancaster  for  the  sale  by  him  of  50,000  shares 
of  the  Class  A  stock  to  the  public  at  a  price  to  net  the  company  50 
cents  per  share.     The  agreement  also  provided  that  INIr.  Lancaster 

1*1(3.,  at  19683-4. 

"  Id.,  at  20069-70,  aiul  Commission's  Exhibit  No.  3121 ;  see  fui'tlier  discussion,  infra, 
pp.  343-5. 

"  Id.,  at  19547-8,  19684.  and  Commission's  Exliibit  No.  3096. 

"Id.,  Commission's  Exhibit  No.  3079  (p.  2).  Robert  E.  Lancaster  at  March  1,  1939, 
was  serving  a  sentence  in  San  Qnentin  prison  for  a  fraudulent  securities  transaction  of 
wliich  he  had  been  convicted  and  sentenced  in  1928  under  the  name  of  Martin  Leach. 
Thus  his  transaction  in  New  Yorl^  under  the  alias  of  Robert  E.  Lancaster  from  1933  to 
19.^8  took  place  while  he  was  a  fugitive  from  justice.  (Derived  from  supplementary  infor- 
mation material  supplied   the  Commission  for  Investors  Fund  of  America,   Inc.) 

2°  Moodi/'s  Manual  of  Investments,  Banks,  etc.,  1936,  p.  1884. 

"Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  3079  (p.  4)  ;  see  also  People,  etc.,  v. 
Monthly  Income  Shares,  Inc.,  et  al.,  Supreme  Court  of  the  State  of  New  York,  King's 
County  (Consent  Decree  entered  May  14,  1935),  affidavit  of  Robert  R.  Wilson,  Senior 
Accountant,  Bureau  of  Securities  of  the  New  York  State  Department  of  Law,  submitted  in 
support  of  the  bill  of  complaint,  p.  51. 
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was  to  form  a  corporation  to  undertake  the  distribution  of  the  re- 
maining 950,000  shares  of  the  Class  A  stock.^- 

Thereupon,  on  April  11,  1934,  Lancaster,  Havens  &  O'Brien,  Inc. 
was  incorporated  under  the  laws  of  New  York,  primarily  as  a  secu- 
rities distributing  company.-^  Its  authorized  capital  consisted  of 
1,000  shares  of  common  stock  with  a  par  value  of  $5  per  share  and 
5,000  shares  of  preferred  stock  with  a  par  value  of  $5  per  share.^^ 
Two  hundred  shares  of  the  common  stock  vvere  issued  to  Robert  E. 
Lancaster,  apparently  being  all  the  voting  stock  issued.-^ 

On  May  26,  1934.'  ^Monthly  Income  Shares,  Inc.,  of  New  York 
granted  the  exclusive  right  to  distribute  500,000  shares  of  its  Class  A 
stock  to  Lancaster,  Havens  &  O'Brien.  Inc.  For  each  5,000  shares 
of  this  stock  sold,  the  distributor  was  to  receive  a  commission  at  the 
rate  of  10%  of  the  selling  price,  and  in  addition  the  right  to  buy 
5,000  additional  shares  at  50  cents  per  share.-^ 

It  appears  that  only  about  two-thirds  of  the  proceeds  of  the  sale 
of  this  stock  to  the  public  by  Robert  E.  Lancaster  and  by  Lancaster, 
Havens  &  O'Brien,  Inc.  under  these  distribution  agreements  was 
ever  remitted  to  the  corporation.-'  Tlie  following  table  shows  these 
transactions : 


Distributor 

Price 

Xumber  of 
shares  sold 

Gross  pro- 
^  ceeds 

Amount  re- 
ceived by 
Monthly  In- 
come Shares, 

Inc.,  of 
New  York 

R.  E.  Lancaster  (1/1/34  to  6/1934)... 

Lancaster,  Havens  &  O'Brien  (6/1934  to  2/30/36) 

.$].60-$1.10 
1.10-1.20 

50,000 
156, 181 

$54, 016.  36 
176, 176.  62 

$25,  000.  00 
128,  516. 59 

Total 

206. 181 

230,191.98 

153, 516.  59 

The  cliarter  of  Monthly  Income  Shares,  Inc.,  of  New  York  con- 
tained restrictions  against  loans  to  officers,  directors,  and  holders  of 
the  Class  B  stock  of  the  corporation;  required  at  least  50%  of  the 
company's  assets  to  consist  of  cash,  United  States  Government  bonds, 
and/or  securities  listed  on  the  New  York  Stock  Exchange  or  New 
York  Curb  Exchange ;  limited  the  investment  in  any  one  corporation 
to  an  amount  equal  to  25%  of  the  investment  company's  assets;  and 
provided  that  dividends  might  be  paid  only  out  of  net  profits  or 
earned  surplus.-^ 

The  offering  of  the  stock  was  limited  to  residents  of  the  State  of 
New  York  and  was  at  prices  ranging  from  $1.10  to  $1.20  per  share.-'' 

^  People,  etc.,  v.  Monthly  Income  Shares,  Inc.,  et  al..  Supreme  Court  of  the  State  of  New 
York,  King's  County  (Consent  Decree  entered  May  14,  193.5).  affidavit  of  Robert  R.  Wilson, 
Senior  Accountant,  Bureau  of  Securities  of  the  New  York  State  Department  of  Law,  sub- 
mitted in  support  of  the  bill  of  complaint,  p.  52.  (Derived  from  supplementary  informa- 
tion supplied  the  Commission  for  Investors  Fund  of  America,  Inc.) 

=a  Ibid. 

**  Ibid. ;  see  also  op.  cit.  supra,  note  3,  at  812,  and  Commission's  Exhibit  No.  160  thereto. 

25  Op.  cit.  supra,  note  22,  at  52. 

« Ibid. 

^''  As  disclosed  by  an  examination  by  the  office  of  tlie  Attorney  General  of  New  York. 
(Ibid.) 

'8  Id.,  bill  of  complaint,  Exhibit  A  (p.  19). 

2*  Ibid,  and  op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  3079   (p.  3). 
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By  confining  the  offering  to  one  state,  Lancaster  avoided  the  necessity 
of  registration  under  the  Securities  Act  of  1933. 

The  distributors  offered  the  stock  by  means  of  a  prospectus,  empha- 
sizing the  charter  restrictions  set  out  above  and  in  addition  stating 
that  the  corporation  would  pay  dividends  of  1  cent  per  month  on 
each  share  of  stock  out  of  earned  surphis.^°  It  is  to  be  noted  that 
in  order  to  pay  1  cent  per  month  on  the  stock  the  corporation  would 
have  to  show  net  earnings  of  16%  per  annum  on  the  proceeds  of  the 
sale  of  stock,  because  of  the  large  commissions  retained  by  the 
distributor. 

During  the  period  from  April  1934  to  April  1935,  Monthly  Income 
Shares,  Inc.,  of  New  York  frequently  lacked  sufficient  earnings  to  pay 
the  monthly  dividends.  The  dividends  were,  nevertheless,  paid  out 
of  capital  and  this  fact  was  concealed  by  making  bookkeeping  entries 
in  connection  with  the  sale  of  certain  oil  royalties  by  Lancaster, 
Havens  &  O'Brien,  Inc.  and  Mr.  Lancaster  personally,  so  as  to  make 
it  appear  that  Monthly  Income  Shares,  Inc.  had  realized  a  profit  on 
the  sale  of  securities.^ ^ 

On  May  13,  1935,  Lancaster,  Havens  &  O'Brien,  Inc.,  consented  to 
the  entry  of  a  decree  by  the  Supreme  Court  of  the  State  of  New 
York  enjoining  them  from  continuing  the  practices  set  out  above. ^- 

3.  MONTHLY  INCOME  SHARES,  INC.,  OF  NEW  JERSEY 

On  May  31,  1934,  a  little  over  a  month  after  Lancaster,  Havens  & 
O'Brien,  Inc.,  was  organized,  Monthly  Income  Shares,  Inc.,  of  New 
Jersey  was  incorporated  under  the  laws  of  New  Jersey .^^  Its  corporate 
structure  and  management  and  distribution  agreements  with  Lancas- 
ter and  Lancaster,  Havens  &  O'Brien,  Inc.,  were  identical  with  those 
of  Monthly  Income  Shares,  Inc.,  of  New  York.'^  Sale  of  this  corpo- 
ration's securities  was  to  be  restricted  to  residents  of  the  State  of 
New  Jersey,  and.  as  in  the  case  of  the  New  York  corporation,  regis- 
tration under  the  Securities  Act  of  1933  was  thereb}^  avoided. 

Ten  thousand  shares  of  the  voting  Class  B  stock  of  the  company 
were  issued  to  iNIr.  Lancaster,  instead  of  20,000  as  in  the  case  of 
Monthly  Income  Shares,  Inc.,  of  New  York.-*^ 

4.  NATIONAL  ASSOCIATED  DEALERS,  INC. 

In  October  1934,  Lancaster,  Havens  &  O'Brien,  Inc.  acquired  all 
the  outstanding  stock  of  National  Associated  Dealers,  Inc.,  from 
White,  Hodge  &  Company,  investment  dealers.^^  This  stock  con- 
sisted of  180  shares  of  common  stock  having  a  par  value  of  $100  per 
share.  National  Associated  Dealers,  Inc.,  was  at  that  time  the  depos- 
itor under  a  trust  agreement  creating  a  fixed  trust.  Trusteed  Ncav 
York  Bank  Shares." 

3"  Op.  cit.  supra,  note  22,  BiU  of  Complaint,  Exhibits  A  and  B. 
31  Id.,  at  54-6. 

3^  Id.,  affidavit  of  Jolin  R.  O'Hanlon,  Assistant  Attorney   General  of  the  State  of  New 
York,  pp.  35-6. 

'•"Op.   cit.  snpra,  note  1,  Commission's  Exhibits  Nos.  3081  and  3079    (p.  2). 

s'  Ibid. 

s^  Id.,  at  19477. 

sold.,  at  19697-8. 

s'^Id.,  at  19697-8. 
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Immediately  upon  completion  of  the  acquisition,  Mr.  Lancaster 
caused  the  authorized  capitalization  of  National  Associated  Dealers, 
Inc.,  to  be  chano;ed  to  in-ovid©  for  the  issuance  of  100,000  shares  of 
preferred  stock  of  a  par  value  of  25  cents  ])er  share,  and  100,000 
shares  of  common  stock  with  a  par  value  of  25('  ])er  share.  The  pre- 
ferred stock  was  to  have  a  ])riority  upon  liquidation  up  to  $1.60  ]^er 
share.^®  Lancaster,  Havens  &  O'Brien,  Inc.  exchanged  their  180 
shares  of  the  orio-inal  stock  for  8,000  shares  of  the  new  common  and 
8,000  shares  of  the  new  preferred  stock.^^  An  aoreement  was  imme- 
diately executed  whereby  Lancaster,  Havens  &  O'Brien,  Inc.  was 
to  have  exclusive  distribution  rights  for  the  preferred  stock  of  Na- 
tional Associated  Dealers,  Inc.  and  to  receive  a  commission  of  20% 
on  all  gross  sales.^"  Between  Januai-y  1935  and  February  1936,  a 
total  of  29,163  shares  of  this  stock  Avas  sold  under  the  agreement  to 
the  public  at  approximately  $1.50  per  share.^^ 

On  February  14,  1936,  Donald  P.  Kenyon  purchased  from  Robert 
E.  Lancaster  and  his  nominees  all  the  voting  stock  outstanding  of 
Monthly  Income  Shares,  Inc.,  of  New  York,  Monthly  Income  Shares, 
Inc.,  of  New  Jersey,  National  Associated  Dealers,  Inc.,  and  Lancaster, 
Havens  &  O'Brien,  Inc.,  for  $60,000.''-  By  the  terms  of  the  contract 
of  sale,  $10,000  was  paid  on  February  14,'  1936,  and  $30,000  on  Feb- 
ruary 19,  upon  completion  of  the  transaction.^'  Mr.  Kenyon's  notes, 
due  in  30  and  60  days,  in  the  amount  of  $10,000  each,  were  given  to 
complete  the  payment.*'' 

On  February  20,  1936  Donald  P.  Kenyon  caused  himself,  his 
brother,  Charles  Russell  Kenyon,  and  Norman  E.  Dizer,  one  of  his 
associates,  to  be  elected  officers  and  directors  of  these  four  cor- 
porations.*^ 

5.  SALE  OF  STOCK  OF  MONTHLY  INCOME  SHARES,  INC. 
OF  NEW  JERSEY  TO  ALPHA  SHARES,  INC. 

On  February  19,  1936  five  days  after  Mr.  Kenyon  acquired  control 
of  Monthly  Income  Shares,  Inc..  of  New  Jersey,  and  nine  days  after 
the  effective  date  of  the  amendment  to  the  charter  of  Alpha  Shares, 
Inc.  removing  the  investment  restrictions  and  giving  the  company's 
directors  exclusive  authority  over  investments,  Mr.  Kenyon  caused 
Alpha  Shares,  Inc.  to  purchase  from  himself  5,000  shares  of  the 
Class  B  stock  of  Monthly  Income  Shares,  Iiic,  of  New  Jersey  for 
$5,000.*« 

This  stock  was  worthless  in  terms  of  asset  value  at  the  time  because 
its  issuer  did  not  have  enough  assets  to  meet  the  prior  claims  of  the 
preferred  stock.*^ 

38  Id.,  Commission's  Exliibit  No.  3114. 

39  Op.  cit.  supra,  note  22,  at  59. 
«  Ibid. 

■ii  Ibid,  and  op.  cit.  supra,  note  3,  at  776,  and  Commission's  Exliibit  No.  153. 

■•-Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  3079   (p.  7)   and  3149. 

"Ibid. 

«  Ibid. 

«  Id.,  a,t  19479. 

*'  Id.,  at  19687. 

"  Louis  J.  Carr,  the  accountant  for  the  company,  testifli'd  at  the  Public  Examination 
on  Alpha  Shares,  Inc.  (id.,  at  19689),  that  the  stock  had  a  maximum  book  value  as  of 
the  date  of  sale  of  "three  to  five  cents"  a  share.  Later  (id.,  at  19690)  Mr.  Carr  stated  that 
he  wanted  to  change  his  testimony  on  this  point  ;  that  the  Class  B  stock  (of  the  New 
Jersey  corporation)   had  no  book  value  whatsoever. 

153373— 40— pt.  3 22 
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6.  SALE  OF  STOCK  OF  MONTHLY  INCOME  SHAKES  OF 
NEW  YOKK  TO  ALPHA  SHARES,  INC. 

On  February  26,  1936,  seven  days  after  the  foregoing  transaction, 
and  twelve  days  after  Mr.  Kenyon's  acquisition  of  Monthly  Income 
Shares,  Inc.  of  New  York,  Mr.  Kenyon  caused  Alpha  Shares,  Inc., 
to  purchase  from  him  3,000  of  his  shares  of  the  Class  B  stock 
of  Monthly  Income  Shares,  Inc.,  of  New  York,  for  $1.50  per  share,  or 
a  total  of  $4,500.*^  This  stock,  like  the  Class  B  stock  of  its  New 
Jersey  counterpart,  was  without  asset  value  at  the  time.*® 

T.  SALE  OF  STOCK  OF  NATIONAL  ASSOCIATED  DEAL- 
ERS, INC.,  TO  ALPHA  SHARES,  INC. 

On  March  5,  1936,  within  three  weeks  after  Mr.  Kenyon's  acces- 
sion to  control  of  National  Associated  Dealers,  Inc.,  he  sold  1,000 
shares  of  his  personal  holdings  of  8,000  shares  of  the  common  stock  in 
National  Associated  Dealers.  Inc.  to  Alpha  Shares.  Inc.  at  $2.50 
per  share,  or  a  total  price  of  $2,500.^"  At  the  time  of  the  sale  this 
stock  was  without  asset  value  and  no  dividends  had  ever  been  paid 
on  it.^^  On  March  10,  1936,  one  week  later,  and  again,  a  short  time 
thereafter,  Mr.  Kenyon  repeated  this  transaction,  each  time  selling 
Alpha  Shares,  Inc.,  1,000  shares  of  his  personal  holdings  in  National 
Associated  Dealers,  Inc.,  for  $2.50  per  share,"-  and  each  time  the  stock 
was  without  asset  value. '^^  Thus,  bv  thi-ee  successive  transactions  Mr. 
Kenyon  sold  to  Alpha  Shares,  Inc.,  3,000  shares  of  the  asset  valueless 
common  stock  of  National  Associated  Dealers,  Inc.  for  a  total  price  of 
$7,500. 

8.  SALE  OF  STOCK  OF  KENYON  &  COMPANY,  INCORPO- 
RATED TO  ALPHA  SHARES,  INC. 

On  or  about  April  1,  1936,  within  two  months  after  he  secured  con- 
trol of  Alpha  Shares,  Inc.,  Mr.  Kenyon  caused  Alpha  Shares,  Inc. 
to  purchase  an  additional  10  shares  of  the  preferred  stock  of  Kenyon 
&  Company,  Incorporated  (of  New  York),  one  of  his  personal  cor- 
porations, at  $100  per  share,  or  a  total  of  $1,000. 
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9.  RESUMfi  OF  SALES  TO  ALPHA  SHARES,  INC. 

Thus,  within  a  period  of  five  months  after  Mr.  Kenyon  acquired 
control  of  Alpha  Shares,  Inc.,  he  had  caused  that  corporation  to  pur- 
chase from  him,  for  an  aggregate  of  $26,000,  seven  blocks  of  stock  in 
companies  promoted  by  him — stocks  which  had  no  asset  value  at  the 

^^  Op.  cit.  supra,  note  1,  at  19690-1  and  Commission's  Exhibi|t  No.  3111. 

«"  Id.,  at  20060. 

s«  Id.,  at  19691-2  and  Commission's  Exhibit  No.  3112. 

"  Id.,  at  19695-8. 

52  Id.,  at  19693-4  and  Commission's  Exhibit  No.  3113. 

^  Id.,  at  19695-6. 

"  Id.,  at  19694.  Kenyon  &  Company,  Incorporated  was  the  principal  instrument 
through  which  Donald  P.  Kenyon  conducted  his  activities  during  this  period.  Monies  paid 
in  to  this  corporation  were  in  most  cases  paid  out  immediately  to  Mr.  Kenyon.  For  this 
reason  it  was  characterized  by  Mr.  Dizer  as  Mr.  Kenyon's  "conduit".  (Id.,  at  19738.) 
The  corporation  did  not  even  have  a  set  of  books  un,til  1936,  when  a  set  of  books  waa 
written  up  to  comply  with  a  subpoena  duces  tecum.  (Id.,  at  20068.)  See  discussion  infra, 
p.  344. 
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time  Alpha  Shares,  Inc.  purchased  them  and  which  had  no  asset 
value  at  any  time  thereafter. 

When  Mr.  Kenyon  secured  control  of  Alpha  Shares,  Inc.  on  De- 
cember 10,  1935  its  total  assets,  consisting  of  cash  and  listed  secur- 
ities at  market  value,  aggregated  $42,723.  By  June  30,  1936  a  balance 
sheet  of  Alpha  Shares,  Inc.,^^  showed  total  assets  of  the  company  at 
$27,223,  consisting  of  about  $1,200  cash  and  the  seven  blocks  of  stock 
in  affiliates  carried  on  a  cost  basis  of  $26,000.  A  note  to  the  balance 
sheet  stated  that  market  values  of  these  securities  were  not 
available.^^ 

During  this  period,  stockholders  of  Alpha  Shares,  Inc.  who  sur- 
rendered their  shares  for  redemption  under  the  open-end  provision 
of  the  charter  were  paid  amounts  averaging  $7.40  per  share,  and 
over  2,600  shares  were  liquidated  at  approximately  this  price. ^^  On 
the  basis  of  balance-sheet  values  the  asset  value  of  the  stock  of  Alpha 
Shares,  Inc.,  was  $6.27  at  the  time  of  Mr.  Kenyon's  accession  to  con- 
trol in  December  1935  and  $6.77  at  the  end  of  June  1936.  However, 
the  latter  figure  is  based  on  the  cost  value  of  $26,000  of  the  stock 
acquired  from  affiliates.  Since  this  stock  had  neither  asset  nor  mar- 
ket value  the  actual  realizable  asset  value  at  June  30,  1936  of  the 
Alpha  Shares,  Inc.  stock  was  six  cents,  a  decline  of  $6.71  per  share, 
or  OA'er  99%. 

10.  SALE    OF    STOCK    OF    MONTHLY    INCOME    SHARES 

COMPANIES 

On  February  24,  1936,  ten  days  after  Mv.  Kenyon  acquired  control 
of  the  Monthly  Income  Shares  group,  Mr.  Lancaster  organized  Lan- 
caster, Gorman  &  Company,  Inc.  under  the  laws  of  New  Jersey  and 
Lancaster,  Paynter  &  Company,  Inc.  under  the  laws  of  New  York 
These  two  corporations  were  to  act  as  distributors  of  the  Class  A 
stock  of  the  jVIonthly  Income  Shares  companies  in  the  States  of  New 
Jerse}'^  and  New  York  respectively.^®  Tliese  distributing  companies 
received  exclusive  distribution  rights  and  were  to  receive  a  commis- 
sion of  221/^%  on  the  gross  proceeds  of  all  sales  of  the  stock.^" 

As  of  February  29,  1936,  the  liquidating  value  of  the  Class  A  stock 
of  Monthly  Income  Shares,  Inc.,  of  New  York  was  77  cents  per  share. 
There  were  206,185  shares  outstanding,  and  the  net  assets  of  the  cor- 
poration amounted  to  $158,267.*"^  The  net  assets  of  Monthly  Income 
Shares,  Inc.  of  NeAv  Jersey,  as  of  February  29,  1936,  were  $85,017.44, 
and  there  were  88,517  shares  of  the  Class  A  stock  outstanding  which 
thus  had  a  net  liquidating  value  per  share  of  96  cents.**^ 

From  February  24,  1936,  to  July  31,  1936,  a  total  of  710  shares  of 
Class  A  stock  of  Monthly  Income  Shares,  Inc.,  of  New  York  were 
sold  by  Lancaster,  Paynter  &  Company,  Inc.  to  the  residents  of  New 
York  at  prices  ranging  from  $1.10  to  $1.20  per  share ;  while  during  the 

'"■■  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  3125. 

5«  Ibid. 

^'  Op.  cit.  supra,  note  3,  p.  411. 

^  Op.  cit.  supra,  note  1,  Commission's  Exlu!)i,t  No.  S079   (pp.  10-11). 

«'M.,  Commission's  Exhibit  No.  3079   (p.  13). 

8«  Id.,  Commission's  Exhibit  No.  3083. 

'■^  Op.  cit.  supra,  note  3,  at  229-30  and  Commission's  Exhibits  Nos.  72-5. 
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same  period  a  total  of  about  1,154  shares  of  the  Class  A  stock  of 
Monthly  Income  Shares,  Inc.,  of  New  Jersey  were  sold  to  residents  of 
New  Jersey  at  similar  prices/'-  Under  the  terms  of  the  distribution 
agreements  only  T7%  cents  of  every  dollar  paid  by  the  public  for  this 
stock  went  to  these  corporations. 

On  February  25,  1936,  the  day  after  the  execution  of  the  distribu- 
tion agreements,  the  two  distributing  companies  submitted  to  Mr. 
Kenyon  drafts  of  prospectuses  to  be  used  in  connection  with  the 
sale  of  the  Class  A  stock  of  the  two  Monthly  Income  Shares  com- 
panies.^^ These  prospectuses,  approved  on  February  27  by  Mr.  Ken- 
yon, contained  representations  that  the  charters  of  these  companies 
provided  (1)  that  no  loans  could  be  made  b}^  the  corporations  to  any 
of  their  officers,  directors,  or  Class  B  stockholders;  (2)  that  at  least 
50%  of  the  corporation's  assets  must  consist  of  cash,  United  States 
Government  and/or  listed  securities;  (3)  that  not  more  than  25%  of 
the  assets  of  either  of  the  corporations  could  be  invested  in  the  securi- 
ties of  any  one  corporation ;  and  (4)  that  all  dividends  of  the  corpora- 
tions were  required  to  be  paid  out  of  earned  surplus  only."^ 

Despite  the  fact  that  Donald  P.  Kenyon  had  approved  these  repre- 
sentations, he  began  almost  immediately  upon  obtaining  control  of 
these  corporations  to  circumvent  these  charter  restrictions  by  having 
Kenyon  &  Company,  Inc.,  his  dummy  corporation,  borrow  various 
sums  of  money  from  the  Monthly  Income  Shares  companies.  In  or- 
der to  increase  the  cash  position  of  these  companies  and  thus  increase 
the  amount  of  cash  funds  which  he  could  borrow,  Mr.  Kenyon  caused 
Monthly  Income  Shares,  Inc.,  of  New  York  to  yiledge  practically  its 
whole  portfolio  as  collateral  for  loans  from  the  Lawyers  Trust  Com- 
pany of  New  York,  and  from  Maloney,  Anderson  &  Block,  a  broker- 
age firm.  The  total  amount  borrowed  from  the  bank  and  the  broker- 
age firm  was  $109,700.  The  securities  pledged  with  the  Lawyers 
Trust  Company  were  valued,  on  a  cost  basis,  at  $145,391.88,  and  with 
Maloney,  Anderson  &  Block,  on  the  same  basis,  at  $12,267.50,  or  a 
total  of  $157.659.38. ''•^  All  this  money  ^^'as  immediately  lent  ostensibly 
to  George  R.  Grantham  and  Kenyon  &  Company,  Inc.,  but  actually 
to  Mr.  Kenyon  to  whom  the  bulk  of  this  money  was  paid  shortly 
after  its  receipt  by  the  ostensible  borrowers.^*'  Mr.  Kenyon  effected 
similar  transactions  with  Monthly  Income  Shares,  Inc.,  of  New 
J  ersey. 

Since  INIarch  1936  ^Monthly  Income  Shares,  Inc.,  of  New  York  has 
never  had  any  earned  surplus.'^'  Since  April  1936  Monthly  Income 
Shares,  Inc.,  of  New  Jersey,  has  never  had  any  earned  surplus.'"''* 
Despite  the  charter  restrictions  and  the  representations  in  the  selling 
literature  with  res])ect  to  payment  of  dividends  except  from  earned 
surplus,  Donald  P.  Kenyon,  Charles  Russell  Kenyon,  and  Norman 
E.  Dizer  caused  each  company  to  pay  monthly  dividends  of  1  cent  per 
share  on  the  Class  A  stock  of  each  company  out  of  the  paid-in  surplus 

"-Op.  cit.  supra,  iiotp  1,  Commission's  Exhibit  No.  .3079  (pp.  1.3-14)  and  Commission's 
Exhibit  No.  3121   (pp.  759-60). 

"=  Id.,  Commission's  Exhibit  Xo.  3079   (p.  1 1  et  seq.  and  Exhibits  thei-e,to). 

•*Id.,  at  19957  and  Commission's  Exhibits  Nos.  3154  and  3155. 

8-=  Id.,  Commission's  Exhibit  No.  3087. 

™  Id.,  at  19601-2  and  19738. 

8"  Op.  cit.'  supra,  note  3,  at  277-8. 

°^  Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  3157-8  and  op.  cit.  supra,  note  3, 
at  256-7. 
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or  capital ;  up  to  and  including  August  29,  1936,  in  the  case  of  Monthly 
Income  Shares.  Inc.,  of  New  York;  and  up  to  July  27,  1936  in  the 
(^ase  of  Monthly  Income  Shares,  Inc.,  of  New  Jersey.*^^  It  will  be 
lecalled  that  during  April,  May,  June,  and  July  of  this  year,  Lan- 
caster. Gorman  &  Company,  Inc.  and  Lancaster,  Paynter  &  Com- 
])any.  Inc.,  were  selling  the  Class  A  stock  of  both  these  investment 
companies  on  the  representation  that  such  dividends  were  being  paid 
out  of  earned  surplus  pursuant  to  the  charter  provisions. 

Despite  the  representation  as  to  the  respective  charter  requirements 
that  at  least  50' ,  of  the  companies'  assets  must  consist  of  cash  and 
govei-nment  or  listed  securities,  the  bulk  of  the  assets  of  the  com- 
panies, from  February  28,  1936,  until  September  1936,  consisted  of 
accounts  or  notes  receivable  from  IVIr.  Kenyon,  his  associates,  or  cor- 
porations that  he  controlled.  As  of  June  30,  1936  Monthly  Income 
Shares,  Inc.,  of  New  Jersey  had  total  assets  of  $171,553,  of  which 
$122,225  represented  amounts  due  from  Kenyon  &  Company,  Inc.. 
$2,600  due  from  Grantliam  and  Winans,  $4,200  due  from  National 
Associated  Dealers,  Inc..  and  $9,973  due  from  Lancaster,  Havens  & 
O'Brien.  Inc..  a  total  of  $138,898  due  from  corporations  or  individuals 
dominated  by  Mr.  Kenyon.""  The  total  of  listed  securities  and  cash 
constituted  less  than  19';;^  of  this  company's  assets  at  June  30,  1936, 
instead  of  50%  as  required  by  the  charter.  As  of  July  31,  1936 
Monthly  Income  Shares,  Inc.,  of  New  York  had  total  assets  of  $225,- 
836.09.  '  Of  this  total  $187,616.83  was  represented  by  notes  and  ac- 
counts receivable  from  companies  and  individuals  dominated  by  Mr. 
Kenyon.  and  only  $31,337.64,  or  less  than  14%,  consisted  of  listed 
securities  or  cash,  instead  of  50%  as  required  by  the  charter."^  This 
condition  prevailed  generally  from  May  31,  1936,  until  September 
1936  when  pressure  of  the  investigations  caused  Mr.  Kenyon  to 
lestore  the  portfolios  to  their  required  condition.^- 

Similarly,  in  violation  of  the  charter  provisions  of  both  investment 
companies  prohibiting  investments  in  an}'  one  corporation  in  excess 
of  25'  f  of  the  total  assets  of  the  investment  companies,  Mr.  Kenyon 
and  his  dummy  cor})orations  were  indebted  to  each  of  the  Monthly 
Income  Shares  corporations  at  all  times  between  February  29,  1936 
(about  two  weeks  after  his  acquisition  of  the  corporations)  and 
November  20  of  the  same  year,  in  amounts  equal  to  or  exceeding  25%, 
of  the  assets  of  these  investment  companies  respectively.  For  ex- 
am]:)le,  as  has  been  indicated,  as  of  June  30,  1936  Kenyon  &  Company, 
Incorporated,  owed  Monthly  Income  Shares,  Inc.,  of  New  York  the 
sum  of  $111,028.75,  which  was  49.16%  of  the  corporation's  assets  at 
that  date,"  and  as  at  July  31,  1936  Kenyon  &  Company,  Inc.  owed 
Monthly  Income  Shares,  Inc.,  of  New  Jersey  the  sum  of  $122,225,  or 
71.25%  of  tliat  corporation's  assets  as  of  the  same  date."* 

C.  North  Bergen  Trust  Company 

The  third  acquisition  by  Donald  P.  Kenyon  was  the  control  of  the 
Noi'tli  Bergen  Trust  Company,  a  bank  and  trust  company  organized 

"''Op.  cit.  supra,  note  1.  at  19.507-8  and  op.  cit.  supra,  note  3,  at  256-77. 

™  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  3083. 

•^  Id..  Commission's  Exiiibit  No.  3162. 

"  Id.,  at  20063-5. 

'''■'  Id.,  Commission's  Exliibit  No.  3102. 

'«  Id.,  Commission's  Exhibit  No.  3083. 
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in  1926  and  located  in  North  Bergen,  Hudson  Comity,  New  Jersey/^ 
In  October  1932,  the  North  Bergen  Trust  Company  had  fallen  into 
difficulties,  and  28  banks  in  Hudson  County,  NeAv  Jersey,  had  jointly 
contributed  the  sum  of  $120,000  to  the  North  Bergen  Trust  Company 
to  enable  it  to  meet  its  obligations.'^^  In  consideration  of  this  con- 
tribution, the  contributing  banks  received  from  the  trust  company's 
stockholders  1,133  shares  of  its  1,500  shares  of  stock  outstanding/^ 
On  January  1,  1934,  the  bank  received  a  charter  evidencing  member- 
ship in  the  Federal  Deposit  Insurance  Corporation. 

As  of  February  3,  1936  the  assets  of  the  trust  company  were  $18,- 
430.06,  or  a  net  book  value  of  $12.30  per  share  of  stock.'®  In  March 
1936  the  banks  holding  the  1,133  shares  of  stock  in  the  trust  company 
agreed  to  sell  this  block  to  George  R.  Grantham,  agent  for  Donald  P. 
Kenyon,  for  $50,000,'^  or  about  $44.13  per  share.' 

At  the  same  time,  the  New  Jersey  Banking  Commissioner  required 
Mr.  Kenyon  to  donate  $39,000  to  the  surplus  account  of  the  bank  in 
order  to  adjust  the  book  value  of  the  stock  closer  to  its  market 
value.^° 

On  March  24,  1936  Mr.  Kenyon  caused  Monthly  Income  Shares, 
Inc.,  of  New  York  to  lend  $50,000  to  Mr.  Grantham,  and  Monthly 
Income  Shares,  Inc.,  of  New  Jersey  to  lend  $36,000  to  Kenyon  &  Com- 
pany, Incorporated,  to  meet  his  obligations  in  connection  with  the 
purchase  of  the  bank  stock.  Norman  E.  Dizer  admitted  knowing  that 
the  funds  were  to  be  used  for  this  purpose.^^ 

Q.  Mr.  Dizer,  did  you  know  at  the  time  that  Monthly  Income  Shares,  Inc., 
of  New  York,  extended  a  loan  to  George  Grantham  that  that  was  going  to  be 
used  for  this  purpose? 

A.  Yes. 

Q.  You  knew  that  the  $50,000  was  going  to  be  applied  to  the  purchase  of 
1,13.'^>  shares  of  stock  of  North  Bergen  Trust  Company? 

A.  I  believe  I  did. 

Mr.  Dizer  further  testified :  ^^ 

Q.  Did  you  know,  Mr.  Dizer,  at  the  time  Monthly  Income  Shares,  Inc.,  of 
New  Jersey,  extended  the  loan  of  $.36,000  to  Kenyon  and  Company  in  March  of 
1936  that  that  money  was  going  to  be  applied  as  a  donation  to  the  surplus 
of  the  North  Bergen  Trust  Company  as  required  by  the  bank  commissioner? 

A.  Yes. 

The  $50,000  lent  Mr.  Grantham  was  paid  to  the  banks  for  the  1,133 
shares  of  trust  company  stock,  and  the  $36,000  lent  to  Keiiyon  & 
Company,  Incorporated  plus  an  additional  $3,000,  was  paid  into  the 
trust  company's  surplus  account  pursuant  to  the  Banking  Commis- 
sioner's direction.^^ 

"  Id.,  Commission's  Exhibit  No.  3101. 

"  Id.,  at  19584. 

"  Ibid. 

™  Id.,  at  195S5-6. 

'»  Id.,  at  19587,  19591. 

«o  Id.,  a,t  19590-1. 

SI  Id.,  at  19587-8. 

82  Id.,  at  19591. 

8=  Id.,  at  15987-8,  19591. 
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1.  LOANS  BY  NORTH  BERGEN  TRUST  COMPANY 

Mr.  Kenyon  acquired  control  of  the  North  Bergen  Trust  Com- 
pany on  March  24,  1936.  Within  one  week  Mr.  Kenyon  had  put 
Messrs.  Dizer,  Thayer,  Grantham,  and  hmiself  on  the  board  of 
directors  of  the  companj',  and  tlius  dominated  the  board.  On  March 
28,  1936,  Kenyon  i)ut  through  a  resolution  of  the  executive  committee 
of  the  board  authorizing  the  following  loans :  *** 

National  Associated  Dealers,  Inc $20,  000 

Lancaster,  Havens  &  O'Brien,  Inc 20,000 

Kenyon  &  Company,  Incorporated 20,  000 

Weil  Management  Company  ^° 15,000 

Donald  P.  Kenyon 20,000 

Charles  Russell  Kenyon 15,000 

Monthly  Income  Shares,  Inc.    (N.  T.) 20,000 

Monthly  Income  Shares,  Inc.    (N.  J.) 20,000 

Total 150,  000 

The  resolution  did  not  require  that  the  loans  be  secured.  These 
loans  were  stated  by  examiners  for  the  Federal  Deposit  Insurance 
Corporation  to  be  in  violation  of  the  New  Jei*sey  banking  laws,  in  that 
they  were  loans  in  which  directors  had  an  interest.^^  Of  the  loans 
which  the  board  authorized  to  be  made  to  Mr.  Kenyon  and  his 
associates,  the  following  loans  were  actually  made : 

Apr.  30,  19.36.  Kenyon  &  Company,  Inc $15,000.00 

Apr.  30,  1936.  National  Associated  Dealers,  Inc ' 15,  000.  00 

Apr.  30,  1936.  Lancaster,  Havens  &  O'Brien.  Inc 15,  000.  00 

Apr.  30,  1936.  Monthly  Income  Shares,  Inc.  (N.  Y.) 1.5,000.00 

Apr.  30,  1936.  Monthly  Income  Shares,  Inc.   (N.  J.) 15,000.00 

Apr.  23,  1936.  Weil  Management  Co 12,  00  !  (JO 

May  9,  1936.  Weil  Management  Co 14,000.00 

Aug.  3,  1936.  Weil  Management  Co 5,000.00 

Apr.  26,  1936.  Charles  Ru.ssell  Kenyon___ 8,  000.  00 

Aug.  3,  1930.  Charles  Russell  Kenyon 5,  000.  00 

Apr.  22,  1936.  Donald  P.  Kenyon 5,  000.  00 

June  22,  1936,  Lancaster,  Gorman  &  Company,  Inc 15,000.  00 

Aug.  3,  1936.  E.  K.  SchwartJi 5,000.00 

May  1,  1936.  E.  F.  Chase 301.50 

Aug.  la,  1936.  Robert  R.  Livingston 10,000.00 

Total 154, 301.  50 

At  the  same  meeting,  the  directors  authorized  the  sale  of  $291,000 
of  government,  municipal,  and  high-grade  industrial  bonds  and  the 
purchase  of  a  miscellaneous  block  of  stocks  as  follows :  200  shares  of 

^The  information  contained  in  this  discu.ssion  of  loans  of  the  North  Bergen  Trust 
Company  is  based  largely  on  testimony  taken  in  New  York  City  before  D.  V.  Penn, 
Supervising  Examiner  of  the  Federal  Deposit  Insurance  Corporation  on  January  21-22, 
19.37,  In  the  Matter  of  North  Bergen  Trust  Company. 

^  Weil  management  Co.  wa.s  a  corporation  with  which  Mr.  Kenyon  and  his  associates 
were  Identified. 

"Op.  cit.  supra,  note  84,  at  35.  New  Jersej',  P.  L.,  1936,  Ch.  131,  sec.  15,  as  amended 
June  0,  1936. 
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Curtiss-Wright  Corporation,  Class  A,  200  shares  of  Douglas  Air- 
craft Company,  Inc.,  common,  100  shares  of  Bethlehem  Steel  Corpo- 
ration, common,  1,200  shares  of  Chrysler  Motors  Corporation.  The 
bonds  were  sold  and  all  the  stocks  purchased  pursuant  to  the  resolu- 
tion, except  100  shares  of  Chrysler  Motor  Corporation. 

In  addition  to  these  loans,  the  account  of  Kenyon  &  Company, 
Incorporated  with  the  North  Bergen  Trust  Company  showed  an 
overdraft  of  $5,500  from  June  15,  1936,  to  September  18,  1936;  the 
account  of  Monthly  Income  Shares,  Inc.,  of  New  Jersey  showed  an 
overdraft  of  $5,000  from  July  3  to  July  6,  1936:  and  the  account  of 
Montlily  Income  Shares,  Inc.,  of  New  York  showed  an  overdraft 
of  $1,000  from  July  8  to  July  9,  1936. 

The  report  of  an  examination  of  the  bank  by  the  Federal  Deposit 
Insurance  Corporation  examiners  in  the  latter  part  of  September 
1936  indicated  a  capital  impairment  of  about  $113,000  as  a  result  of 
these  practices.  No  information  is  available  to  indicate  the  amount 
which  was  repaid  on  these  loans.  The  important  element  in  connec- 
tion with  this  report  on  JNIr.  Kenyon's  activities  is  the  fact  that  he 
used  a  substantial  part  of  $169,000  of  funds  obtained  from  the  bank 
to  facilitate  his  activities  in  connection  with  the  various  companies 
that  he  controlled.^'^ 

D.  Universal  Shares,  Ltd.,  United  Sponsors,  Inc.,  et  al. 

The  fourth  group  of  acquisitions  by  Mr.  Kenyon  consisted  of  the 
following  investment  and  sponsoring  companies  and  fixed  invest- 
ment trusts : 

(a)  Universal  Shares,  Ltd..  a  sponsor-holding  company  which 
owned  or  controlled:  Trustee  Standard  Shares,  Inc.,  depositor  for 
fixed  trusts  known  as  Trustee  Standard  Investment  Shares,  Series  C, 
and  Trustee  Standard  Investment  Shares,  Series  D;  Standard  Oil 
Shares,  Inc.,  depositor  for  fixed  trusts  known  as  Trustee  Standard 
Oilshares,  Series  A,  and  Trustee  Standard  Oilshares,  Series  B ;  Amer- 
ican Composite  Shares  Corporation,  depositor  for  American  Com- 
posite Trust  Shares.  Cumulative  Series,  a  fixed  trust;  and  Invest- 
ment Trust  of  New  York,  Inc.,  depositor  for  Collateral  Trustee 
Shares,  Series  A,  a  fixed  trust; 

(b)  United  Sponsors,  Inc.  (formerly  Corporate  Securities,  Inc.), 
a  sponsor-holding  company  for  Investors  Fund  of  America,  Inc. 
(formerly  Corpoi'ate  Securities  Fund,  Inc..  an  investment  company)  ; 

(c)  Ignited  Standard  Oilshares  Corporation,  a  sponsor-holding 
company  for  United  Standard  Oilfund  of  America,  Inc.,  an  invest- 
ment company; 

(d)  Harriman  luA'estors  Fund,  Inc.;  and 

(e)  Interstate  Investors,  Inc.,  management  investment  companies. 
Universal  Shares,  Ltd.,  was  incorporated  in  1933  under  the  laws  of 

Delaware  for  the  ]nirpose  of  owning,  controlling,  and  sponsoring 
various  investment  trusts  and  companies,  primarily  the  fixed  invest- 
ment trust  type.**  The  organizers  of  this  company  were  Harold 
Espey  and  his  associates.    Shortly  after  the  organization  of  the  com- 

"  On  April  19.  1937,  control  of  the  bank  passed  to  a  group  of  residents  of  North  Bergen 
<0p.  ci,t.  supra,  note  84  ;  see  also  op.  cit.  supra,  note  1,  at  19592-3.) 
s"  Op.  cit.  supra,  note  1.  at  19436-7. 
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pany,  Liician  A.  Eddy,  who  had  been  a  vice  president  of  the  Equi- 
table Trust  Company  of  New  York,  became  an  officer  and  director 
of  the  company.^^ 

At  about  this  time  Corporate  Equities,  Inc..  a  liolding  company 
orojanized  Corporate  Securities,  Inc.,  a  distributing  company.^°  All 
the  stock  of  Corporate  Securities,  Inc.  was  issued  to  Corporate  Equi- 
ties, Inc.  or  its  nominees.  Corporate  Securities,  Inc.,  received  the 
contract  to  distribute  the  shares  of  and  manage  Corporate  Securities 
Fund,  Inc.,  an  open-end  restricted  management  investment  company, 
which  had  also  been  organized  by  the  same  predecessor  sponsor 
group.  Under  these  agreements,  Corporate  Securities,  Inc.  received 
a  management  fee  equal  to  i/o  of  1%  on  the  daily  average  value  of 
the  fund,  and  a  distribution  commission  of  914%  of  the  asset  value 
of  tlie  shares  sold.^^ 

The  investments  of  Corporate  Securities  Fund,  [nc,  the  invest- 
ment company,  were  to  be  limited  to  listed  securities,  government 
bonds  and  securities  of  banks  and  investment  companies  whose  port- 
folios were  composed  of  listed,  government,  or  bank  securities.  Not 
more  than  5%  of  the  company's  assets  were  to  be  invested  in  secu- 
rities of  any  one  issuer.  The  authorized  capital  of  the  company  con- 
sisted of  20,000,000  shares  of  stock  of  the  par  value  of  25  cents  per 
share.''-  The  First  National  Bank  of  Jersey  City  became  trustee 
and  depositary  for  the  property  of  the  company  inmiediately  upon 
the  organization  of  the  latter.^" 

In  November  1933.  all  the  stock  of  Universal  Shares.  Ltd.  was  placed 
in  a  voting  trust  with  Messrs.  Spies,  Eddy,  and  one  John  F.  O'Ryan  as 
the  voting  trustees."*  On  May  2,  1984,  Universal  Shares,  Ltd.  acquired 
all  the  common  stock  of  Corporate  Securities,  Inc.,  the  distributing 
company,  from  Corporate  E(juities,  Inc.  for  $25,000,  in  cash,'''^  and 
promptly  changed  tlie  name  of  Cor])orate  Securities,  Inc..  to  L^nited 
Sponsors,  Inc.,  and  the  name  of  the  investment  company.  Corporate 
Securities  Fund,  Inc.  to  Investors  Fund  of  America,  Inc.°'' 

On  P'ebruary  8,  1935  the  same  group  (Messrs.  Spies,  Hillyer,  Eddy, 
Espey,  and  O'Ryan)  incorporated  under  the  laws  of  Delaware  an- 
other investment  company.  United  Standard  Oilfund  of  America, 
Inc.  and  its  sponsor,  manager,  and  distributor.  United  Standard  Oil- 
shares  Corporation.''"  The  investment  company  was  identical  in 
structure  with  the  Investors  Fund  of  America,  Inc.,  formerly'' 
Corporate  Securities  Fund.  Inc..  except  tliat  its  portfolio  was  to  be 
limited  to  oil  stocks.  The  sponsor.  United  Standard  Oilshares 
Corporation  was  identical  in  structure  with  United  Sponsors,  Inc.°* 
The  stock  of  United  Standard  Oilshares  Corporation  was  issued  to 
Universal    Shares,    Ltd.^"     The    authorized    capital    of   the   United 

«'  Id.,  at  194.37. 

""Id.,  at  19434-6  and  ComniiRsiou's  Exhibit  No.  3066. 
"1  Id.,  at  19437-40  and  Commission's  Exliibits  Nos.  3067  and  3063. 
"2  Id.,  at  19435-6,  19444,  and  Commission'.s  Exblbit  No.  3066. 
"=Id..  at  19448-9. 
"*  Id.,  at  1944.5. 
»i5  Id.,  at  19437. 
"« Id.,  at  1943.5-6. 

"^  Id.,    at    19443-4,    20078;    see    also    summary    sta^tcment    supplied    ttie    Commission    for 
United  Standard  Oilfund  of  America,  Inc. 
"sOp.  cit.  supra,  note  1,  at  1944.3-4. 
»"  Id.,  at  19446,  and  Commission's  Exhibit  No.  3104. 


326  SECURITIES   AND    EXCHANGE    COMMISSION 

Standard  Oilfund  of  America,  Inc.  consisted  of  20,000,000  shares  of 
common  stock  of  the  par  value  of  25  cents  per  share3°° 

Prior  to  the  commencement  of  tlie  distribution  campaign  of  the 
stock  of  these  two  investment  companies,  Investors  Fund  of  America, 
Inc.,  and  United  Standard  Oilfund  of  America,  Inc.,  contracts  were 
entered  into  between  the  two  sponsoring  companies,  United  Sponsors, 
Inc.,  and  United  Standard  Oilshares  Corporation,  and  Estate  Ad- 
ministration, Inc.,  a  corporation  controlled  and  managed  by  one 
George  F.  LeBlanc  and  one  W.  L.  Wirblauer,  under  the  terms  of 
which  Estate  Administration,  Inc.  became  the  investment  adminis- 
trator for  the  two  investment  companies  with  mandatory  powers  over 
their  portfolios.^^^ 

In  May  1934  and  February  1935,  respectively,  Universal  Shares,  Ltd. 
caused  the  two  sponsoring  corporations,  United  Sponsors,  Inc.  and 
United  Standard  Oilshares  Corporation,  to  authorize  the  issuance  of 
debentures  in  the  principal  amounts  of  $100,000  each,  to  be  sold  to 
the  public.  Both  these  debenture  issues  were  to  be  retired  out  of  a 
sinking  fund  which  was  to  be  created  by  the  pajanent  of  1%  on  the 
gross  sales  price  of  the  stock  of  the  investment  companies.  The  inden- 
tures for  these  debentures,  the  debentures  themselves,  and  the  pros- 
pectuses used  in  connection  with  the  sales  of  these  debentures,  all 
provided  that  the  distribution  contracts  could  not  be  assigned  or  can- 
celed without  the  consent  of  the  holders  of  the  majority  of  the  deben- 
tures outstanding.  These  debentures  were  all  sold  to  the  public  by 
Dwelly,  Pearce  &  Company,  Inc.,  investment  bankers.  United  Spon- 
sors, Inc.,  and  United  Standard  Oilshares  Corporation.^''^ 

About  3,000,000  shares  of  the  stock  of  Investors  Fund  of  America, 
Inc.  were  sold  to  the  public  at  prices  ranging  from  82  cents  to  $1.20 
per  share  from  the  date  of  its  organization  through  June  10,  1936.  On 
June  10,  1936,  Investors  Fund  of  America,  Inc.  had  total  assets  of 
$2,939,791.i«3  About  240,000  shares  of  the  stock  of  United  Standard 
Oilfund  of  America,  Inc.  were  sold  during  the  same  period  at  prices 
ranging  from  $1  to  $1.50.i«''  On  June  10,  1936,  United  Standard  Oil- 
fund  of  America,  Inc.  had  total  assets  of  $250,517.^°^  Dwelly,  Pearce 
&  Company,  Inc.  supervised  distribution  of  these  shares  until  1935, 
when  Dwelly,  Pearce  &  Company,  Inc.  terminated  its  connection  with 
the  distribution  Avhich  was  thereafter  carried  on  actively  by  United 
Sponsors,  Inc.  and  United  Standard  Oilshares  Corporation, 
respectively. 

During  the  period  from  June  1933  to  June  1936,  Universal  Shares, 
Ltd.  acquired  control  of  a  number  of  depositors  of  fixed  investment 
trusts :  Trustee  Standard  Shares,  Inc.,  depositor  for  Trustee  Standard 
Investment  Shares,  Series  C,  and  Trustee  Standard  Investment  Shares, 
Series  D;  Standard  Oilshares,  Inc.,  depositor  for  Trustee  Standard 
Oilshares,  Series  A,  and  Trustee  Standard  Oilshares,  Series  B;  Amer- 
ican Composite  Shares  Corporation,  depositor  for  American  Compos- 

lo"  Id.,  at  19444 :  see  also  summary  statement  filed  with  the  Commission  for  United 
S,tandard  Oilfund  of  America,  Inc. 

i»i  Op.  cit.  supra,  note  1,  at  19438-40,  19444-5.  and  Commission's  Exhibit  No.  3069. 

'«2  Id.,  at  19441-2,  19447-8,  and  Commission's  Exhibits  Nos.  3070  and  3072. 

"^  Id.,  Commission's  Exhibit  No.  3105. 

iM  Id.,  at  19446-7. 

i«5  Id.,  Commission's  Exhibit  No.  3105. 
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ite  Trust  Shares,  Cumulative  Series;  Investment  Trust  of  New  York, 
Inc.,  depositor  for  Collateral  Trustee  Shares,  Series  A}°^  Most  of 
these  trusts  had  been  created  under  the  sponsorship  of  Dwelly,  Pearce 
&  Company,  Inc."^  The  holders  of  the  shares  of  these  fixed  investment 
trusts  were  solicited  to  exchange  their  shares  for  shares  of  Investors 
Fund  of  America,  Inc.,  and  United  Standard  Oilfuncl  of  America,  Inc., 
the  two  management  investment  companies.  Numerous  holders  were 
induced  to  exchange  their  shares.^^^ 

Toward  the  end  of  1935  and  the  early  part  of  1936,  United  Sponsors, 
Inc.  and  United  Standards  Oilshares  Corporation  became  short  of 
funds,  due  to  tlie  burden  of  salaries  and  overwriting  agreements  in 
favor  of  certain  of  the  officers  and  voting  trustees,^°^  and  the  manage- 
ment apparently  became  receptive  to  any  arrangement  which  would 
furnish  additional  funds. 

In  May  1936  Mr.  Espey,  one  of  the  original  sponsoring  group,  sold 
his  voting  trust  certificates,  representing  127,500  of  the  500,0000  shares 
of  outstanding  stock  in  the  controlling  companv.  Universal  Shares, 
Ltd.  to  Donald  P.  Kenyon  for  $20,000  cash.^^"  Mr.  Espey  agreed  to 
sever  his  connection  with  Universal  Shares,  Ltd.  and  to  use  his  best 
efforts  to  obtain  the  resignation  of  the  voting  trustees.  Since  the 
asset  value  of  Mr.  Espey 's  stock  did  not  exceed  approximately  $12,750, 
Mr.  Espey  received  from  Mr.  Kenyon  approximately  $8,000  in  excess 
of  the  asset  value  of  the  shares.  Mr.  Espey  represented  to  Mr.  Ken- 
yon that  this  block  constituted  control  of  Universal  Shares,  Inc.  and 
its  subsidiaries.  However,  Mr.  Kenyon  later  discovered  that  this 
block  did  not  represent  control. ^^^  He  thereupon,  on  June  10,  1936, 
paid  the  sum  of  $40,000  to  Murray  R.  Spies,  who  agreed  to  resign  as 
a  voting  trustee  and  to  secure  the  resignation  of  Lucian  A.  Eddy  as  a 
voting  trustee.  Mr.  Spies  resigned  all  offices  and  directorates  in  the 
various  corporations  and  executed  a  release  for  all  claims  against  the 
company  for  back  salary,  overwriting  commissions  and  advances."^ 
Mr.  Spies  paid  Mr.  Eddv  $2,000  for  his  resignation  as  voting  trustee.^^^ 
The  agreement  between  Mr.  Kenyon  and  Mr,  Spies  further  provided 
that  Mr.  Spies  would  not  interfere  with  Mr.  Kenyon's  operation  of 
Universal  Shares,  Ltd.  and  its  subsidiaries,  and  that  Mr.  Spies  would 
not  represent  stockholders  of  any  of  the  companies  in  any  action 
against  Mr.  Kenyon.    The  agreement  provided :  ^" 

*  *  *  The  Party  of  the  Second  Part  [Spies]  hereby  represents  that  he  will 
not,  at  any  time  hereafter,  take  any  steps,  directly  or  indirectly,  or  perform  any 
act.  and  will  not  in  any  way  interfere  with  the  Party  of  the  First  Part  [Kenyon] 
l)eing  able  to  acquire  any  existing  obligations  of  any  of  the  above  companies  at 
.'Jiich  prices  as  said  Party  of  the  First  Part  may  be  able  to  acquire  same,  and 
that  said  Party  of  the  Second  Part  will  not  in  any  way  interfere  with,  directly 
or  indirectly,  with  the  business  or  affairs  of  any  of  said  corporations,  so  long  as 

ii^Id.,  at  19959-60,  et  seq,,  19436-7,  and  Commission's  Exhibit  No.  3104. 

"^  Id.,  at  19967. 

"8  Id.,  at  19965.  19971-2. 

i»»Id.,  at  19449-50. 

"«  Id.,  Comniis.sion's  Exhibits  Nos.  .3159  and  3160. 

'"  Id.,  a.t  19868-9,  19978. 

"Md.,  at  19452-3,  and  Commission's  Exhibit  No.  .3073. 

""Id.,  at  19453.     Mr.  ORyan  was  also  induced  to  resign  by  Mr.  Kenyon.      (Ibid.) 

"•*  Id.,  Commissions  Exhibit  No.  3073. 
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the  Party  of  the  First  Part  shall  be  the  owner  and  in  control  thereof.  (Inter- 
ference as  herein  clefinecl  is  as  follows : )  "to  enter  into  or  take  part  in  the  con- 
cerns of  the  Party  of  the  First  Part  and  the  affiliated  companies  mentioned 
herein,  especially  to  prevent  some  act  taken,  or  contemplated  by  the  Party  of  the 
First  Part,  or  the  affiliated  companies." 

:^  :ii  ^  ^ic  ^  :;!  * 

The  Party  of  the  Second  Part  [Spies]  represents  and  agrees  that  he  will  not 
accept  a  retainer  to  act  as  the  Attorney,  Agent,  or  representative  of  any  ot  the 
stockholders  or  secnrity  holders  of  the  several  corporations  hereinabove  named, 
and/or  the  affiliates  thereunder. 

Thus  for  a  consideration  Messrs.  Spies  and  Eddy,  who  personally 
owned  few  if  an}^  of  the  shares  of  stock  or  voting-trust  certificates 
of  Universal  Shares.  Ltd.  and  its  subsidiary  investment  companies, 
abdicated  their  position  as  voting  trustees  and  turned  over  the  man- 
agement and  control  of  these  companies  to  Mr.  Kenyon.  The  stock- 
holders who  were  the  beneficial  owners  of  the  assets  of  these  enter- 
prises were  never  consulted  or  even  informed  about  the  transfer  of 
control  of  their  companies  to  Mr.  Kenyon  prior  to  this  transfer.  In 
addition,  Mr.  Spies  agreed,  as  soon  as  he  formally  gave  up  his  posi- 
tion as  a  fiduciary  of  the  stockholders,  not  to  oppose  any  of  Mr. 
Kenyon's  future  acts. 

Shortly  after  June  10,  1936,  the  date  of  the  payment  to  Mr.  Spies, 
the  constituency  of  the  control  group  was  entirely  changed.  Donald 
P.  Kenyon,  George  R.  Grantham,  and  Harry  S.  Thayer  became  offi- 
cers and  directors  of  Universal  Shares,  Ltd.,  United  Sponsors,  Inc., 
and  United  Standard  Oilshares  Corporation,  and  of  the  various  other 
com])anies."'^  Messrs.  Edd}'  and  Keppler  were  the  only  two  of  the 
original  regime  who  were  retained.  Mr.  Eddy  became  president 
and  general  manager  of  Investors  Fund  of  America.  Inc.  under  a 
five-year  contract  which  called  for  comjjensation  to  him  of  about 
$1^^,000  per  year,  and  a  five-year  contract  to  act  in  a  similar  capacity 
for  United  Standard  Oilfund  of  America.  Inc.  for  $5,200  j^er  year, 
or  a  total  of  $20,200.^^"  This  new  com])ensation  of  Mr.  Eddy  was 
substantially  more  than  he  had  been  receiving.^^^ 

1.  SALE  OF  STOCK  OF  MONTHLY  INCOME  SHARES,  INC., 
ETC.,  TO  INVESTORS  FUND  OF  AMERICA,  INC. 

On  June  15,  1936,  Donald  P.  Kenyon  had  his  attorney,  Samuel 
Sobel,  amend  the  charters  of  Monthly  Income  Shares,  Inc..  of  New 
Jersey  and  Monthly  Income  Shares,  Inc.,  of  New  York,  to  authorize 
a  new  class  of  stock  for  each  of  these  corporations,  consisting  of 
500,000  shares  of  Class  AA  preferred  stock  for  each  company,  of  the 
par  value  of  25  cents  per  share."®  This  stock  in  each  case  was  made 
subordinate  to  the  outstanding  Class  A  stock  sold  to  the  public,  both 
as  to  dividend  and  liquidation  priorities,  but  senior  to  the  Class  B, 
voting  stock  held  bv  the  controlling  interests.^^^     After  this  amend- 


11"  Id.,  at  19453-4,  194.55-6,  and  Commission's  Exhiibit  No.  3074. 

1"  Id.,  at  1945.3-5. 

"^  Ibid. 

"^  Id.,  at  20003,  et  seq.,  and  Commission's  Exhibits  Nos.  8081  and  3082. 

"'-•  Ibid. 
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ment,  the  authorized  capital  of  each  of  Monthly  Income  Shares  com- 
panies was  as  follows : 


Monthly  Inoome  Shares,  Inc.,  of  New  York.. 
Monthly  Income  Shares,  Inc.,  of  New  Jersey. 


Class  A 
shares 


1,000,000 
1. 000, 000 


Class  A  A 
shares 


500, 000 
500, 000 


Class  B 

(voting) 
shares 


100,000 
100, 000 


On  June  18,  1936,  eight  days  after  Mr.  Keiiyon  had  secured  con- 
trol of  Investors  Fund  of  America,  Inc.  and  three  days  after  the 
charter  amendments  of  the  Monthly  Income  Shares  companies,  Mr. 
Kenyon  called  a  meeting  of  directors  of  Investors  Fund  of  America, 
Inc.,  at  Mdiich  he  recommended  that  the  corporation  purchase  at  $1.0C 
per  share  115,000  shares  of  Class  AA  stock  of  Monthly  Income  Shares, 
Inc.,  of  New  Jersey  and  135,000  share  of  Class  AA  stock  of  Monthly 
Income  Shares,  Inc.,  of  New  York.^^"  The  directors  adopted  this 
recommendation  and  purchased  these  shares.  At  the  meeting,  Mr. 
Kenyon  submitted  two  statements  purporting  to  show  that  each  of 
the  Monthly  Income  Shares  companies  had  portfolios  composed  of 
listed  securities  as  of  the  date  of  the  meeting.^^^  As  a  matter  of  fact 
over  80%  of  the  assets  of  each  of  these  two  companies  consisted  of 
note,s  and  accounts  receivable  due  ivom  Kenyon  &  Company,  Incorpo- 
rated, and  other  individuals  and  corporations  controlled  by  Donald 
P.  Kenyon,  all  of  wliicli  notes  and  accounts  were  unsecured.^^^  Mr. 
Kenyon  further  rei>resented  that  the  Class  AA  stock,  which  he  pro- 
posed tliat  Investors  Fund  of  America,  Inc.  purchase,  was  the  senior 
issue  of  the  respective  companies  and  had  priority  over  all  the  other 
securities  of  tlieir  respective  issuers.  Lucian  A.  Eddy  testified  that 
tliese  representati(ms  were  made  :  ^^^ 

Q.  Did  Mr.  Kenyon  :it  the  time  tliese  purcliases  were  authorized  by  the 
Board  of  Investors"  Fund  make  any  representations  with  respect  to  tlie  prefer- 
ence of  this  stock? 

A.  He  did.     He  indicated  to  us  that  it  was  a  preferred  stock  as  called. 

Q.  r)id  he  exjilain  to  you  tliat  each  of  the  Monthly  Income  Shares  corpora- 
tions had  otlier  outstanding  stock? 

A.  Yes ;  subordinate  to  that. 

Q.  I>ut  he  represented  that  this  new  preferred  stock  was  senior  to  the  other 
outstanding  issues? 

A.  That  is  ri^ht ;  he  did. 

Q.  ^ou  say  it  was  on  the  basis  of  Mr.  Kenyon's  representation  relative  to  these 
lliree  l)]ocks  of  stock  tliat  the  directors  of  Investors'  Fund  authorized  the 
purchase  thereof. 

A .  And  entirely  on  his  recommendation  and  representations. 

V   • .' 

As  a  matter  of  fact,  the  Class  A  A  stock  of  both  corj)orations  were 
subordinate  to  tlie  Class  A  stock  and  were  without  asset  value  at  the 


'-"  1(1.,  at  l!)457-0,  19460,  and  Comniiswion's  Exhibits  Nos.  :'.075i  and  3076. 
^'■lhU^.,  arc!  Commission's  E.\hibits  Nos.  807.5    (Schedule  A),  ;t076.  .•^077,  and  307S. 
'^-  Id.,  at  l!t4S0-4. 
1"  Id.,  at  19461. 
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time  of  the  purchases.    Louis  J.  Carr,  accountant  for  the  companieSy 
testified :  ^-* 

Q.  So  tliat  on  June  30,  1936,  since  the  outstanding  Class  A  stock  has  prior 
rights  of  liquidation  up  to  $1.50  a  share,  the  Class  AA  preferred  stock  at  that 
time  was  worthless.     Is  that  correct? 

A.  That  is  correct. 

Q.  That  is  on  June  30,  just  twelve  days  after  Investors'  Fund  of  America 
paid  $135,000  for  135,000  shares  of  the  Class  AA  stock? 

A.  That  is  right. 

Q.  Can  you  testify  from  that  sheet,  Mr.  Carr,  as  to  the  net  book  value  of  the 
Class  A  stock  of  Monthly  Income  of  New  York  as  of  May  31,  1936? 

A.  Sixty-two  cents  per  share. 

Q.  And  as  of  July  31,  1936? 

A.  $1.06  per  share. 

Q.  As  of  August  31,  1936? 

A.  $1.05  per  share. 

Q.  As  of  September  2,  1936? 

A.  $1.06  per  share. 

Q.  So  that  at  no  period  up  to  September  2,  1936,  did  the  Class  AA  preferred 
stock  have  any  book  value  whatsoever? 

A.  That  is  right. 

Mr.  Eddy,  president  of  Investors  Fund  of  America,  Inc.,  approved 
the  purchase  of  the  "AA"  stocks  of  the  Monthly  Income  Shares  com- 
panies on  these  representations  of  Mr.  Kenyon,  without  making  any 
attempt  to  verify  the  relative  priorities  of  the  "AA"  stocks  and  with- 
out insisting  on  an  independent  audit  of  the  securities  held  by  the 
Monthly  Income  Shares  companies.    Mr.  Eddy  testified.^-' 

Q.  At  the  time  of  the  purchase  just  referred  to  [the  North  Bergen  Trust 
Co.   stock]    Mr.   Eddy  were  you  taking  orders  from   Donald   P.   Kenyon? 

A.  I  wasn't  supposed  to  be  taking  orders  but  he  was  running  the  business 
without  consulting  me. 

Mr.  Eddy  testified  further :  ^^s 

Q.  *  *  *  Mr.  Eddy,  as  I  understand  it,  the  company  of  which  you  were 
president  bought  Monthly  Income  Shares  of  New  Jersey  stock. 

A.  The  preferred  stock. 

Q.  At  the  time  the  preferred  stock  was  purchased,  did  they  show  you  the 
schedule  of  securities? 

A.  Yes. 

Q.  And  that  is  the  one  that  was  signed  by  Kenyon? 

A.  That  is  right. 

Q.  Did  you  know  where  the  securities  were  kept,  who  had  custody  of  the 
Monthly  Income  Share  securities? 

A.  I  think  at  that  time  he  represented  that  the  North  Bergen  Trust  Com- 
pany was  custodian. 

Q.  Did  you  call  the  North  Bergen  Trust  Company  and  ask  them  if  they 
were  there? 

A.  We  did  not. 


121  Id.,  a,t  19501-2. 
^5  Id.,  at  19456. 
"8  Id.,  at  19487-92. 
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Q.  This  schedule  which  purports  to  set  forth  the  securities  in  the  portfolio 
of  Monthly  Income  Shares  of  New  Jersey  was  not  certified  by  an  accountant, 
was  it? 

A.  No. 

Q.  It  was  not  certified  by  the  bank? 

A.  No. 

Q.  It  was  just  signed  by  Charles  Russel  Kenyon? 

A.  That  is  right. 

Q.  And  you  were  president  when  you  bought  these  just  on  his  original 
representation  that  that  is  what  they  had. 

A.  It  would  appear  that  way     *     *     * 

******* 

Q.  So  they  told  you  they  had  $75,000  worth  of  securities.  They  gave  a 
piece  of  paper  signed  by  Mr.  Kenyon  and  that  was  all  right  with  you? 

A.  Yes. 

Q.  You  didn't  call  the  depository  to  see  if  they  had  them — you  had  no  ac- 
countant go  over  them? 

A.  No. 

Q.  Did  you  call  up  the  accountant  for  Monthly  Income  Shares  and  say  "I 
have  got  a  certificate  here  signed  by  Mr.  Kenyon  saying  there  are  $75,000 
worth  of  blue  chips  here,  do  you  know  whether  he  has  them"? 

A.  No;  I  didn't  do  that. 

******* 

Q.  Mr.  Eddy,  before  you  approved  of  the  purchase  of  the  Monthly  Income 
Class  "AA"  preferred  stock,  did  you  examine  the  charters  of  the  Monthly  Income 
Shares  Corporation  ? 

A.  No. 

Q.  To  determine  its  priority  or  inferiority  in  liquidation? 

A.  No. 

Similar  representations  were  made  to  the  custodian  for  the  assets 
of  Investors  Fund  of  America.  Inc.,  the  First  National  Bank  of  Jersey 
City,  as  to  the  stock  proposed  to  be  purchased.^-^  This  bank  was  not 
affiliated  with  Mr.  Kenyon,  and  officers  of  the  bank  insisted  that  the 
corporation  comply  with  the  terms  of  the  trust  agreement  and  procure 
the  written  approval  of  the  investment  manager  of  the  fund,  Estate 
Administration,  Inc.^^^  Upon  being  approached  by  Mr.  Kenyon's 
representatives  for  such  approval  the  officials  of  Estate  Administra- 
tion, Inc.  refused  to  approve  the  purchases  because  they  were  not 
convinced  that  the  stock  was  what  it  purported  to  be.^-'' 

On  June  20, 1936,  Mr.  Kenyon  removed  this  obstacle  by  the  payment 
to  Estate  Administration,  Inc.,  of  $20,000  to  cancel  its  contract  with 
Investors  Fund  of  America,  Inc.,  and  thereby  surrender  its  mandatory 
powers  over  the  corporation's  investment  policy.^^°  Two  days  later, 
Mr.  Kenyon  hired  one  Edward  Embree,  an  acquaintance,  to  act  as  in- 
vestment administrator  for  a  period  of  only  30  days.^^^  Mr.  Embree 
was  given  the  mandatory  powers  formerly  possessed  by  Estate  Admin- 

>="  Id.,  at  19563. 

«s  Id.,  at  19.555-9. 

""  Id.,  at  19539. 

»«>  Id.,  at  19650-60. 

'M  Id.,  at  19510-19  and  Commission's  Exhibits  Nos.  3088  and  3089.  Mr.  Embree  testi- 
fied that  he  had  been  an  analyst,  statistician,  and  inveS|tment  counsel  with  various  organi- 
zations since  1914.      (Id.,  at  19510.) 
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istration,  Inc.,  including  the  power  under  the  custody  agreement  to 
approve  portfolio  purchases  for  Investors  Fund  of  America,  Inc.^^- 
As  soon  as  this  agreement  Avith  Mr.  Embree  was  signed,  Mr.  Kenyon 
paid  Embree  $500  in  cash  and  handed  him,  for  his  signature,  certain 
typewritten  letters  directed  to  the  First  National  Bank  of  Jersey  City, 
trustee,  approving  the  proposed  purchases  of  Class  AA  stock  of  the 
two  Monthly  Income  Shares  companies.^""  The  letters  were  on  the 
stationery  of  "Edward  Embree  &  Company,"  an  organization  of  which 
Mr.  Embree  stated  he  had  nevei-  heard,  and  which  never  existed  before 
or  at  the  time  Mr.  Embree  signed  the  letters.     Mr.  Embree  testified  :  ^"* 

Q.  Will  you  explain  that,  please?  What  is  the  origin  of  Edward  Embree  & 
Company? 

A.  Prior  to  Mr.  Kenyon"s  arrival,  I  had  never  heard  of  Edward  Embree  &  Com- 
pany, and  when  Mr.  Kenyon  brought  down  Edward  Embree  &  Company  letter- 
heads, these  letterheads  on  which  these  letters  were  written 

Q.    (Interposing.)   He  brought  that  stationery  wuth  him'? 

A.  He  did. 

Q.  On  June  22nd? 

A.  That  is  right:  and  I  said,  "I  have  not  fdrmed  any  Edward  Embree  &  Com- 
pany."' He  said  at  that  time,  "Well,  your  wife  can  be  a  member  of  the  company," 
and  said,  "That  can  be  fixed  up  later." 

Q.  What  did  he  mean  by  "fixed  up"? 

A.  That  is,  formally  registered,  the  name  Edward  Embree  &  Company. 

Q.  As  a  trade  name  or  incorporated? 

A.  As  a  trade  name,  which  I  did  later. 

Q.  The  name  originated  entirely  with  Dtmald  P.  Kenyon.     Is  that  correct? 
A.  Yes  ;  it  is. 

One  more  provision  of  the  charter  of  Investors  Fund  of  America, 
Inc.,^-^-'^  and  the  custody  agreement  ^•'•''  had  to  be  circumvented  before 
Mr.  Kenyon  could  complete  this  transaction :  all  purchases  and  sales 
for  the  account  of  the  corporation  had  to  be  executed  by  a  member  of 
the  New  York  Stock  Exchange.  Neither  Kenyon  &  Company,  Inc., 
whicli  ostensibly  acted  as  the  brokers  for  the  Monthly  Income  Shares 
corporations,  nor  any  of  the  Kenyon  companies  or  individual  asso- 
ciates were  members  of  tlie  New  York  Stock  Exchange.  Accordingly, 
the  firm  of  Guttenstein  c^-  Lasdon.  members  of  the  New  York  Stock 
Exchange,  through  tlieir  partner,  one  Harry  Pasternak,  was  secured 
as  brokers  in  the  sale  of  the  Class  AA  stock  of  the  two  Monthly  In- 
come Shares  corporations  to  Investors  Fund  of  America,  Inc.  A 
conunission  or  fee  of  $2,500  was  paid  to  this  firm  for  the  service.^^' 
The  stock  was  thereupon  purchased;  the  checks  in  payment  therefor 
in  the  respective  amounts  of  $130,350  and  $116,150  were  issued  and 

i«  Ibid. 

13^  Ibid. 

'■■»  Id,  at  10.521-2  and  Commission's  Exhibit  No.  3090. 

1^=  Id.,  Commission's  Exliibit  No.  .3066. 

""  Id.,  Commission's  Exhibit  No.  3097,  Article  II.  sec.  2.05,  p.  9. 

13T  Because  of  provisions  in  the  charter  of  Alpha  Shares.  Inc.,  requiring  purchases  and 
sales  for  tha,t  company's  portfolio  to  be  made  through  a  member  of  the  New  York  Stock 
Exchange,  Mi'.  Kenyon  had  come  to  an  understanding  with  Mr.  Pasternak,  acting  for 
Guttenstein  &  Lasdon,  whereby  the  latter  would  "clear"'  these  purchases  and  thus  comply 
with  the  charter  provisions.  (Id.,  at  19700— 9. >  The  instant  transaction  was  simply  one 
of  a  series.     (Id.,  at  19709-11.) 
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delivered  to  Guttenstein  &  Lasdoii  and  endorsed  by  them  to  Kenyon 
&  Company,  Inc^'^^  Although  Kenyon  &  Company,  Inc.,  was  acting 
as  broker  for  both  Monthly  Income  Shares  corporations,  the  money 
was  never  turned  over  to  these  corporations.  The  proceeds  were  ac- 
counted for  by  Kenyon  &  Company,  Inc.,  by  charging  commissions  of 
$56,250,  or  221/2%  of  the  selling  price  of  the' Class  AA  preferred  stock, 
and  setting  up  the  balance  on  the  books  of  the  Monthly  Income  Shares 
corporations  as  accounts  receivable  due  from  Kenyon  &  Company, 
whicli  accounts  receivable  were  unsecured.  With  reference  to  the 
application  of  the  proceeds,  Mr.  Dizer  testified :  ^^^ 

Q.  You  were  treasurer  of  Monthly  Income  Shares  of  New  York  at  this  time? 

A.  I  was. 

Q.  Do  you  recall  whether  or  not  Monthly  Income  Shares  of  New  York  received 
$13.5,000  in  cash ;  that  is,  the  proceeds  of  the  sale  of  this  stock  from  Investor's 
Fund  of  America? 

A.  They  did  not. 

Q.  Isn't  it  true,  Mr.  Dizer,  that  prior  to  this  sale  Monthly  Income  Shares 
at  New  York  entered  into  a  contract  with  Kenyon  and  Company,  Inc.,  pursuant 
to  which  Kenyon  and  Company,  Inc.,  was  given  exclusive  rights  to  the  distri- 
bution of  the  Class  "A"  preferred  stock? 

A.  I  believe  there  was. 

Q.  And  also  pursuant  to  that  distribution  contract,  wasn't  Kenyon  and  Com- 
pany entitled  to  a  221/4  percent  commission  on  all  sales  effectuated? 

A.  I  believe  that  is  right ;  yes. 

Q.  So  that,  would  you  say  22V_.  percent  of  the  $135,000  went  to  Kenyon  and 
Company.  Inc.,  as  their  brokerage  commission? 

A.  Yes. 

Q.  And  the  other  TTVa  percent,  you  say,  was  never  received  by  Monthly 
Income  Shares,  Inc.,  of  New  York?  Was  it  set  up  as  an  account  receivable 
on  the  books  of  Monthly  Income  Shares,  Inc.,  of  New  York,  do  you  know? 

A.  It  was. 

Q.  An  account  receivable  from  Kenyon  and  Company,  is  not  that  correct? 

A.  Right. 

Q.  Are  you  also  familiar,  Mr.  Dizer,  with  the  sale  of  115,000  shares  of  Class 
''AA"  preferred  stock  of  Monthly  Income  Shares,  Inc.,  of  New  Jersey  to  In- 
A'estor's  Fund  of  America  as  of  June  26,  1936? 

A.  I  am. 

Q.  And  you  are  aware  of  the  fact  that  Investor's  Fund  of  America  paid 
$115,000  for  that  stock? 

A.  I  am. 

Q.  And  isn't  it  true  that  Kenyon  and  Company  had  a  similar  distribution 
contract  with  Monthly  Income  Shares,  Inc.,  of  New  Jersey,  pursuant  to  which 
it  was  entitled  to  exclusive  rights  of  the  distrilnition  of  the  Class  "A"  stock 
and  also  under  which  it  was  entitled  to  a  commission  of  22%  percent  upon 
each  sale  effected? 

A.  I  believe  that  is  right. 

Q.  So  that  Kenyon  and  Company  received  221/2  percent  of  $115,000  as  its 
brokerage  commission  upon  this  sale? 

A.  That  is  right. 


"8  Op.  cit.  supra,  note  1,  at  19711-26,  and  Commis-sion's  Exhibits  Nos.  3099  and  3100. 

1^  Id.,  at  19608—10.  These  accounts  were  paid  after  the  company  had  been  thrown  into 
receivership  by  the  Attorneys  General  of  New  York  and  New  Jersey,  respectively.  (Id.,  at 
19611.) 

153373— 40— pt.  .3 23 
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Q.  And  the  other  77%  percent,  was  that  set  up  as  an  account  receivable  also< 
upon  the  books  of  Monthly  Income  Shares,  Inc.,  of  New  Jersey? 
A.  It  was. 

Q.  As  an  account  receivable  from  Kenyon  and  Company? 
A.  Right. 

By  this  transaction  Investor's  Fund  of  America,  Inc.  received  prac- 
tically worthless  preferred  stock  of  corporaltions  the  market  value 
of  whose  assets  was  less  than  20%  of  their  book  value.  After  paying 
$20,000  to  Estate  Administration,  Inc.  to  eliminate  its  opposition  to 
the  purchase,  and  paying  $500  to  Edward  E.  Embree  to  act  ostensibly 
as  investment  manager  to  approve  the  purchase  and  paying  $2,500  to 
Guttenstein  &  Lasdon  as  brokers,  Mr.  Kenyon  appears  to  have  taken 
about  $227,000  as  the  net  proceeds  of  the  sale  by  Monthly  Income 
Shares  corporations  of  their  Class  A  A  stocks  to  Investors  Fund  of 
America,  Inc. 

2.  SALE  OF  STOCK  OF  NOKTH  BEKGEN  TRUST  COMPANY 
TO  MONTHLY  INCOME  SHARES,  INC.,  OF  NEW  JERSEY 

On  May  25,  1936  Mr.  Kenyon  caused  Monthly  Income  Shares.  Inc., 
of  New  Jersey,  to  accept,  in  partial  satisfaction  of  the  indebtedness  to 
that  investment  company  of  Kenyon  &  Company,  Inc.,  300  shares  of 
his  stock  of  the  North  Bergen  Trust  Company  at  $115  per  share  for  a 
total  of  $34,500."°  Later  Mr.  Kenyon  caused 'Monthly  Income  Shares^ 
Inc.,  of  New  Jersey,  to  accept  an  additional  block  of  50  shares  of  the 
North  Bergen  Trust  Company  at  $115  per  share  for  a  total  of  $5,750^ 
which  was  also  to  be  applied  against  the  indebtedness  of  Kenyon  & 
Company,  Inc."^  As  has  been  previously  indicated,  this  bank  stock 
had  been  bought  by  Mr.  Kenyon  on  March  24,  1936,  about  two  months 
prior  to  the  above  transactions.  At  that  time  the  former  management 
of  the  bank  had  appraised  the  value  of  the  stock  at  $12.30  per  share 
plus  its  proportionate  share  of  $39,000  cash  contributed  to  the  surplus 
account  of  the  bank  by  Monthly  Income  Shares,  Inc.,  of  New  Jersey, 
through  Mr.  Kenyon.  On  this  basis  the  bank  stock  had  a  value  in 
May  1936  of  about  $38.30  per  share,  or  about  $5.83  less  than  Mr.  Ken- 
yon paid  for  the  stock,  and  $76.70  per  share  less  than  the  price  at  which 
Mr.  Kenyon  sold  it  to  the  investment  company.^*- 

3.  SALE  OF  STOCK  OF  NORTH  BERGEN  TRUST  COMPANY 

TO  INVESTORS  FUND  OF  AMERICA,  INC. 

On  June  18,  1936,  eight  days  after  Mr.  Kenyon  acquired  control 
of  Investors  Fund  of  America,  Inc.,  and  at  a  meeting  of  directors  held 
the  same  day  as  the  meeting  at  which  he  caused  that  company  to  pur- 
chase the  Monthly  Income  Shares  stock,  he  also  caused  his  dummy 
board  of  directors  to  purchase  350  shares  of  the  stock  of  North  Bergen 

""  Op.  cit.  supra,  note  1,  at  19605-7.  Op.  cit.  supra,  note  3,  at  359-60  and  Exhibit 
No.  145-B. 

'ti  Ibid. 

"2  See  discussion,  supra,  pp.  321-4.  It  will  be  recalled  that  Mr.  Kenyon  had  pm-cha.~;ed 
this  bank  stock  with  funds  borrowed  from  both  the  Monthly  Income  Shares  corporations. 
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Trust  Company  at  $115  per  share.^^^  Mr.  Kenyon  was  faced  with  the 
same  obstacles  in  consummatino;  this  transaction  as  confronted  him  in 
the  sale  of  the  stock  of  the  two  Monthly  Income  Shares  corporations  to 
Investors  Fund  of  America,  Inc.  These  obstacles  were  provisions  in 
the  trust  agreement  with  the  First  National  Bank  of  Jersey  City,  New 
Jersey,  Trustee,  requiring  (a)  the  approval  of  Estate  Administration, 
Inc.,  for  all  purchases  of  securities  for  the  corporation,  and  (b)  that 
all  purchases  of  securities  be  made  through  a  New  York  Stock  Ex- 
change  firm.  Mr.  Kenyon  solved  this  problem  at  the  same  time  and 
by  the  same  device  used  in  the  sale  of  the  stock  of  the  Monthly  Income 
Shares  corporations.  As  has  been  previously  indicated,  "Edward 
Embree  &  Company"  was  substituted  for  Estate  Administration,  Inc., 
after  his  contract  with  the  latter  had  been  canceled  in  consideration  of 
the  $20,000  and  Mr.  Embree  was  paid  the  $500  for  his  services  as  invest- 
ment administrator  for  30  days.^**  The  approval  of  Mr.  Embree  of  the 
purchase  of  the  North  Bergen  Trust  Company  stock  was  thereupon 
secured;  and  these  purchases  were  cleared  through  Guttenstein  & 
Lasdon  to  meet  the  applicable  charter  requirement.  Investors  Fund 
of  America,  Inc.,  paid  $40,250  for  the  North  Bergen  Trust  Company 
stock,  the  check  for  this  amount  being  issued  by  the  First  National 
Bank  of  Jersey  City,  Trustee,  to  Guttenstein  &  Lasdon,  who  in  turn  en- 
dorsed it  to  Kenyon  &  Company,  Inc.,  Kenyon's  corporate  "conduit."  "° 

4.  REMOVAL  OF  CHARTER  RESTRICTIONS  IN  INVES- 
TORS FUND  OF  AMERICA,  ;XNC.,  AND  CANCELATION 
OF  DISTRIBUTION  AGREEMENT 

Because  of  the  difficulty  Mr.  Kenyon  had  met  in  his  plan  to  place  the 
stock  of  the  Monthly  Income  Shares  companies  into  the  portfolio  of 
Investment  Fund  of  America,  Inc.,  he  decided,  on  or  about  June  20, 
1936,  to  amend  the  charters  of  Investors  Fund  of  America,  Inc.  and 
of  United  Standard  Oilfund  of  America,  Inc.  He  accordingly  called 
a  meeting  on  July  3,  1936,  of  a  number  of  dealers  who  had  been  dis- 
tributing the  stock  of  these  two  corporations  and  submitted  to  them 
proposed  charter  amendments  which  would  remove  all  restrictions 
upon  the  management."*'  Some  of  the  dealers  protested  both  the  pro- 
posed change  and  the  recent  acquisition  by  Investors  Fund  of  America, 
Inc.  of  the  Class  AA  stock  of  the  two  Monthly  Income  Shares  cor- 
porations."^ Despite  these  dealers'  objections,  notices  of  a  meeting  to 
be  held  on  July  21,  1936  were  sent  to  stockholders  of  Investors  Fund 
of  America,  Inc.  and  United  Standard  Oilfund  of  America,  Inc. 
These  notices  contained,  among  other  things,  the  statement  that  the 
stockholders'  investments  would  be  much  better  protected  under  the 
proposed  amended  charter."^ 

i"0p.  cit.  supra,  note  1,  at  194.55'f  and  Commission's  Exhibit  No.  3074. 
'**  Id.,  at  19510-19  and  Commission's  Exhibits  Nos.   3088  and  3089,  and  see  discussiorn, 
supra,  pp.  328-34. 

1*5  Op.  (.'it.  supra,  note  1,  at  19571  and  Commission's  Exhibi,t  No.  3098. 

"« Id.,  at  19749-50. 

"'  Id.,  at  19750. 

"8  Id.,  at  19750f  and  Commission's  Exhibit  Nos.  3122  and  3123. 
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On  July  20,  1936,  Mr.  Kenyon  effected  a  settlement  with  the  object- 
ing dealers  ^^^  by  causing  Investors  Fund  of  America,  Inc.  and  United 
Standard  Oilfund  of  America,  Inc.  to  repurchase  any  stock  which 
had  been  sold  by  the  objecting  dealers  at  a  stipulated  price.  In  con- 
sideration of  these  purchases  the  dealers  in  effect  agreed  to  vote  for  the 
proposed  amendments.^^"  With  the  dealers'  opposition  thus  elimi- 
nated, the  amendments  giving  the  directors  unrestricted  authority  over 
the  corporations'  policies  were  passed  at  the  meeting  of  stockholders 
of  the  respective  companies  held  on  July  21,  1936,  and  the  last  tech- 
nical obstacle  to  Mr.  Kenyon's  complete  domination  of  these  corpora- 
tions was  removed.^"^ 

Mr,  Kenyon's  first  act  under  the  now  unrestricted  charters  Avas 
to  cause  the  cancelation  of  the  management  and  distribution  agree- 
ments between  the  two  corporations  and  their  respective  sponsor- 
distributor  corporations.^^-  On  or  about  August  1,  1936,  Mr.  Kenyon 
caused  Investors  Fund  of  America,  Inc.,  to  pay  to  United  Sponsors, 
Inc.,  the  sum  of  $175,000  for  the  cancelation  of  its  management  and 
distribution  agreement,  and  United  Standard  Oilfund  of  America, 
Inc.  to  pay  to  United  Standard  Oilshares  Corporation  the  sum  of 
$60,000  for  the  cancelation  of  its  manangement  and  distribution  agree- 
ment.^^^  These  cancelations  were  effected  although  each  of  these 
sponsor-distributor  corporations,  as  has  been  previousl}''  indicated,  had 
outstanding  in  the  hands  of  the  public  an  issue  of  debentures,  which 
were  a  prior  claim  on  the  avails  of  these  distribution  agreements 
and  no  attempt  was  made  to  obtain  the  consent  or  even  determine 
the  sense  of  the  debenture  holders  with  respect  to  the  cancellation 
of  these  agreements.^^*  At  this  time,  as  far  as  available  records  dis- 
close, $85,000  of  debentures  of  United  Sponsors,  Inc.  were  oustand- 
ing  and  $65,000  of  debentures  of  United  Standard  Oilshares 
Corporation  were  outstanding.^^^ 

No  part  of  the  sums  received  for  the  cancelation  of  these  distribu- 
tion contracts  was  used  to  retire  the  debentures,  but  instead,  such 
proceeds  were  turned  over  to  Mr.  Kenyon.  As  to  this  application 
of  these  funds,  Norman  E.  Dizer  testified :  "'^ 

Q.  Now,  as  treasurer  of  United  Standard  Oilshares,  Inc.,  you  probably 
received  the  $175,000  paid  by  Investors  Fund  of  America,  did  you  not? 

A.  I  don't  think  I  actually  received  it  myself. 

Q.  Well,  do  you  know  what  happened  to  it? 

A.  I  know  that  $175,000 — there  was  a  large  sum  received.  Now,  whether  it 
was  $175,000  or  not,  I  can't  say. 

Q.  Will  you  recall  whether  any  of  the  monies  that  were  paid  by  Investors 
Fund  of  America,  Inc.,  were  applied  to  the  outstanding  bonds  of  United 
Sponsors  ? 

A.  So  far  as  I  know,  it  was  not. 


i«  Id.,  at  19767-9. 

ISO  Ibid,  and  id.,  Commi.ssion's  Exbibit  No.  3124. 

wi  Id.,  at  19750,  19770-2,  19799,  and  Commission's  Exhibit  No.  3128. 

i»2  Id.,  at  19612-3,  19620-1. 

1=3  Id.,  at  19612-3,  19620-1. 

iM  Ibid.,  and  id.,  at  19627-8. 

155  Id.,  at  19626-7. 

1^"  Id.,  at  19628-9. 
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Q.  Not  a  single  cent  of  the  $175,000  was  applied  to  the  outstanding  bonds> 
Is  that  correct? 

A.  I  believe  that  is,  but  I  could  not  say  definitely.     I  believe  it  is  correct. 

Q.  Can  you  testify,  Mr.  Dizer,  as  treasurer  of  United  Sponsors,  Inc.,  that 
most,  if  not  all  of  the  $175,000  went  or  was  loaned  out  to  Donald  P.  Kenyon? 

A.  I  know  a  considerable  part  of  the  $175,000  went  to  Kenyon,  but  just 
what  portion  went,  I  do  not  know. 

Q.  You  say  a  considerable  part  of  the  $175,000  went  to  Kenyon? 

A.  Yes. 

Mr.  Dizer  further  testified  :  ^^'^ 

Q.  Isn't  it  true  that  it  was  no  sooner  received  by  United  Standard  Oilshares 
than  it  was  immediately  paid  out? 

A.  I  know  quite  a  bit  of  it  was. 

Q.  As  a  director,  you  know  that  none  of  the  $65,000  remained  in  the  treasury 
of  United  Standard  Oilshares  more  than  a  few  days  after  it  was  received? 

A.  That  is  right. 

Q.  And  it  has  never  been  returned,  any  part  of  it? 

A.  I  can't  answer  that. 

Q.  Not  one  cent  of  it,  Mr.  Dizer,  was  ever  applied  to  the  payment  of  out- 
standing bonds  of  United  Oilshares? 

A.  So  far  as  I  know,  that  is  right. 

As  a  result  of  these  transactions,  the  two  debenture  issues,  one  in 
the  principal  amount  of  $85,000  and  the  other  in  the  principal 
amount  of  $65,000  went  into  default."^ 

5.  FURTHER    ACTIVITIES    IN    CONNECTION    WITH    IN- 
VESTORS   FUND    OF    AMERICA,    INC.    AND    UNITED 

STANDARD  OILFUND  OF  AMERICA,  INC. 

Upon  the  termination  of  the  management  and  distribution  agree- 
ments with  United  Sponsors,  Inc.  and  United  Standard  Oilfund 
of  America,  Inc.,  Mr.  Kenyon  caused  both  Investors  Fund  of 
America,  Inc.  and  United  Standard  Oilfund  of  America,  Inc.,  to 
enter  into  distribution  agreements  with  Kenyon  &  Companj'^,  Inc.,^^® 
which  company  was  to  receive  a  13i/^%  commission  on  the  gross  pro- 
ceeds of  the  sale  of  the  stock  of  both  investment  companies,  and 
was  to  maintain  an  over-the-counter  market  in  the  stock  of  both 
these  companies.^*'^  To  carry  on  this  latter  function,  Kenyon  & 
Company,  Inc.  was  authorized  to  borrow  up  to  $100,000  from  In- 
vestors Fund  of  America,  Inc.^''^  Over  $50,000  was  borrow^ed  from 
that  investment  company  by  Kenyon  &  Company,  Inc.,  the  personal 
company  of  Mr.  Kenyon,  ostensibly  for  purposes  of  maintaining  a 
market  in  this  stock  from  the  date  of  the  agreement  to  November  20, 
1936.^'^-  The  record  does  not  indicate  that  the  money  was  used  for 
that  purpose.^^^     Lucian  A.  Eddy  testified:^" 

•••"  Id.,  a,t  19639. 

>•"'  Donald  P.  Kenyon  rould  not  be  located  for  service  of  process  at  the  time  of  the 
public  examination  by  the  Commission  of  the  affairs  of  these  companies.  His  attorneys 
reported  that  he  was  somewhere  in  Texas  at  |the  time. 

^'^"Op.  cit.  supra,  note  1,  at  19642-3,  19800. 

i««  Id.,  at  19801. 

i<n  Id.,  at  19801-2. 

>«2  Id.,  at  19803-6. 

"^  Id.,  at  .19806. 

>*'  Id.,  at  1980.1-6. 
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Q.  Do  you  know  whether  any  of  this  $50,000  that  was  loaned  to  Mr.  Kenyon 
was  applied  to  maintaining  the  market  by  Kenyon  and  Company,  if  they  were 
obliged  to  maintain  a  market  in  the  securities  of  Investors'  Fund  of  America? 

A.  I  don't  think  5  cents  was  used  for  that  purpose. 

During  this  same  period,  that  is,  from  July  21,  1936,  to  November 
20,  1936,  Kenyon  &  Company,  Inc.  borrowed,  received,  or  otherwise 
obtained  a  total  of  approximately  $50,000  from  Investors  Fund  of 
America,  Inc.,  in  addition  to  the  loans  which  were  ostensibly  made 
for  purposes  of  maintaining  a  market.^''^  Included  in  this  aggregate 
of  $50,000  was  a  payment  of  $19,000  to  Kenyon  &  Company,  Inc.,  as 
broker,  to  purchase  for  the  investment  company  19,000  shares  of 
stock  of  Powell  Bouyon,  Ltd.  at  $1  per  share.  Kenyon  &  Company, 
Inc.,  never  made  delivery  of  the  stock  to  its  principal,  Investors 
Fund  of  America,  Inc.,  but  instead  the  investment  company  was 
given  a  due  bill  for  this  stock.     Mr.  Eddy  testified :  ^^'^ 

Q.  Mr.  Eddy,  do  you  know  whether  or  not  the  19,000  shares  of  Powell 
Eouyon  stock  for  which  this  check  was  issued  were  ever  delivered  to  Investors' 
Fund  of  America? 

A.  I  don't  believe  it  was  ever  delivered. 

Q.  Do  you  recall  how  this  payment  of  $19,000  to  Kenyon  and  Company  was 
charged  off  on  the  books  of  Investors'  Fund  of  America  ? 

A.  It  was  not  charged  off,  but  at  the  time  we  took  over  the  Kenyon  oil 
property,  that  $19,000  was  included  in  the  exchange  of  securities  and  obliga- 
tions of  Kenyon's  to  the  Fund. 

Q.  That  was  on  November  20,  1936? 

A.  It  was. 

Q.  Can  you  testify  as  to  how  that  $19,000  was  set  up  on  the  books  of  In- 
vestors' Fund  of  America,  between  September  12  and  November  20,  3936? 

A.  It  was  carried  as  a  due  bill  from  Kenyon  and  Company  with  a  delivery 
of  19,000  shares  of  stock. 

Q.  Was  it  carried  as  a  due  bill  for  that  stock  right  through  until  November 
20th,  or  was  it  charged  to  an  account  receivable  for  Kenyon   and  Company? 

A.  I  think  we  had  the  due  bUl  right  up  to  that  time. 

6.  PEOCEEDINGS  BY  ATTOKNEYS  GENERAL  OF  NEW 
JERSEY  AND  NEW  YORK 

On  July  30,  1936,  David  Wilentz,  Attorney  General  of  New  Jersey, 
instituted,  under  the  New  Jersey  Blue  Sky  statutes,  a  proceeding  in 
equity  against  Montlily  Income  Shares,  Inc.,  of  New  Jersey,  Monthly 
Income  Shares,  Inc.,  of  New  York,  Lancaster.  Havens  &  O'Brien,  Inc., 
Lancaster,  Gorman  &  Co.,  Inc.,  Kenyon  &  Company,  Inc.,  National 
Associated  Dealers,  Inc.,  Donald  P.  Kenyon,  Charles  Russell  Kenyon, 
Norman  E.  Dizer,  Robert  E.  Lancaster,  and  George  R.  Grantham  to 
enjoin  the  further  sale  of  any  securities  in  New  Jersey.  On  the  same 
day  an  order  to  show  cause  was  issued  by  the  vice  chancellor  and  a 
custodial  receiver  of  Monthly  Income  Shares,  Inc.,  of  New  Jersey 
was  appointed.  On  October  15, 1936,  a  decree  was  signed  by  the  vice 
chancellor  permanently  enjoining  all  the  defendants  from  selling 

i«5  Id.,  at  19828. 
w-Td.,  at  19807-8. 
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securities  in  the  State  of  New  Jersey  and  appointing  a  receiver  to 
liquidate  Monthly  Income  Shares,  Inc.,  of  New  Jersey."'^ 

At  or  about  the  same  time  an  investigation  of  the  affairs  of  Monthly 
Income  Shares,  Inc.,  of  New  York  was  being  conducted  by  the  Attor- 
ney General  of  New  York.^^®  Upon  the  application  of  the  Attorney 
General  of  New  York,  an  order  was  issued  by  the  Supreme  Court  of 
the  State  of  New  York  on  September  16,  1936,  restraining  the  aliena- 
tion of  any  of  the  corporation's  assets,  and  a  further  restraining  order 
to  the  same  effect  was  issued  by  the  same  court  on  December  12, 1936.^*^® 

Donald  P.  Kenyon,  apjDarently  realizing  that  these  proceedings 
would  disclose  his  failure  to  account  for  the  proceeds  of  the  115,000 
shares  of  Class  AA  stock  of  the  Monthly  Income  Shares,  Inc.  of 
New  Jersey  and  135,000  shares  of  the  Class  AA  stock  of  the  Monthly 
Income  Shares,  Inc.,  of  New  York,  agreed  to  repurchase  from  Inves- 
tors Fund  of  America,  Inc.  these  two  blocks  of  stock  at  $1.00  per 
share,^'°  the  price  at  which  these  shares  were  sold  to  Investors  Fund  of 
America,  Inc. 

Mr.  Kenyon  took  the  stock  down  on  November  20,  1936.  However, 
instead  of  paying  Investors  Fund  of  America,  Inc.  the  sum  of  $250,000 
in  cash,  he  assigned  to  that  investment  company  all  his  interest  in  a 
lease  on  20  acres  of  oil  property  in  Galveston  County,  Texas,  and 
received  $10,000  cash  from  the  investment  company  for  his  resignation 
as  officer  and  director  of  the  investment  company .^^^  This  lease  was 
transferred  not  only  in  satisfaction  of  the  repurchase  price  of  the 
blocks  of  stock  of  both  the  Monthly  Income  Shares  companies  but 
also  in  full  settlement  of  all  amounts  or  obligations  otherwise  owed 
to  Investors  Fund  of  America,  Inc.  by  Mr.  Kenyon,  Kenyon  &  Com- 
pany, Inc.,  and  his  other  dummy  corporations.^'^^  The  total  of  such 
indebtedness  and  obligations,  including  the  obligation  to  repurchase 
the  stock  of  both  Monthly  Income  Shares  companies,  was  approxi- 
mately $364,000.^3 

Mr.  Kenyon  represented  to  Investors  Fund  of  America,  Inc., 
that  this  lease  had  a  fair  value  far  in  excess  of  $364,000.  The 
appraisal  had  been  made  by  a  firm  known  as  A.  S.  Bergendahl  &  Asso- 
ciates, Inc.,  of  Houston,  Texas,  which  had,  it  appears,  a  financial  in- 
terest in  the  property  at  the  time.^^*  A  report  on  this  property,  pre- 
pai-ed  by  appraisers  employed  by  Investors  Fund  of  America,  Inc. 
subsequent  to  Mr.  Kenyon's  resignation  indicated  that  the  fair  value 
of  these  properties  was  about  $266,000.^^^ 

It  developed  that  there  were  several  claims  against  the  oil  property 
which  would  create  infirmities  in  the  title  of  Investors  Fund  of 

'*"'■'  Id.,  at  19823,  19993  ;  David  Wilents.  Attorney  General,  etc.  v.  Monthly  Income  Shares, 
Itifi:,  ct  ah.  Chancery  1151-349.  (Derived  from  supplementary  material  supplied  the  Com- 
mission for  Investors  Fund  of  America,  Inc.) 

*«  Op.  cit.  supra,  note  1,  at  19824,  20059,  20063f,  20070.  See  also  supplementary  mate- 
rial supplied  the  Commission  for  Investors  Fund  of  America.  Inc. 

i«"  Op.  cit.  supra,  note  1,  at  20070-1. 

-"0  Id.,  at  19823-5. 

"'Id.,  at  19824-5,  19827-8,  and  19817. 

i"-Id..  a,t  19827-9. 

"3  Ibid.  ' 

"<  Id..  Commission's  Exhibit  No.  3161. 

i"Id..  at  19829-30  and  Commission's  Exhibit  No.  3146.  Counsel  for  Lucian  A.  Eddy 
and  Investors  Fund  of  America,  Inc.,  at  the  public  examination  of  these  companies  pur- 
ported to  show  that  the  fair  value  of  the  lease  was  in  fact  $265,000  or  more.  (Id.,  at 
20087-8.) 


340  SECURITIES   AXD   EXCHANGE    COM]MISSIO]Sr 

America,  Inc.  to  this  property  unless  tliey  were  satisfied  or  success- 
fully contested.^'®  Mr.  Eddy's  counsel  stated,  however,  that  he  ex- 
pected this  lease  within  a  few  years  to  have  a  value  equal  to  the 
amount  of  Mr,  Kenyon's  indebtedness,  plus  inter  est.  ^'^'' 

7.  SALE  OF  STOCK  OF  NOETH  BERGEN  TRUST  COMPANY 
TO  MONTHLY  INCOME  SHARES,  INC.,  OF  NEW  YORK 

On  September  2,  1936,  Mr.  Kenyon  caused  Monthly  Income  Shares, 
Inc.,  of  New  York  to  accept  350  shares  of  stock  of  the  North  Bergen 
Trust  Company  at  $115  per  share  for  a  total  of  $40,250  in  partial  dis- 
charge of  the  indebtedness  then  due  that  corporation  from  Kenyon  & 
Company,  Inc.^^^ 

8.  ACTIVITIES  IN  CONNECTION  WITH  UNITED  STAND- 

ARD OILFUND  OF  AMERICA,  INC. 

From  February  8,  1935,  the  date  of  the  organization  of  United 
Standard  Oilfund  of  America,  Inc.,  to  June  1936,  the  funds  of  that 
corporation  were  being  increased  by  its  original  management  through 
sales  to  the  public  of  additional  securities  and  through  investments. 
At  June  30,  1936,  the  corporation  had  gross  assets  of  $266,286.61,  and 
net  assets  of  about  $260,000.  There  were  218,019  shares  of  stock  out- 
standing, with  a  liquidating  value  at  the  time  of  about  $1.20  per 
share. 

John  R.  O'Hanlon,  Assistant  Attorney  General  of  the  State  of  New 
York,  who  had  examined  the  books  of  the  corporation,  testified :  ^^^ 

A.  *  *  *  During  the  time  I  have  described,  from  the  time  of  organization 
to  June  30,  1936,  the  books  disclosed  a  continuous  process  of  building  up  the  fund. 
It  reached  its  peak  at  June  30,  1936,  at  which  time  there  was  outstanding  218,019 
shares  of  stock  of  a  par  value  of  25  cents  a  share  which  had  been  sold  at  approxi- 
mately $1.25  a  share.  The  balance  sheet  of  this  trust  as  of  June  30,  1936,  was 
very  plain.  The  assets  consisted  of  only  three  items — accounts  receivable,  .$265 ; 
cash,  $72,650.70,  and  marketable  securities  of  $193,370.91.  There  were  insignifi- 
cant liabilities,  in  the  amount  of  about  $5,000,  leaving  the  net  assets  in  a  very 
liquid  condition  of  about  $260,000,  and  giving  the  outstanding  218,019  a  liquida- 
tion value  of  about  $1.20  a  share.  And  in  such  a  condition  that  it  could  have 
been  liquidated  in  a  few  hours  during  a  market  day. 

Upon  Mr.  Kenyon's  acquisition  of  control  the  assets  of  the  corpora- 
tion began  to  be  dissipated.     Mr.  O'Hanlon  testified :  ^^° 

A.  *  *  *  Between  June  30 — I  presume  it  started  June  10,  but  we  will  take 
the  date  of  June  30 — the  progress  of  the  corporation  went  into  reverse,  so  to 
speak.  From  that  date  on,  its  activities  consisted  of  the  liquidation  of  securities 
in  the  portfolio,  cessation  of  the  sale  of  any  further  stock,  and  disbursement  of 
the  cash  on  hand,  and  the  proceeds  of  the  sale  of  the  stock  in  a  manner  I  will 
describe     *     *     * 


"«Op.  cit.  supra,  note  1,  at  19830-1. 
!■"  Id.,  at  20087-8. 
I's  Id.,  at  20066. 
"0  Id.,  at  20078. 
«»  Id.,  at  20079. 
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The  listed  securities  in  the  portfolio  of  that  corporation  were  reduced 
from  $193,370.91  in  June  1936  to  $26,035.68  at  February  28,  1937.^" 

However,  the  corporation  did  not  possess  even  these  $26,035.68  of 
listed  securities  because  these  securities  ^®-  had  been  pledged  with  the 
North  Bergen  Trust  Company  on  or  about  December  15,  1936,  for  a 
loan  of  $22,000  to  Edward  Embree,  of  the  non-existent  "Edward  E. 
Embree  &  Company,"  ^^^  The  proceeds  of  this  loan  had  been  turned 
over  to  Mr.  Kenyon.  Thereafter,  on  January  14,  1937,  on  Mr.  Ken- 
yon's  instructions,  the  pledged  securities  were  sold  through  Newburger, 
Loeb  &  Company,  a  New  York  brokerage  firm,  for  the  account  of 
North  Bergen  Trust  Company,  for  $29,735.92.  The  proceeds  of  this 
sale  were  paid  over  to  the  trust  company,  which  deducted  the  amount 
of  its  loan  and  interest  and  issued  a  check  to  Mr.  Kenyon  for  $7,641.19, 
representing  the  balance,  which  was  deposited  in  his  personal  bank 
account.^^* 

Mr,  O'Hanlon  summarized  the  cash  record  of  the  corporation  for 
this  period  as  follows :  ^®^ 

A.  Now  I  have  made  a  thorough  analysis  of  the  cash  in  and  tlie  cash  out  of 
the  corporation  between  June  1936  and  March  31,  1937,  wliich  is  about  the  date 
when  it  died. 

Q.  The  casli  in  and  cash  out  includes  the  cash  received  from  the  sale  of  these 
securities? 

A.  Cash  out,  meaning  plus  the  postage  of  the  sale  in  and  then  that  much  out. 

As  I  previously  stated,  the  balance  of  cash  on  hand  on  June  30,  1936,  was 
5^72,650.70.  Through  liquidation  of  securities  as  described,  the  corporation  re- 
ceived in,  between  June  1936  and  February  1937,  $163,188.85.  There  were  also 
a  few  other  minor  receipts — dividends  received,  $1,347.00  and  about  $10,000  in 
exchange  checks  but  which  presumably  the  corporation  issued  in  a  similar 
iimount. 

Tlie  total  receipts  from  these  sources  was  $175,652.25,  which,  added  to  the 
amount  on  hand  at  the  beginning,  makes  a  total  of  cash  which  came  into  the 
corporation  during  this  period  of  $248,302.95. 

Thus,  Mr,  Kenyon  had  control  of  approximately  $250,000  of  assets 
of  this  company  during  this  period  from  June  10,  1936,  to  March  31, 
1937.  The  sum  of  $100,500  was  lent  to  Kenyon  &  Company,  Inc.,  and 
was  eiddenced  by  unsecured  notes  and  accounts  receivable.  The  sum 
of  $60,000  was  paid  to  United  Standard  Oilshares  Corporation  for 
the  cancelation  of  the  management  agreement.  An  additional 
$45,216.79  was  used  to  repurchase  the  shares  of  stockholders  repre- 
sented by  the  objecting  dealers.  Dividends  paid  amounted  to  $8,236.38 
and  $13,082.91  was  issued  as  exchange  checks.  The  total  of  these 
disbursements,  plus  salaries,  amounted  to  $247,387.58,  leaving  a  cash 

IS'  Ibid. 

^^  The  portfolio  securities  of  the  corporation  were  sold  as  follows  (ibid.)  : 

July $16,  452.  63 

Au6!ust 4.5,  593.  03 

September 47,  .343.  75 

October 33,  001.  50 

November 3,  927.  50 

December 13,  010.  40 

.Tamaary 1.  601.  48 

February 6,  404.  94 

isa.Id.,  at  20083. 

I*"  Id.,  at  20083-4, 

^*Id.,  at  20980. 
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balance  of  $915.37,  according  to  the  books  of  the  corporation.^*'''     Mr. 
O'Hanlon  summarized  these  transactions  as  follows  :^^^ 

A.  So,  summarizing,  we  can  say  that  all  of  tbe  cash  on  hand  ou  June  30  antl 
all  of  the  securities  except  the  $26,000,  which  I  will  refer  to  later,  were  converted' 
into  cash  and  used  principally  to  pay  monies  over  to  Kenyon,  directly  or  indi- 
rectly, and  to  pay  off  complaining  stockholders. 

I  also  want  to  say  this :  At  the  present  time  [Avigust  4,  1937]  the  record 
discloses  that  there  is  outstanding  about  180,000  shares  of  this  stock  in  the  hands 
of  the  public  for  which  the  public  paid  $1.2.5  per  share,  and  there  are  no  liquid 
assets  whatever  to  meet  this  liability  to  stockholders,  and  the  only  purported 
assets  on  the  books  which  can  be  considered  of  value  is  marketable  securities 
in  the  amount  of  $26,000. 

These  marketable  securities  of  the  value  of  $26,000  were  the  securi- 
ties which  were  pledged  for  the  loan  of  $22,000  to  Mr.  Embree,  ^^®  and 
which  were  subsequently  sold  to  satisfy  this  loan  and  the  balance  of 
the  proceeds  turned  over  to  Mr.  Kenyon.  This  $26,000  item  was  there- 
fore completely  eliminated.    Mr.  O'Hanlon  testified :  ^^^ 

Q.  So  that  at  the  present  time  there  are  how  many  shares  of  United  Standard 
Oilfund  stock  outstanding? 

A.  180,000. 

Q.  And  there  are  absolutely  no  assets  of  the  company? 

A.  The  only  assets  would  be  the  receivables  from  Kenyon  &  Company,  which, 
from  my  examination  of  the  books  of  that  company,  I  know  are  worthless.  The 
corporation  has  no  assets. 

On  March  23,  1937,  the  Supreme  Court  of  the  State  of  New  York 
entered  a  temporary  injunction  against  Robert  E.  Lancaster,  Don- 
ald P.  Kenyon,  Charles  E..  Kenyon,  Norman  E.  Dizer,  Walter  E. 
O'Brien,  Edwin  Wallace  Havens,  George  Shaw,  Jr.,  Murray  A.  Cobb, 
George  R.  Grantham,  William  H.  Paynter,  Kenj^on  &  Company,  Inc., 
of  New  York,  Monthly  Income  Shares,  Inc.  of  New  York,  Lancaster, 
Havens  &  O'Brien,  Inc.,  Lancaster,  Paynter  &  Company.  Inc.,  and 
National  Associated  Dealers,  Inc.,  and  appointed  receivers  for  each  of 
the  corporate  defendants."" 

On  or  about  April  4,  1937,  the  Attorney  General  of  New  York  ascer- 
tained that  Mr.  Kenyon  had  alienated  the  entire  portfolio  of  securities 
of  Monthl}^  Income  Shares,  Inc..  of  New  York,  by  pledging  such  secu- 
rities to  North  Bergen  Trust  Comjoany  during  December  1936  and  per- 
mitting such  securities  to  be  sold  by  the  bank  in  January  1937.^^^  As 
this  act  violated  the  restraining  order  of  December  12,  1936,  a  motion 
to  punish  Mr.  Kenyon  for  contempt  was  filed  by  the  Attorney  Gen- 
eral of  New  York.^^2     So  far  as  available,  information  discloses  this 

^^*  Id.,  at  20081.  According  to  tlie  records  of  the  corporation,  $874.40  of  this  cash  was 
on  deposit  at  the  Nor,th  Bergen  Trust  Company,  and  $40.97  was  on  deposit  at  another 
bank.  Mr.  O'Hanlon  testified  that  an  examination  of  the  records  of  the  two  banks 
indicated  that  there  was  only  "$2  or  $3  in  each  account".     (Ibid.) 

^«^  Id.,  a,t  20081-2. 

^*®  Id.,  at  20083  and  see  discussion  supra,  p.  341. 

™  Op.  cit.  supra,  note  1,  at  20084-5. 

1^°  Id.,  at  20071-2  and  supplementary  information  supplied  the  Commission  for  Investors^ 
B\ind  of  America,  Inc. 

1"  Op.  cit,  supra,  note  1.  at  20074-5. 

^M  Id.,  at  20076. 
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motion  was  pending  at  the  time  of  Mr.  Kenyon's  death  in  December 
1938.  However,  after  this  motion  was  made  Mr.  Kenyon  turned  over 
$50,000  to  the  receiver  for  the  company.^^^ 

9.  ACTION  BY  FEDERAL  DEPOSIT  INSURANCE  CORPORA- 

TION AGAINST  NORTH  BERGEN  TRUST  COMPANY 

On  April  16, 1937,  the  Federal  Deposit  Insurance  Corporation,  which 
had  issued  a  membership  charter  to  the  North  Bergen  Trust  Company, 
revoked  the  charter,  after  investigation,  as  of  May  1, 1937,^"*  assigning 
the  following  reasons:  (1)  Operating  with  impaired  capital;  (2) 
Lending  in  excess  of  the  maximum  limit  permissible  under  the  law; 
and  (3)  Unwarranted  concentration  of  loans  and  extension  of  credit 
to  persons  or  corporations  in  which  the  principal  stockholders  were 
financially  mt crested. 

In  its  statement  announcing  the  revocation  of  the  charter  the  Fed- 
eral D3j)osit  Insurance  Corporation  stated  :^^^ 

It  was  also  found  that  the  mauagemeut  of  the  bank  by  its  principal  stockholdei's 
constituted  a  hazard  to  its  depositors  and  the  corporation. 

10.  LOSS  TO  MONTHLY  INCOME  SHARES  CORPORATION 

ON  THE  NORTH  BERGEN  TRUST  COMPANY  STOCK 

On  April  19, 1937,  700  shares  of  North  Bergen  Trust  Company  stock 
previously  sold  by  Mr.  Kenyon  at  $115  per  share  to  the  two  Montlily 
Income  Shares  corporations  were  sold  by  these  companies  at  substan- 
tially less  than  $50  per  share,^^^  resulting  in  a  substantial  loss  to  these 
two  companies. 

E.  Kenyon  &   Company,  Incorporated 

Kenyon  &  Company,  Incorporated  was  patently  the  "conduit" 
through  which  Mr.  Kenyon  effected  his  various  transactions.  As  was 
testified  by  Mr.  Dizer :  ^^^ 

Q.  Mr.  Dizer,  from  your  knowledge  of  the  operations  of  Kenyon  and  Company, 
can  you  testify  that  Kenyon  and  Company  was  used  by  Donald  P.  Kenyon  merely 
as  a  conduit  or  vehicle  by  means  of  which  he  borrowed  money  from  others  and 
loaned  it  to  himself? 

A.  Well,  I  would  say  that  a  greater  part  of  the  transactions  were  just  that. 

Q.  And  most  if  not  all  of  the  moneys  borrowed  by  Kenyon  and  Company  came 
from  various  other  corporations  controlled  by  Donald  P.  Kenyon.  Isn't  that 
correct? 

A.  The  greater  part  of  it ;  yes. 

Q.  So  that  eventually  all  of  the  moneys  borrowed  by  Kenyon  and  Company 
from  the  various  other  organizations  or  corporations  in  a  very  short  time  there- 


"^"•^  People,  etc.  V.  MontJihi  Income  Sharcft.  Inc.,  ct  al.  Supipme  Court  of  New  York, 
Kings  County  (action  commenced  DecemUer  12,  1036).  (Derived  from  supplementary  in- 
formation supplied  tiie  Commission  for  Investors  Fund  of  America,  Inc.) 

"«  The  New  York  Times,  April  17,  19.37  ;  op.  cit.  supra,  note  1,  at  19.592-5. 

^^'-  The  yew  York  Times,  April  17,  1937. 

™0p.  cit.  supra,  note  1,  at  19593. 

^^Id.,  at  19738. 
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after  found  their  way  into  the  hands  of  Donald  P.  Kenyon  and  were  converted  to 
his  own  purposes.    Correct? 

A.  I  should  say  that  was  substantially  correct.^ 

Kenyon  &  Company,  Incorporated  kept  no  books  of  account  until 
the  Attorney  General  of  New  York  demanded  the  production  of  such 
books,  at  which  time  Kenyon  caused  a  set  of  books  to  be  prepared.  Mr. 
O'Hanlon  testified :  ^^^ 

Q.  Did  you  make  any  attempt  to  secure  the  books  of  Kenyon  &  Company,  Inc., 
at  this  time  upon  noticing  the  amount  of  receivables  of  that  corporation? 

A.  Yes,  sir ;  I  did. 

Q.  Were  you  able  to  get  those  books? 

A.  It  was  on  December  12,  I  think,  1936,  I  ser-sed  a  subpoena  duces  tecum  on 
Donald  P.  Kenyon  to  produce  the  books  of  Kenyon  &  Company,  Inc.,  within  a  few 
days.  He  stated  to  me  that  the  books  of  account  of  Kenyon  &  Company  were  in 
Texas  in  the  possession  of  Norman  E.  Dizer,  the  treasurer  of  the  company,  and  he 
requested  some  time  to  have  Dizer  bring  them  back  and  produce  them  before  me. 
I  think  it  was  about  three  weeks  later,  pursuant  to  my  direction,  Donald  Kenyon 
retui'ned  and  at  that  time  produced  a  set  of  books  of  Kenyon  &  Company,  Inc., 
and  under  questioning,  he  admitted  that  the  books  of  account  had  been  written 
up  in  the  interval  between  December  12,  1936,  and  the  date  of  production. 

Q.  Mr.  Kenyon  was  duly  sworn  at  the  time  he  made  these  statements? 

A.  Yes. 

Q.  So  that  at  the  time  the  loans  were  negotiated  by  Monthly  Income  Shares, 
Inc.,  of  New  York,  to  Kenyon  &  Company  prior  to  July  31,  1936,  Kenyon  &  Com- 
pany were  without  books? 

A.  That  is  correct. 

Harold  F.  Solomon,  one  of  the  accountants  of  the  Securities  and 
Exchange  Commission  who  participated  in  the  investigation  of  these 
companies,  corroborated  the  fact  that  Kenyon  &  Company,  Incorpo- 
rated, was  merely  an  instrumentality  of  Mr.  Kenyon.  Mr.  Solomon 
testified :  -°° 

Q.  Mr.  Solomon,  from  your  examination  and  knowledge  of  the  books  and 
affairs  of  Kenyon  &  Company,  Inc.,  would  you  say  that,  in  your  opinion,  Kenyon 
&  Company  was  used  merely  as  a  vehicle  for  the  loan  account  of  Donald  P. 
Kenyon  ? 

A.  In  my  opinion,  moneys  were  received  from  various  other  companies  and 
credited  to  this  account,  loans  payable  account  of  Donald  P.  Kenyon,  and  then 
the  moneys  were  taken  out  of  that  account  and  were  advanced  to  the  account 
of  Donald  P.  Kenyon. 

Mr.  Solomon  further  testified :  ^^^ 

Q.  And  according  to  that  exhibit,202  Mr.  Solomon,  the  total  receipts  of  the 
corporation  for  the  period  from  January  to  November  1936,  were  $907,567.58,  is 
that  correct? 

A.  According  to  the  books  of  Kenyon  &  Company  that  is  correct. 


'OS  Mr.  John  R.  O'Hanlon,  Assistant  Attorney  General  of  New  York,  tes^tifled  to  the  same 
effect.      (Id.,  at  20069-70.) 

'o»  Id.,  at  20068.  • 

2»o  Id.,  Commission's  Exhibit  No.  3121,  at  758-9. 

^'i  Id.,  Commission's  Exhibit  No.  3121,  at  750-1. 

202  Reference  is  to  Exhibit  No.  146-C  contained  in  id.,  Commission's  Exhibit  No.  3121. 
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Q.  And  also  according  to  Exhibit  146-C  of  that  particular  amount  $845,220.55 
represented  moneys  borrowed  from  or  received  for  the  account  of  Donald  P. 
Kenyon,  is  that  correct? 

A.  That  is  correct. 

Q.  According  to  the  books  of  Kenyon  &  Company? 

A.  According  to  the  books. 

Q.  And  according  to  that  same  exhibit,  Mr.  Solomon,  the  total  disbursements 
during  the  same  period  amounted  to  $859,307.81,  is  that  correct? 

A.  That  is  only  the  disbursements  for  loans  payable  account  of  Donald  P. 
Kenyon,  advances  to  Canada,  and  Texas  loans,  account  of  Donald  P.  Kenyon,  and 
investments  purchased. 

Q.  What  other  disbursements  M'ere  there? 

A.  The  salaries  and  exjjenses  are  not  included  in  this  summary. 

Q.  Were  you  able  to  ascertain  what  the  total  advances  were  for  salaries 
and  expenses? 

A.  The  expenses  were  $23,753.80  and  salaries  were  $24,323.63. 

F.  Other  Companies  and  Trusts 

There  are  several  other  corporations  and  trusts  which  came  under 
the  control  of  Mr,  Kenyon  during  the  period  of  the  activities  under 
discussion.  These  organizations  have  not  been  previously  discussed 
in  detail,  since  they  appear  to  have  been  much  less  severely  touched 
by  Mr.  Kenyon  than  were  the  others.  A  list  of  these  corporations  and 
trusts  includes :  Kenyon  &  Company,  Ltd.,  of  Canada,  Harriman  In- 
vestors Fund,  Inc.,  Interstate  Investors,  Inc.,  and  tlie  following  fixed 
trusts  and  their  depositors: 

Trust  Depositor 

Trustee    Standard    Investment    Shares,    Trustee  Standard  Shares,  Incorporated. 

Series   "C." 
Trustee    Standard    Investment    Shares,    Trustee  Standard  Shares,  Incorporated. 

Series  "D." 
Trustee     Standard     Oilshares,     Series    Standard  Oilshares,  Inc. 

"A." 
Trustee     Standard     Oilshares,     Series    Standard  Oilshares,  Inc. 

"B." 

American  Composite  Trust  Shares,  Cum-   American    Composite    Shares    Corpora- 
ulative  Series.  tion. 

Collateral  Trustee  Shares,   Series  "A."    Investment  Trust  of  New  York,  Inc. 
Trusteed  New  York  Bank  Shares.  National  Associated  Dealers,  Inc. 

1.  KENYON  &  COMPANY,  LTD.  OF  CANADA 

Kenyon  &  Company,  Ltd.  of  Canada  apparentlv  was  a  personal 
corporation  of  Mr.  Kenyon.-"^  The  available  data^indicate  that  the 
public  had  no  direct  or  indirect  ownership  in  the  company,  and  a))- 
parently  it  was  not  used,  to  any  great  extent,  to  assist  Mr.  Kenyon  in 
his  activities  within  this  group. 

*'3  6p.  ci,t.  .supra,  notp  1,  at  10682. 
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2.  HARRIMAN  INVESTORS  FUND,  INC. 

Harriman  Investors  Fund,  Inc.,  was  incorporated  under  the  laws  of 
New  York  on  May  19,  1930,  as  a  restricted  management  type,  open- 
end  investment  company  with  an  authorized  capital  of  50,000  shares 
of  common  stock  without  par  value.  The  Harriman  Fund  Manage- 
ment Corporation,  composed  and  owned  by  officers  of  the  Harriman 
National  Bank  &  Trust  Company,  was  the  original  sponsor  of  the 
company  and  their  bank  acted  as  depositar}^  and  transfer  agent  for 
the  company.  The  issue  was  sold  to  the  public  at  $101  per  share. -°* 
Quarterly  dividends  were  paid  on  the  stock  from  September  2,  1930, 
through  March  1,  1936.-°^^  Control  of  the  company  was  acquired  by 
■Universal  Shares,  Ltd.,  then  controlled  by  the  Spies-Espey-O'Ryan 
group  in  the  year  1935,  and  passed,  through  them,  to  Mr.  Kenyon  on 
June  10,  1936.  A  balance  sheet  of  Harriman  Investors  Fund,  Inc.,  as 
of  June  10,  1936,  showed  assets  of  $105,073,  including  an  item  of 
$15,614  representing  accounts  receivable  from  affiliated  companies  and 
$83,594.47  representing  investments  in  affiliated  companies.-°^  There 
were  2,165  shares  of  stock  outstanding  at  this  time.-^'  Lucian  A. 
Eddy,  president  of  Investors  Fund  of  America,  Inc.,  and  one  of  the 
officials  retained  by  Mr.  Kenyon  after  his  acquisition  of  Universal 
Shares,  Ltd.,  testified  that  at  August  12,  1937,  the  investment  in 
affiliated  companies  by  Harriman  Investors  Fund,  Inc.,  was  worth- 
less, and  should  be  written  off.-^"  Mr.  Eddy  also  testified  that  an 
item  of  these  total  assets,  consisting  of  $83,594,  characterized  on  the 
balance  sheet  as  "Investments  in  Affiliated  Companies"  was  worth  a 
maximum  of  "five  or  ten  thousand  dollars  at  the  outside"  at  August 
IS,  1937,  and  that  the  company  was,  in  fact,  insolvent. 


209 


3.  INTERSTATE  INVESTORS,  INC. 

Interstate  Investors,  Inc.,  was  incorporated  some  time  prior  to  1935 
under  the  sponsorship  of  Murray  R.  Spies  and  his  associates.  Ap- 
parently the  company  neither  made  a  general  public  offering  of  its 
stock  nor  acquired  any  assets.  However,  before  Mr.  Kenyon's  acqui- 
sition of  that  company,  the  predecessor  sponsors  caused  667  shares 
of  its  stock  to  be  sold  to  Universal  Shares,  Ltd.^^"  Mr.  Eddy  testified 
that  this  stock  was  worthless  at  August  12,  1937.^^^ 

4.  THE  FIXED  INVESTMENT  TRUSTS  IN  THE  GROUP  ^^^ 

By  the  acquisition  by  Mr.  Kenyon  on  June  10,  1936  of  Universal 
Shares,  Ltd.  he  obtained  control  of  the  following  fixed  trusts  and 
their  depositor  corporations.-^^ 

2»i  Standard  Stock  Offerings,  1936 ;  see  note  200,  supra. 

^^  Moody's  Manual  of  Investments,  Banks,  etc.,  1936,  p.  1581.  No  replies  to  the  Com- 
mission's questionnaire  or  summary  statement  were  filed  with  the  Commission. 

*"=  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  3105   (Exhibit  7-a  thereof) . 

2""  Ibid. 

20S  M.,  at  19985. 

2""  Id.,  at  19985-6. 

2i«  Id.,  Commission's  Exhibit  No.  3105  (Schedule  1-a,  thereof). 

»i  Id.,  at  19981. 

212  por  a  detailed  discussion  of  these  fixed  trusts  see  the  Commission's  Report  on  Fixed  and 
Semifixed  Investment  Trusts. 

^3  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  3104. 
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Trust  Depositor 

U )   Trustee    Standard    Investment    Trustee  Standard  Shares,  Incorporated. 
Shares,  Series  C. 

<2)  Trustee    Standard    Investment    Trustee  Standard  Shares,  Incorporated. 
Shares,  Series  D. 

^3)  Trustee     Standard     Oilshares,    Standard  Oilshares,  Inc. 
Series  A. 

(4)   Trustee     Standard     Oilshares,    Standard  Oilshares,  Inc. 
Series  B. 

<5)  American  Composite  Trust  Shares,    American   Composite    Shares    Corpora- 
Cumulative  Series.  tion. 

(6)   Collateral  Trustee  Shares,  Series  A.    Investment   Trust    of   New   York,    Inc. 

Mr.  Eddy  testified  that  the  principal  purpose  in  acquiring  the 
sponsorship'  of  these  trusts  was  to  obtain  a  list  of  shareholders  who 
could  be  induced  to  exchange  their  shares  for  shares  of  the  investment 
companies  which  the  Spies-Espey-O'Ryan  group  sponsored.^^*  The 
first  four  of  these  trusts  had  been  originally  organized  and  sponsored 
by  Dwelly,  Pearce  &  Company,  Inc.,-^^  which  was  paid  by  the  Spies- 
Espey-O'Kyan  group  for  the  transfer  of  control,  a  total  of  about 
$100,b00.2i«  On  August  12,  1937,  these  four  fixed  trusts  had  shares 
outstanding  with  a  total  asset  value  of  about  $8,500,000,-"  although 
their  asset  value  had  been  about  $10,000,000  when  the  Spies-Espey- 
O'Ryan  group  acquired  these  trusts.-^^ 

American  Composite  Trust  Shares,  Cumulative  Series,  had  been 
sponsored  originally  by  E.  F.  Gillespie  &  Company,  Inc.,  a  firm  of 
investment  dealers  of  New  York.^^^  and  had  shares  with  a  total  asset 
value  of  about  $600,000  outstanding  in  1933.  This  fixed  trust  has 
since  been  liquidated.--°  Collateral  Trustee  Shares,  Series  A,  whose 
depositor  was  Investment  Trust  of  New  York,  Inc.,  had  shares  out- 
standing with  a  total  asset  value  of  $700,000  or  $800,000  in  1933. 
Through  liquidations  and  exchanges  this  amount  had  been  reduced 
to  about  $400,000  in  August  1937.^-^ 

Trusteed  NeAv  York  Bank  Shares  was  a  fixed  trust  for  which  Na- 
tional Associated  Dealers,  Inc.,  was  depositor  by  succession,  and  has 
no  particular  significance  in  this  report. 

G.  Indictment  of  Donald  P.  Kenyon's  Associates 

On  March  30,  1939,  the  Federal  Grand  Jury  for  the  Southern  Dis- 
trict of  New  ifork  returned  an  indictment  against  E.  Fairbanks 
Chase,  Norman  E.  Dizer,  Lucian  A.  Eddy,  Edward  E.  Embree, 
George  R.  Grantham,  Charles  Russell  Kenyon,  Ernest  K.  Schwartz, 
Samuel  Sobel,  Stanley  R.  Wayne,  otherwise  known  as  Stanley  R. 
Weinstein,  Kenyon  &  Company,  Inc.,  and  Weil  Management  C_om- 
pany,  Inc.,  for  violations  of  the  fraud  provisions  of  the  Securities 
Act"  of  1933  and  the  Mail  Fraud  and  Conspiracy  Statutes,  the  vio- 

-"  Id.,  at  19966-7. 

=>■•  Id.,  at  19967. 

='«  Ibid. 

-"  Id.,  at  19969. 

-"*Ibid. 

-'»  Id.,  at  19961.      Its  depositor  was  American  Composite  Sbares  Corporation. 

"0  Id.,  at  19965. 

--1  Id.,  at  19964. 
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lations  consisting  of  varions  of  the  activities  previously  discussed 
herein.  Donald  P.  Kenyon  was  not  indicted  because  he  had  died 
on  or  about  December  27,  1938.-^-  The  indictment  contained  seven 
counts  alleging  violations  of  the  mail  fraud  statutes,  one  count  alleg- 
ing conspiracy  to  violate  the  mail  fraud  statutes  and  three  counts 
alleging  violations  of  the  Securities  Act  of  1933.^^=^ 

The  history  of  the  Kenyon  group  of  companies  illustrates  the 
facility  with  which  promoters,  with  an  outlay  of  an  insignificant 
amount  of  funds,  can  gain  control  of  investment  companies  through 
the  simple  device  of  using  the  funds  of  one  investment  company  to 
purchase  control  of  other  companies — acquisitions  which  may  be 
effected  without  the  knowledge  or  consent  of  the  stockholders,  either 
of  the  acquiring  or  acquired  companies.  With  an  initial  investment 
of  $2,300  in  December  1935,  Donald  P.  Kenyon  by  this  technique  had 
within  6  months  secured  control  of  an  aggregate  of  31  organizations, 
including  7  management  investment  companies,  6  fixed  investment 
trusts,  1  banking  and  trust  company,  and  17  distributing  manage- 
ment, holding,  or  depositor  corporations.  The  aggregate  assets  of 
all  these  organizations  at  their  respective  acquisition  dates  totaled 
more  than  $14,000,000,  the  bulk  of  which  assets  had  been  contributed 
by  the  public.^^* 

Immediately  upon  the  assumption  of  control  and  during  the  one- 
year  period  of  dominance  of  these  organizations,  the  controlling 
individuals  consistently  violated  their  obligations  to  these  organiza 
tions  and  their  shareholders.  The  protective  provisions  in  the  arti- 
cles of  incorporation  of  various  of  these  controlled  investment  com- 
panies were  modified  or  eliminated  on  the  basis  of  inadequate  disclo- 
sure to  their  stockholders. 

222  See  Commission's  Release,  Securities  Act  of  1933,  No.  1933. 

223  See  United  States  of  America  v.  Sobel  et  ah.  United  States  District  Court  for  the 
Southern  District  of  New  York,  Docket  C-104-37   (1939). 

Charles  Russell  Kenyon,  George  R.  Grantham,  and  Norman  E.  Dizer  pleaded  guilty  to 
the  indictments.  Lucian  A.  Eddy,  Samuel  Sobel,  Ernest  K.  Schwartz,  Edward  E.  Embree, 
Kenyon  &  Co.,  Inc.,  Weil  Management  Company,  Inc.,  Stanley  R.  Wayne,  alias  Stanley  R. 
Weinstein,  and  E.  Fairbanks  Chase  pleaded  not  guilty.  After  the  transmittal  of  this 
Report  to  the  Congress,  all  the  defendants  who  had  pleaded  not  guilty,  except  Wayne  and 
Chase,  were  tried  and  on  November  22,  1939  were  convicted.  Samuel  Sobel  was  convicted 
on  three  mail  fraud  counts,  on  the  conspiracy  count  and  on  one  count  alleging  violation 
of  the  Securities  Act  of  1933  ;  Lucian  A.  Eddy  was  convicted  on  one  mail  fraud  count,  on 
the  conspiracy  count  and  on  one  count  alleging  violation  of  the  Securities  Act  of  1933  ; 
Edward  E.  Embree  was  convicted  on  the  conspiracy  count  and  on  the  count  alleging  viola- 
tion of  the  Securities  Act  of  1933  ;  Ernest  K.  Schwartz  was  convicted  on  the  conspiracy 
count ;  Kenyon  &  Co.,  Inc.  was  convicted  on  all  counts  of  the  indictment,  and  Weil  Manage- 
ment Company,  Inc.  was  convicted  on  one  mail  fraud  count  and  on  the  conspiracy  count. 
(Ibid.)  At  December  1,  1939  Wayne,  alias  Weinstein,  and  Chase  had  not  been  tried. 
(Ibid.) 

^*  This  figure  is  based  on  material  contained  in  id.,  Commission's  Exhibits  Nos.  3083 
and  3084,  for  figures  on  the  Monthly  Income  Shares  group,  id.,  Commission's  Exhibit  No. 
3105,  for  the  Universal  Share  group,  material  supplied  in  the  summary  statement  filed 
with  the  Commission  for  Alpha  Shares,  Inc.,  and  on  Bankers  Directory,  Rand  McNally  & 
Company,  1936  (1st  ed.),  p.  762,  for  information  on  the  North  Bergen  Trust  Company. 
The  approximate  totals  for  each  group  are  as  follows  : 

Date  of 
Name  of  organization :  acouisition        Total  a.isets 

(1)  Alpha    Shares,    Inc 12/10/35  .$42,723 

(2)  Monthly  Income   Shares  group 2/14/36  350,  000 

(3)  North   Bergen  Trust   Co 3/24/36  1.  155,  000 

(4)  Universal  Shares,  Ltd.,  group 6/10/36  13.  000,  000 
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The  investment  companies  were  caused  to  lend  large  sums  of  money 
to  these  individuals  and  their  dummy  corporations,  many  of  which 
loans  were  made  in  violation  of  the  provisions  of  the  articles  of 
incorporation  and  most  of  which  were  either  never  repaid  or  were 
only  repaid  when  law  suits  or  criminal  prosecution  became  imminent. 
Tlie-  investment  companies  were  caused  to  create  and  issue  junior  pre- 
ferred stock  which  were  sold  to  the  other  controlled  investment  com- 
panies on  the  rej)resentation  that  such  stock  was  senior  preferred 
stock  and  the  proceeds  of  the  sale  of  this  stock  were  never  turned 
over  to  the  issuing  company  but  were  retained  by  these  individuals. 

The  controlled  distribution  companies  were  compelled  to  cancel 
their  distribution  and  management  agreements  with  the  controlled 
investment  companies  but  the  large  sums  of  cash  paid  to  the  distri- 
bution companies  as  the  consideration  for  these  cancellations  were 
immediately  appropriated  by  these  controlling  individuals.  The 
controlled  bank  was  caused  to  make  large  loans  to  Kenyon,  his  asso- 
ciates and  controlled  corporations  and  the  conservative  investment 
securities  of  the  bank  were  replaced  with  speculative  common  stock. 
Funds  of  these  controlled  investment  companies  turned  over  to  these 
individuals  to  purchase  securities  for  these  companies  were  misappro- 
priated and  the  securities  never  delivered.  Various  blocks  of  stock 
were  sold  by  these  individuals  to  the  various  controlled  investment 
companies  at  grossl}'  excessive  prices,  or  sold  through  dummy  cor- 
porations, as  brokers,  at  exorbitant  commissions.  As  a  result  of 
these  misappropriations,  the  debentures  of  the  distribution  companies 
went  into  default  and  little  assets  remained  for  distribution  to  these 
debenture  holders.  As  a  result  of  the  activities  in  connection  with 
the  bank,  the  capital  of  the  bank  was  impaired  and  the  bank  subse- 
quently was  deprived  of  its  membership  in  the  Federal  Deposit 
Insurance  Corporation. 

When  stockholders  of  the  various  investment  companies  who  were 
represented  by  dealers  complained  of  the  acts  of  these  controlling 
individuals,  the  shares  of  these  stockholders  were  repurchased  at 
excessive  prices,  while  the  unrepresented  stockholders  were  not  in- 
formed of  these  repurchases. 

The  total  of  the  funds  obtained  in  these  various  ways  by  Mr. 
Kenyon  and  his  associates  from  the  controlled  companies  was  over 
$900,000.  The  aggregate  amount  which  these  individuals  either  paid 
for  control  of  the  various  groups  of  companies  or  repaid  to  the 
companies  or  their  receivers  after  discovery  of  these  misappropria- 
tions up  to  December  27,  1938,  the  date  of  Mr.  Kenyon's  death, 
amounted  to  about  $500,000,  resulting  in  a  net  benefit  to  Mr.  Kenyon 
and  his  associates  of  at  least  $400,000.  As  a  result  of  these  trans- 
actions and  activities  of  these  individuals  a  number  of  the  investment 
companies  were  compelled  to  go  into  receivership,  or  became  hope- 
lessly insolvent.  On  March  30,  1939,  various  individual  associates 
of  Mr.  Kenyon  were  indicted  by  the  Federal  Grand  Jury  for  the 
Southern  District  of  New  York  on  account  of  the  foregoing  activities 
and  transactions.^^^ 


225- See  note  223.  supra. 
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IX.  ACQUISITION  OF  CONTROL  BY  FISCAL  MANAGE- 
MENT GROUP  AND  NORTHERN  FISCAL  GROUP  OF 
FIRST  INCOME  TRADING  CORPORATION,  CONTINEN- 
TAL SECURITIES  CORPORATION,  CORPORATE  ADMIN- 
ISTRATION, INC.,  REYNOLDS  INVESTING  COMPANY, 
INC.,  INSURANSHARES  CORPORATION  OF  DELAWARE, 
BOND     AND    SHARE     TRADING    CORPORATION,    AND 

BURCO,  INC. 

A.  Summary 

1.  ACTIVITIES  OF  FISCAL  MANAGEMENT  GROUP 

In  August  1937,  a  group  of  individuals  including  Philip  A.  Frear,  George  H. 
Clayton,  Jr.,  Vincent  Ferretti,  and  others  (working  through  a  personal  holding 
company  known  as  the  Fiscal  Management  Company,  Ltd.).  hereafter  referred  to 
as  the  Fiscal  Management  group,  devised  a  plan  wherefcy  they  could  obtain  con- 
trol of  various  investmsnt  companies  without  V.ie  expenditure  of  any  of  their 
own  funds.  In  essence,  their  scheme  was  to  contract  to  buy  a  controlling  block 
of  stock  of  an  investment  company;  to  pay  for  this  block  of  stock  with  funds 
borrowed  on  the  portfolio  securities  of  the  very  investment  company  to  be  ac- 
quired; to  take  control  of  the  investment  company  and  immediately  liquidate 
the  portfolio  securities  to  raise  the  cash  needed  to  pay  off  the  loan;  to  transfer 
the  controlling  block  of  stock  to  the  Fiscal  Management  Company,  Ltd.,  their  per- 
sonal holding  company;  to  reimburse  the  investment  company  for  its  portfolio 
securities  sold  by  transferring  to  the  investment  company  preferi-ed  stock  of  the 
Fiscal  Management  Company,  Ltd.,  and  other  securities  of  dovibtful  value;  and 
to  take  in  connection  with  these  transactions  substantial  commissions  and  profits. 
Having  once  acquired  control  of  an  investment  company  the  group  used  the  funds 
of  this  company  to  acquire  control  of  other  investment  companies.  As  a  result  of 
these  transactions,  these  individuals,  besides  taking  substantial  commissions  and 
profits,  obtained  control  of  a  top  company  of  a  pyramided  system  of  investment 
companies  without  the  investment  by  them  of  any  personal  funds. 

a.  First  Income  Trading-  Corporation 

The  first  investment  company  to  be  acquired  by  the  Fiscal  Management  group 
was  First  Income  Trading  Corporation  which  had  total  assets  of  approximately 
$540,000.  On  Ai^gust  5,  1937.  Harold  B.  Grow,  Albert  S.  Wicks,  and  their  asso- 
ciates contracted  to  sell  all  of  their  Class  A  management  stock  (the  sole  voting 
stock)  of  First  Income  Trading  Corporation  which  they  had  acquired  at  a  nominal 
cost.  The  Fiscal  Management  group  borrowed  $110,000,  the  purchase  price  of  the 
control  stock  of  First  Income  Trading  Corporation,  from  the  brokerage  firm  of 
Paine,  Webber  &  Co.,  m^embers  of  the  New  York  Stock  Exchange,  and  turned 
over  to  that  firm  portfolio  securities  of  the  investment  company  which  had  cost 
$182,500.  Paine,  Webber  &  Co.  sold  these  securities  in  the  market  for 
$152,000;  deducted  its  advance  of  $110,000  and  turned  over  the  $42,000  balance 
of  the  proceeds  to  the  members  of  the  Fiscal  Management  group,  who  retained 
this  balance  as  their  "commissions"  or  "profit"  on  the  deal.  The  group  then 
transferred  the  control  block  of  stock  to  their  personal  holding  company,  the 
Fiscal  Management  Company,  Ltd.,  a  Canadian  corporation,  and  received  1,825 
shares  of  $100  preference  stock  and  19,995  shares  of  common  stock  (all  the  out- 
standing common)  of  Fiscal  Management  Company,  Ltd.  The  portfolio  securities 
of  First  Income  Trading  Corporation  sold  by  the  group  were  replaced  v/ith  the 
1.825  shares  of  the  preferred  stock  of  Fiscal  Management  Company,  Ltd.,  which 
then  had  as  its  only  asset  the  Class  A  management  stock  of  First  Income  Trading 
Corporation.  As  a  result  of  these  transactions,  the  members  of  the  group  made 
a  "profit"  of  $42,000  and  acquired  indirect  control  of  First  Income  Trading  Corpo- 
ration through  their  control  of  Fiscal  Management  Company,  Ltd.,  v/hich  con- 
trolled First  Income  Trading  Corporation.  The  balance  of  the  portfolio  securities 
of  First  Income  Trading  Corporation  were  subsequently  liquidated  by  the  group 
and  the  Funds  derived  were  used:    (1)   to  purchase  securities  of  Barkley-Grow 
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Aircraft  Corporation,  a  company  with  which  Mr.  Grow  was  associated;  (2)  to 
make  personal  advances  to  Messrs.  Grow  and  Wicks;  (3)  to  make  loans  to  asso- 
ciates of  the  members  of  the  Fiscal  Management  group;  and  (4)  to  purchase  from 
Mr.  Clayton  and  others  securities  of  dubious  value.  Subsequently,  First  Income 
Trading  Corporation  was  taken  over  by  the  Michigan  State  Securities  Commission 
for  liquidation. 

b.  Continental  Securities  Corporation 

The  second  investment  company  to  be  acquired  by  the  Fiscal  Management  group 
was  Continental  Securities  Corporation.  On  October  25,  1937,  J.  Henry  Schroder 
Banking  Corporation,  the  sponsor,  manager,  distributor  of  the  securities  of.  and 
owner  of  approximately  26.000  shares  or  ^i%  of  the  outstanding  common  stock 
of  Continental  Securities  Corporation,  contracted  to  sell  this  stock  plus  an  addi- 
tional 3,000  shares  at  $20  a  share,  or  a  total  of  $580,000,  ostensibly  to  one  Alex- 
ander Beverly,  a  member  of  the  Fiscal  Management  group.  The  net  capital  con- 
tributed to  Continental  Securties  Corporation,  during  the  management  period  of 
J.  Henry  Schroder  Banking  Corporation,  after  giving  effect  to  repurchases  and 
dividends,  amounted  to  $6,000,000  whereas  the  net  assets  at  October  1937  amounted 
to  $3,300,000.  At  the  tims  of  sale  the  common  stock,  which  had  originally  cost 
J.  Henry  Schroder  Banking  Corporation  $430,000,  had  a  negative  asset  value  and 
ail  of  the  assets  of  the  Continental  Securities  Corporation  "belonged"  to  the 
holders  of  its  debentures  and  preferred  stock.  The  Fiscal  Management  group 
borrowed  the  $580,000,  the  purchase  price  of  the  control  stock  of  Continental 
Securities  Corporation,  from  Paine,  Webber  &  Co.,  and  turned  over  to  that 
firm  the  portfolio  securities  of  the  investment  company.  Paine,  Webber  & 
Co..  sold  portfolio  securities  with  a  market  of  $850,000;  deducted  its  advance 
of  $580,000;  turned  over  approximately  $114,000  to  members  of  the  Fiscal  Man- 
agement group,  which  they  retained  as  their  "commission,"'  and  turned  over  the 
balance  of  $156,000  to  Continental  Securities  Corporation.  The  group  then  trans- 
ferred this  control  stock  of  Continental  Securities  Corporation  to  Fiscal  Manage- 
ment Company,  Ltd.,  and  received  7,000  shares  of  that  company's  preferred  stock. 
The  portfolio  securities  of  Continental  Securities  Corporation  sold  by  the  group 
were  replaced  with  7,000  shares  of  the  $100  preference  stock  of  Fiscal  Manage- 
ment Company,  Ltd.,  which  then  had  as  its  only  assets  the  Class  A  management 
stock  of  First  Income  Trading  Corporation  (with  a  nominal  asset  value)  and  the 
control  stock  of  Continental  Securities  Corporation  (with  a  negative  asset  value). 
As  a  result  of  these  transactions,  the  members  of  the  group  not  only  made  a 
'"proiit"  of  $114,000  but  acquired  indirect  control  of  Contine^ital  Securities  Cor- 
poration through  Fiscal  Management  Company,  Ltd.  The  balance  of  the  portfolio 
securities  of  Continental  Securities  Corporation  were  subsequently  liquidated 
and  the  proceeds  used:  (1)  To  attempt  to  purchf.se  collateral  notes  of  the  South 
American  Utilities  Corporation,  a  venture  with  which  Alexander  Beverly  was 
associated;  (2)  to  make  personal  advances  to  the  New  York  Stock  Exchange 
brokerage  firm  Prentice  &  Brady,  which  was  associated  with  the  Fiscal  Manage- 
ment group;  (3)  to  make  loans  to  members  and  associates  of  the  group;  (4)  to 
purchase  control  of  Corporate  Administration,  Inc.,  which  controlled  Administered 
Fund  Second,  Inc..  an  open-end  investment  company;  and  (5)  to  purchase  control 
of  Reynolds  Investing  Company,  Inc..  another  investment  company.  In  March 
1938  proceedings  were  instituted  to  reorganize  the  Continental  Securities  Corpo- 
ration under  section  77B  of  the  Bankruptcy  Act. 

c.  Corporate  Administration,  Inc. 

The  third  company  to  be  acquired  by  the  Fiscal  Management  group  was  Cor- 
porate Administration,  Inc.  In  November  1937,  Gilbert  Ottley  and  Robert 
Strange,,  who  had  organized  Corporate  Administration,  Inc..  which  in  turn  had 
sponsored,  managed,  and  distributed  the  securities  of  Administered  Fund  Second, 
Inc.,  an  open-end  investment  company,  contracted  to  sell  to  the  Fiscal  Manage- 
ment group  for  $250,000  the  entire  common  stock  of  Corporate  Administration, 
Inc.  The  only  asset  of  Corporate  Administration,  Inc.,  was  its  management  and 
distributing  contract  with  Administered  Fund  Second.  Inc.,  ixpon  which  contract 
Messrs.  Strange  and  Ottley  had  up  to  that  time  sustained  substantial  losses.  The 
Fiscal  Management  group  caused  Continental  Securities  Corporation,  which  the 
group  controlled,  to  acquire  this  control  stock  of  Corporate  Administration,  Inc., 
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for  $354,000,  of  which  amount  $250,000  was  paid  to  Messrs.  Ottley  and  Strange, 
and  the  balance  was  retained  by  the  members  of  the  group  as  "commissions"  or 
"profits"  on  the  deal.  The  assets  of  Administered  Fund  Second,  Inc.,  which  was 
controlled  by  Corporate  Administration,  Inc.,  were  not  disturbed  by  the  Fiscal 
Mianagement  group,  apparently  because  of  the  charter  i-estrictions  relating  to  the 
investment  policy  of  Administered  Fund  Second,  Inc.  In  August  1937  the  con- 
trol block  of  stock  of  Corporate  Administration,  Inc.,  was  sold  by  the  trustee  in 
reorganization  of  Continental  Securities  Corporation  for  $5,000,  or  at  a  loss  of 
$349,000  to   Continental  Securities  Corporation. 

d.  Reynolds  Investing  Company,  Inc. 

The  fourth  investment  company  to  be  acquired  by  the  Fiscal  Management  group 
was  Reynolds  Investing  Company,  Inc.  On  December  31,  1937,  the  C.  K.  Reynolds 
family,  which  had  sponsored,  distributed  the  securities  of,  managed,  and  controlled 
Reynolds  Investing  Company,  Inc.,  contracted  to  sell  approximately  one  mil- 
lion shares,  a  controlling  block,  of  the  common  stock  of  that  company  for 
approximately  $2,100,000  to  Sartell  Prentice,  a  partner  in  the  brokerage  firm  of 
Prentice  &  Brady.  The  net  capital  contributed  to  Reynolds  Investing  Company, 
Inc.,  after  deductions  for  repurchases  and  dividends,  during  the  management 
period  of  the  Reynolds  family  amounted  to  approximately  $12,000,000,  while 
assets  amounted  to  $5,000,000  at  December  1937.  At  the  time  of  sale,  the  common 
stock  which  had  originally  cost  the  Reynolds  family  approximately  $1,000,000 
had  an  asset  value  of  40  a  share  or  a  total  asset  value  of  only  approximately 
$40,000.  Sartell  Prentice  was  in  fact,  however,  only  the  ostensible  purchaser 
since  the  Fiscal  Management  group  was  causing  Continental  Securities  Corpora- 
tion, which  the  group  controlled,  to  purchase  control  of  Reynolds  Investing  Com- 
pany, Inc.  Continental  Securities  Corporation  paid  on  this  contract  a  total  of 
$1,900,000  with  the  proceeds  derived  from  the  liquidation  of  its  portfolio  securities. 
The  balance  of  approximately  $200,000  was  furnished  by  First  Income  Trading 
Corporation,  controlled  by  the  group.  Approximately  $900,000  of  the  funds  needed 
by  Continental  Securities  Corporation  was  raised  by  its  sale  of  its  block  of  8,825 
shares  of  preferred  stock  of  Fiscal  Management  Company,  Ltd.,  to  Reynolds 
Investing  Company,  Inc.  In  May  1938  the  debenture  holders  of  Reynolds  Invest- 
ing Company,  Inc.,  instituted  proceedings  for  the  reorganization  of  that  com- 
pany under  Section  77B  of  the  Bankruptcy  Act. 

2.  ACTIVITIES  OF  NORTHERN  FISCAL  GROUP 

Commencing  in  December  1937,  a  group  of  individuals  (working  through  their 
personal  holding  company  known  as  the  Northern  Fiscal  Corporation,  Ltd.), 
started  an  independent  program,  similar  to  that  used  by  the  Fiscal  Management 
group,  to  acquire  control  of  various  investment  companies.  This  group,  herein- 
after referred  to  as  the  Northern  Fiscal  group,  included  S.  Leo  Solomont,  Ralph 
H.  Robb,  and  Thomas  W.  Morris,  who  had  been  associated  with  the  Fiscal  Manage- 
ment group  in  their  acquisition  activities. 

a.  Insiiranshares  Corporation  of  Delaware 

The  first  investment  company  acquired  by  the  Northern  Fiscal  group  was 
Insuranshares  Corporation  of  Delaware.  On  December  21,  1937,  Harry  M.  Blair, 
chairman  of  the  Board  of  Insuranshares  Corporation  of  Delaware,  contracted  to 
sell  78,260  shares  of  the  common  stock  of  Insuranshares  Corporation  of  Delaware 
to  the  Northern  Fiscal  group,  for  a  total  of  $310,000.  The  net  capital  contributed 
to  Insuranshares  Corporation  of  Delaware  had  depreciated  under  various  manage- 
ments from  approximately  $14,000,000  to  $800,000,  as  a  result  of  the  dissipation 
of  its  assets  by  a  group  which  had  acquired  control  of  the  investment  company 
in  1932  by  methods  almost  identical  with  those  used  by  the  Northern  Fiscal  group. 
The  Northern  Fiscal  group  borrowed  the  $310,000,  the  purchase  price  of  the 
stock  of  Insuranshares  Corporation  of  Delaware,  from  the  brokerage  firm  of 
Paine,  Webber  &  Company  and  turned  over  to  that  firm  portfolio  securities  of 
the  investment  company  with  a  market  value  of  $500,000.  Paine,  Webber  & 
Company  sold  these  securities,  deducted  its  advance  of  $310,000,  and  turned 
over  a  balance  of  $152,000  to  the  members  of  the  group.  The  group  then  trans- 
ferred  the   stock   of   Insuranshares   Corporation   of  Delaware   to   their  personal 
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Tiolding  company,  the  Northern  Fiscal  Corporation,  Ltd.,  a  Canadian  corpora- 
tion specifically  organized  in  connection  with  the  group's  acquisition  program, 
and  received  5,000  shares  of  $100  preference  stock  of  Northern  Fiscal  Corporation, 
Ltd.  The  portfolio  securities  of  Insuranshares  Corporation  of  Delaware  sold  by 
the  group  were  replaced  with  the  5,000  shares  of  the  preferred  stock  of  the 
Northern  Fiscal  Corporation,  Ltd.,  which  then  had  among  its  assets  the  block  of 
stock  of  Insuranshares  Corporation  of  Delaware.  In  June  1938  Insuranshares 
"Corporation  of  Delaware  was  placed  in  receivership. 

b.  Bond  and  Share  Tradino-  Corporation 

The  second  investment  company  acquired  by  the  Northern  Fiscal  group  was 
Bond  and  Share  Trading  Corporation. 

In  January  1938  Frank  E.  Erwin  and  William  A.  Gutekunst,  who  had  sponsored 
and  managed  Bond  and  Share  Trading  Corporation,  contracted  to  sell  to  Insuran- 
shares Corporation  of  Delaware,  blocks  of  Class  A  stock  and  Class  B  stock  of 
Bond  and  Share  Trading  Corporation,  representing  a  controlling  interest  in  that 
Investment  company,  for  a  total  of  $153,000.  The  net  contributed  capital  of 
Bond  and  Share  Trading  Corporation  had  depreciated  during  the  management 
period  of  Messrs.  Erwin  and  Gutekunst  from  $313,000  to  $232,000.  Although  the 
contract  was  signed  by  Insuranshares  Corporation  of  Delaware,  the  Northern  Fis- 
cal Corporation,  Ltd.,  paid  for  the  stock  with  its  uncertified  check  of  $131,000 
•drawn  to  the  order  of  Insuranshares  Corporation  of  Delaware,  and  $22,000  in  cash. 
This  uncertified  check  was  endorsed  by  Insuranshares  Corporation  of  Delaware  to 
Mr.  Gutekunst  and  his  associates,  who  in  turn  endorsed  the  check  to  Bond  and 
Share  Trading  Corporation.  For  this  endorsement  Messrs.  Erwin  and  Gutekunst 
received  from  Bond  and  Share  Trading  Corporation  about  half  the  portfolio 
securities  of  Bond  and  Share  Trading  Corporation,  valued  at  $131,000.  As  a 
result  of  these  transactions,  Messrs.  Erwin  and  Gutekunst  were  paid  for  the  control 
stock  of  Bond  and  Share  Trading  Corporation  by  the  delivery  to  them  of  over 
one-half  the  portfolio  securities  of  Bond  and  Share  Trading  Corporation.  The 
group  transferred  the  control  block  of  stock  of  Bond  and  Share  Trading  Cor- 
poration to  Northern  Fiscal  Corporation,  Ltd.,  in  satisfaction  of  the  debt  created 
by  the  issuance  of  the  $131,000  check  by  Northern  Fiscal  Corporation,  Ltd.  Bond 
and  Share  Trading  Corporation  then  transferred  the  $131,000  check  which  it 
received  for  the  more  than  one-half  of  its  portfolio  securities  transferred  to 
Messrs.  Erwin  and  Gutekunst,  plus  $44,000  in  cash,  to  Insuranshares  Corporation 
of  Delaware,  in  consideration  of  the  transfer  to  Bond  and  Share  Trading  Corpora- 
tion by  Insuranshares  Corporation  of  Delaware  of  1,750  shares  of  the  $100  pre- 
ferred stock  of  Northern  Fiscal  Corporation,  Ltd.  Insuranshares  Corporation  of 
Delaware  then  transferred  the  $131,000  check  and  the  $44,000  in  cash  to 
Northern  Fiscal  Corporation,  Ltd.,  in  consideration  of  the  transfer  to  Insuran- 
shares Corporation  of  Delaware  of  the  control  block  of  stock  of  Bond  and  Share 
Trading  Corporation.  As  a  result  of  these  transactions  the  Northern  Fiscal 
Corporation,  Ltd.,  not  only  received  back  its  $131,000  check  but  also  $44,000  in 
•cash  derived  originally  by  Bond  and  Share  Trading  Corporation  from  the 
liquidation  of  its  portfolio  securities;  and  Bond  and  Share  Trading  Corporation 
was  controlled  by  Insuranshares  Corporation  of  Delaware  which  in  turn  was 
controlled  by  Northern  Fiscal  Corporation,  Ltd.  Bond  and  Share  Trading  Cor- 
poration, in  lieu  of  approximately  94  of  its  original  portfolio  had  1,750  shares  of 
the  preferred  stock  of  Northern  Fiscal  Corporation,  Ltd. 

c.  Burco,  Inc. 

The  last  investment  company  to  be  acquired  by  the  Northern  Fiscal  group  was 
Burco,  Inc.  On  March  3,  1938,  Carroll  E.  Gray,  Jr.,  who  owned  36,000  shares,  or 
38%  of  the  outstanding  common  stock  of  Burco,  Inc.,  contracted  to  sell  this  block 
of  stock  to  the  Northern  Fiscal  group  for  a  total  of  $340,000.  The  assets  of  Burco, 
Inc..  had  depreciated  from  the  time  of  its  organization  from  approximately 
$2,300,000  to  $1,250,000.  At  the  time  of  sale,  this  block  of  common  stock  which 
had  originally  cost  Mr.  Gray  $158,000,  had  a  negative  asset  value;  and  all  of  the 
assets  of  Burco,  Inc.,  "belonged"  to  the  holders  of  its  preferred  stock.  The 
Northern  Fiscal  group  borrowed  $290,000  from  Paine,  Webber  &  Company,  sup- 
plying $50,000  of  their  own  funds,  to  pay  the  purchase  price  of  the  block  of 
Burco,  Inc.,  stock,   and  turned   over  portfolio   securities   of  Burco,   Inc.,  with   a 
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market  value  of  $750,000.  Paine,  Webber  &  Company  sold  part  of  these  securities, 
deducted  its  advance  of  $290,000;  turned  over  the  balance  of  the  cash  and  the 
unsold  portfolio  securities  to  Eurco,  Inc.,  which  in  turn  transferred  them  to  one 
Howard  F.  Hansell,  Jr.,  a  member  of  the  Northern  Fiscal  group,  who  had  in  the 
meantime  sold  to  Burco,  Inc.,  for  $750,000,  25,000  shares  of  the  common  stock 
of  Insuranshares  Corporation  of  Delaware  and  325,000  shares  of  the  common 
stock  of  Delta  Oil  Company,  Ltd.,  which  were  of  doubtful  value.  In  June  1938, 
Burco,  Inc.,  was  placed  in  receivership. 

B.  Activities  of  Fiscal  Management  Group  in  Acquisition  of 
Control  of  First  Income  Trading  Corporation,  Continental 
Securities  Corporation,  Corporate  Administration,  Inc.,  and 
Reynolds  Investing  Company,  Inc. 

1.  INTEODUCTION— PLAN  OF  ACQUISITION 

In  Aug:ust  1937,  a  orroiip  of  individuals,  including  Philip  A.  Frear, 
George  H.  Clayton,  jr.,  and  Vincent  E.  Ferretti,^  none  of  whom  had 
ever  been  previously  connected  with  the  sponsorship  of  any  invest- 
ment company,  conceived  a  plan  whereby  they  could  acquire  control 
of  a  number  of  investment  companies  by  paying  for  this  control 
with  the  assets  of  the  very  companies  acquired.-  This  group,  with 
the  assistance  of  various  other  individuals,  ultimately  acquired  con- 
trol, in  the  order  named,  of  First  Income  Trading  Corporation,  Con- 
tinental Securities  Corporation,  Corporate  Administration,  Inc.,  and 
Reynolds  Investing  Company,  Inc.  The  participants  in  the  group 
which  acquired  control  of  these  investment  companies,  working 
through  their  personally  owned  holding  company  organized  in 
Canada  and  known  as  the  Fiscal  Management  Company,  Ltd.,  will 
hereinafter  be  referred  to  in  this  report  as  the  Fiscal  Management 
group. 

The  modus  operandi  pursued  by  the  Fiscal  Management  group  in 
effecting  the  acquisition  of  control  of  investment  companies  was 
briefly  as  follows :  the  group  would  offer  to  purchase  from  the  exist- 

1  Pbilip  A.  Frear  had  a  small  investment  banking  house  in  Washington,  D.  C,  known  as 
Frear  &  Company.  (Public  Examination.  First  Income  Trading  Corporation  et  al.,  at 
555-6.)  Mr.  Frear.  in  connection  with  the  acquisition  of  the  control  of  First  Income 
Trading  Corporation,  had  borrowed  $5,000  from  one  F.  S.  Grape  and  paid  him  $1,500  inter- 
est for  a  12-day  loan  in  addition  to  giving  him  an  interest  in  the  holding  company  that 
was  to  take  over  the  control  of  First  Income  Trading  Corporation.  (Id.,  at  556-9.)  At 
the  same  time,  Mr.  Frear  borrowed  $2,500  from  one  Fred  Ross.  (Id.,  at  558.)  The  record 
indicates  that  Mr.  Frear  expected  to  repay  the  Grape  and  Ross  loans  with  the  money 
which  he  would  obtain  from  First  Income  Trading  Corporation.  (Id.,  at  559.)  The  loan 
from  Mr.  Ross,  for  which  Mr.  Frear  promised  to  pay  back  twice  as  much  as  he  borrowed 
from  him,  was  initially  contracted  for  the  use  in  the  contemplated  acquisition  of  con- 
trol of  Investors  Fund  of  America  (id.,  at  1584-5),  which  was  never  effected.  (Id.,  at  1586.) 
In  connection  with  this  latter  unconsummated  transaction,  Mr.  Frear  also  borrowed 
$5,000  from  his  father,  James  Frear.     (Id.,  at  1585.) 

George  H.  Clayton,  Jr..  was,  the  record  indicates,  a  close  associate  of  the  brokerage 
house  of  Prentice  &  Brady.  He  .shared  office  space  with  Jerome  C.  Brady  a  partner  in 
that  firm,  and  was  apparently  on  very  friendly  terms  with  both  the  partners  in  the  firm. 
(Id.,  at  5S1,  1491.)  There  is  no  evidence  that  he  had,  prior  to  these  transactions, 
participated  in  the  activities  of  any  investment  company, 

Vincent  B.  Ferretti  was  an  attorney  who,  at  first,  had  been  counsel  to  Mr.  Espy  when 
he  attempted  to  acquire  control  of  Investors  Fund  of  America.  (Id.,  at  1588,  1597.)  It 
was  through  Mr.  Espy  that  Mr.  Frear  met  Mr.  Ferretti,  and  thereafter  together  they 
participated  in  the  acquisition  of  investment  companies.      (Id.,  at  1592.) 

'  Id.,  at  562-3. 
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iiig  management  of  an  investment  company  the  control  block  of 
stock  of  such  company  at  a  price  far  in  excess  of  its  market  value  or 
asset  value.  The  group  would  then  pay  for  this  control  stock  by 
obtaining  a  loan  from  a  brokerage  firm  on  a  list  of  the  portfolio 
securities  of  the  investment  company.  Immediately  upon  obtaining 
such  control,  the  group  would  liquidate  a  portion  of  the  portfolio 
securities  of  the  investment  company  and  from  the  proceeds  of  such 
sale  would  repay  the  advance  of  the  brokerage  firm.  To  "reimburse"' 
the  investment  company  for  its  portfolio  securities  which  were  sold, 
the  members  of  the  group  would  transfer  to  the  investment  company 
securities  of  their  own  personal  holding  company  or  other  securities 
of  dubious  value.  A  portion  of  the  remaining  funds  of  the  acquired 
investment  company  Avould  then  be  used  to  acquire  control  of  other 
investment  companies. 

In  the  course  of  these  acquisition  transactions  and  of  their  man- 
agement of  the  investment  companies,  the  members  of  the  group 
would  make  loans  to  themselves  and  would  pay  themselves  substantial 
commissions  and  make  substantial  profits  on  the  deals  effected  with. 
the  investment  companies. 

2.  ACQUISITION  OF  CONTROL  OF  FIRST  INCOME 
TRADING  CORPORATION 

The  first  investment  company  of  which  the  Fiscal  Management 
group  acquired  control  was  First  Income  Trading  Corporation,  a 
general  management  investment  company.  First  Income  Trading 
Corporation  had  been  organized  on  April  27,  1933  under  the  laws 
of  Delaware  by  Albert  S.  Wicks,  Harold  B.  Grow,  Henry  S.  Sanger, 
and  Morris  S.  Bode.^  This  company  had  two  classes  of  capital 
stock  outstanding.  Class  A  stock  and  Class  B  stock.  The  Class  A 
stock  had  the  sole  voting  power  ■*  and  the  total  amount  outstanding, 
25,000  shares,  had  been  issued  to  these  organizers  principally  as  com- 
pensation for  their  services  in  connection  with  the  organization  and 
continued  management  of  the  company.-'  The  Class  A  stock  was 
entitled  to  a  prior  claim  of  $5,000  ^  upon  liquidation  of  the  company 
but  had  no  further  right  to  any  participation  in  the  assets  of  the 

3  Id.,  Commission's  Exhibit  No.  2.  Harold  B.  Grow,  a  graduate  of  the  U.  S.  Naval- 
Academy,  was  in  the  United  States  Navy  until  1931  when  he  organized  Aviation  Industrial 
Corporation.  This  venture  was  not  surcessful,  and  he  thereafter  organized  the  Graham- 
Grow  Company,  which  specialized  as  aviation  consultants.  In  1932,  Mr.  Wicks  approached 
Mr.  Grow  with  the  idea  of  organizing  First  Income  Trading  Corporation,  winch  consti- 
tuted his  first  experience  with  management  of  investment  companies.     (Id.,  at  122-3.) 

Albert  S.  Wicks  had  been  a  public  accountant,  and  immediately  prior  to  his  organizationi 
of  First  Income  Trading  Corp.,  bad  been  in  the  securities  business.      (Id.,  at  125.) 

Henry  S.  Sanger  of  Detroit,  at  the  time  of  his  association  with  the  investment  company, 
had  had  no  business  experience.     (Id.,  at  125.) 

*  Id.,  Commission's  Exhibit  Ko.  2. 

^Messrs.  Wicks,  Bode,  and  Grow  received  75%  of  the  Class  A  stock  for  services  rendered 
in  connection  with  the  organization  of  First  Income  Trading  Corp.,  for  their  disburse- 
ments in  connection  with  such  organization,  which  aggregated  approximately  .$1,500, 
and  also  for  their  continued  management  of  the  company.  (Id.,  at  126-7,  132-3.)  The 
remaining  25%  of  the  stock  was  issued  to  Henry  S.  Sanger  and  William  M.  .Toy  at  the 
price  of  .$.30  a  share.     (Id.,  at  127-8.) 

"Id.,  at  128  and  Commission's  Exhibit  No.  2.  Mr.  Grow  testified  that  the  value  of 
$5,000  was  merely  arbitrary  and  was  intended  to  compensate  the  holders  of  the  Class  A 
stock  for  the  expenses  they  incurred  in  organizing  the  company. 
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company.  The  holders  of  this  stock  were  entitled  in  addition,  to 
receive  25%  of  the  annual  net  profits  of  the  company.'^  However, 
from  the  inception  of  this  company  (April  27,  1933)  to  the  date  of 
the  sale  of  this  stock  to  the  Fiscal  Management  group  (August 
1937)  the  holders  of  the  Class  A  stock  had  received  only  $16,000.^ 

The  Class  B  stock,  which  had  no  voting  power,  was  offered  and 
sold  to  the  public.  As  of  August  1937,  the  month  during  which  the 
Fiscal  Management  group  acquired  control,  153,000  shares  of  the 
Class  B  nonvoting  stock  were  outstanding  in  the  hands  of  approxi- 
mately 600  stockholders.®  The  sales  literature  used  in  connection 
with  the  public  distribution  of  the  Class  B  stock  indicated  that  the 
Class  A  voting  stock  had  been  issued  to  the  managers  and  organizers 
of  the  company,  and  stressed  the  importance  of  honest  management 
for  the  successful  administration  of  an  investment  company.  For 
example,  one  circular  stated :  ^° 

Concerning  Management  there  can  little  be  said ;  a  man  is  of  unquestionable 
honesty  or  he  is  not.  Records  are  available  on  most  men  of  any  prestige  and 
the  question  of  the  integrity  of  a  group  is  usually  one  of  record.  However, 
actions  and  attitudes  can  be  thoroughly  "honest"  or  "honest  within  the  law." 
There  is  a  wide  divergence  there.  The  men  at  the  head  of  the  investment 
machine  should  be  "honest"  in  the  sense  that  they  are  thoroughly  awake  to  the 
sacred  nature  of  the  trust  imposed  upon  them  and  imbued  with  a  real  spirit 
of  "Service" — ^^Service  being  foremost  in  their  minds  as  opposed  to  personal 
gain  or  reward.  In  other  words,  the  management  must  be  thoroughly  honest 
and  willing  to  subordinate  personal  ''gain"  to  "service"  knowing  that  if  service 
is  well  rendered  Reward  will  come  automatically. 

Mr.  Grow,  president  of  the  investment  company,  admitted  that  the 
public  probably  purchased  the  stock  of  the  company  to  a  large  extent 
in  reliance  on  the  continued  management  of  the  company  by  the  origi- 
nal organizers.    Mr.  Grow  testified  :^^ 

Q.  You  had  prepared  a  great  deal  of  literature  and  advertised  the  fact  that 
you  were  associated  with  the  First  Income  Trading  Corporation,  and  that  you 
were  going  to  handle  the  money  of  those  people,  isn't  that  so? 

A.  That  is  right. 

Q.  And  I  assume  that  by  virtue  of  your  reputation  that  there  was  a  very 
good  possibility  that  people,  having  reliance  and  faith  in  you,,  purchased  the 
stock  at  $.5.00  a  share;  isn't  that  so? 

A.  There  is  no  question  about  that. 
******* 

Q.  *  *  *  there  is  no  question  in  your  mind  that  people  in  the  area  where 
you  were  relied  on  the  fact  tbat  you  were  the  one  that  was  going  to  handle 
their  money  and  manage  their  money  and  they  bought  that  stock  at  $-5.00  a 
share,  isn't  that  so? 


^  Id.,  Commission's  Exhibit  No.  2. 

^  Mr.  Grow  testified  that  the  holders  of  the  Class  A  stock  had  received  no  distribution 
on  their  stocl?  during  the  first  three  and  one-half  years  of  the  company's  existence.  (Id., 
at  338-9.)  During  the  last  year,  they  had  received  ?16.000,  of  which  Grow  himself 
received  $6  000.      (Id.,  at  3?9.) 

9  Id.,  at  147  and  Commission's  Exhibit  No.  5. 

1"  Id.,  Commission's  Exhibit  No.  22. 

"  Id.,  at  134-5. 
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A.  There  is  no  qnestiou  of  doubt  that  a  large  amount  of  that  stock  was  sold 
because  people  believed  in  me. 

Q.  And  were  also  conscious  of  the  fact  that  you  and  your  group  were  the 
ones  that  had  gotten  the  management  stock,  for  virtually  no  cash,  isn't  that  soV 
On  the  reliance  that  you  people  were  going  to  operate  that  trust? 

A.  There  is  no  question  about  that. 

About  the  25th  of  June  1937,  Philip  A.  Frear  commenced  negotia- 
tions with  Mr.  Grov\'  for  the  purchase  of  the  control  block  of  stock 
of  the  company  held  by  Mr.  Grow  and  his  associates.^^  Late  in  July 
1937,  only  five  weeks  after  Mr.  Grow  met  Mr.  Frear  ^^  and  without 
any  substantial  investigation  of  the  financial  status  or  investment 
ability  of  Mr.  Frear  and  his  associates/*  Mr.  Grow,  on  behalf  of  him- 
self and  his  associates,  contracted  to  sell  the  25,000  shares  of  the  Class 
A  management  stock  of  First  Income  Trading  Corporation  to 
Philip  A^  Frear  for  $125,000.  The  contract  provided  that  20,000 
shares  were  to  be  delivered  on  August  5,  1937,  the  closing  date  of 
the  contract,  for  $110,000,  which  included  a  $10,000  bonus  payment  to 
Messrs.  Grow  and  Wicks,  and  the  remaining  5,000  shares  were  to  be 
turned  over  a  week  later.^^  Mr.  Grow  and  his  associates  also  agreed 
to  resign  from  the  board  of  directors  of  First  Income  Trading  Cor- 
poration so  that  they  might  be  replaced  by  representatives  of  the 
new  management.^''  In  addition  to  the  payment  of  $125,000  for 
25,000  shares  of  the  Class  A  stock,  it  was  further  provided  that 
Messrs.  Wicks  and  Grow  would  receive  at  the  time  of  sale  additional 
payments  of  $5,000  each  and  that  they  would  be  retained  by  the  new 
management  as  technical  advisers  to  the  company  for  a  period  of 
three  years  at  a  salary  of  $5,000  a  year.^^ 

On  August  5,  1937,  the  day  of  the  closing  of  this  contract,  S.  Leo 
Solomont,^®  who  was  an  attorney  for  Paine.  Webber  &  Co..  a  nation- 
ally known  brokerage  firm  and  member  of  the  New  York  Stock  Ex- 
change ^^  had  arranged  with  that  firm  to  lend  $110,000,  ostensibly  to 
one  of  his  clients,^°  who  was  later  revealed  to  Paine,  Webber  &  Co. 
to  be  George  H.  Clayton,  Jr.-^  The  loan  was  to  be  collateralized  by 
securities  contained  in  a  list  shown  to  Paine,  AVebber  &  Co.,  which 

"  Id.,  at  141-2. 

^8  Ibid. 

«  Id.,  at  14.5-6. 

^Id.,  Coninn.s.sion's  Exhibit  No.  5.  The  balance  of  the  5.000  shares  were  never  turned 
over  to  the  Fiscal  Management  group.  They  were  apparently  held  by  persons  who  were 
not  as  close  to  Mr.  Grow  as  those  individuals  whose  shares  were  included  in  the  20,000' 
shares  which  were  turned  over  to  the  Fiscal  Management  group  on  August  5.  1937. 

^«  Ibid. 

"Id.,  at  1.57-8. 

^  S.  Leo  Solomont  was  a  member  of  the  law  firm  of  Evart  and  Solomont.  Mr.  Evart.  a 
member  of  this  firm,  was  a  brother  of  Albert  Evart.  who  was  a  partner  in  the  firm  of 
Paine,  Webber  &  Co.  (Id.,  at  16.5-6.)  Until  August  1937,  Mr.  Solomont  was  a  negligible 
investor  or  trader  as  far  as  Paine,  Webber  &  Co.  was  concerned  and  had  never  requested 
Paine,  Webber  &  Co.  to  make  substantial  loans  to  any  client.  (Id.,  at  167-9.)  Mr.  Solomont 
had  a  small  personal  account  with  Paine.  Webber  &  Co.     (Id.,  Commission's  Exhibit  No.  7.) 

M  The  brokerage  firm  of  Paine.  Webber  &  Co.  has  about  20  branches  in  about  17  states 
and  is  among  the  6  largest  brokerage  firms  in  the  country.     (Id.,  at  260.) 

^oid.,  at  169-171. 

21  Id.,  at  177. 
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liad  cost  approximately  $182,500.^^  These  securities  were  to  be  sold  in 
the  open  market  by  Paine,  Webber  &  Co.,  and  the  excess  of  the  pro- 
ceeds of  the  sale  of  these  securities  over  the  $110,000,  the  amount  of 
the  advance,  was  to  be  "turned  over  to  the  client  of  Mr.  Solomont.''  -^ 

On  August  5,  the  closing  date  of  the  contract,  Mr.  Grow  testified 
that  "we  [Grow  and  his  associates]  voted  ourselves  out  and  they 
[the  members  of  the  Fiscal  Management  group]  voted  themselves 
in  prior  to  the  receipt  by  us  of  any  check  of  anv  nature  whatso- 
ever." 24 

The  new  board  of  directors  immediately  authorized  the  sale  of 
portfolio  securities  belonging  to  First  Income  Trading  Corporation 
to  George  H.  Clayton,  Jr.,  a  member  of  the  Fiscal  Management 
group.  These  securities  were  substantially  the  same  securities  in- 
cluded in  the  list  originally  shown  to  Paine,  Webber  &  Co.  upon 
which  that  firm  had  agreed  to  advance  $110,000.-^  The  proceeds  of 
the  sale  of  these  securities  were  to  be  used  to  purchase  from  George 
H.  Clayton,  Jr.,  1.825  shares  of  the  preferred  stock  of  Fiscal  Manage- 
ment Company,  Ltd..  at  $100  per  share  for  a  total  of  $182,500.-« 
George  H.  Clayton,  Jr.,  as  part  of  the  same  transaction,  assigned 
these  portfolio  securities  of  First  Income  Trading  Corporation  to 
S.  Leo  Solomont.  Mr.  Solomont  was  directed  to  sell  these  securities 
in  his  sole  discretion ;  to  retain  $110,000  from  the  proceeds  to  pay  off 
the  loan  to  Paine,  Webber  &  Co..  and  to  return  the  balance  to  George 
H.  Clayton,  Jr.^^ 

Simultaneously,  Mr.  Wicks,  associated  with  the  Grow  manage- 
ment, removed  all  the  portfolio  securities  of  First  Income  Trading 
Corporation  -^  which  were  in  the  vault,  including  the  securities  to  be 

"^  Id.,  at  507.  The  list  exhibited  to  Paine.  Webber  &  Co.  contained  the  following  securi- 
ties :  700  shares  of  Consolidated  Edison  Company  of  New  York  :  600  sliares  of  United 
Aircraft  Corp.  ;  1,200  shares  of  Boeing  Aircraft  Co.  :  200  shares  of  Youugstown  Sheet  and 
Tube  Co.  ;  200  shares  of  Crucible  Steel  Company  of  America  :  600  shares  of  Douglas  Air- 
craft Company,  Inc.  ;  and  "others."  The  credit  manager  of  Paine,  Webber  &  Co.,  to  whom 
this  list  was  shown,  computed  the  value  of  these  securities  as  between  ."pioO.OOO  and 
$160,000.      (Id.,  at  171-2.) 

=3  Id.,  at  173. 

-» Id.,  at  202.  Mr.  Wicks  further  testified  with  respect  to  this  change  in  management 
as  follows  (id.,  at  221)  : 

Q.  But  you  had  resigned  from  the  board  before  you  had  gotten  the  check,  isn't  that 
so? 

A.  Yes. 

Q.  Now.  before  you  had  re?!ignod  from  the  board,  had  the  Paine,  Webber  check 
been  exhibited  to  you  and  then  somebody  said  "Mr.  Wicks,  see,  we  have  the  money, 
now  resign?" 

A.  No. 

Q.  You  had  not  seen  the  color  of  their  money  when  you  resigned,  is  that  it? 

A.  No. 

The  representatives  of  the  Fiscal  Management  group  on  the  board  of  First  Income 
Trading  Corporation  included  G.  J.  Mitchell,  Jr.,  as  president,  John  M.  McKay  as  vice 
president,  and  L.  A.  Williams  as  treasurer.     (Id..  Commission's  Exhibit  No.  13.) 

25  Id.,  Commission's  Exhibit  No.  14.  The  resolution  read  as  follows:  "That  I<aureng 
A.  Williams,  Treasurer  of  First  Income  Trading  Corporation,  be  and  he  is  authorized  to 
sell,  set  over,  and  transfer  unto  George  Clayton  of  New  York,  N.  Y.,  the  following  named 
securities  :  700  Con?olidatPd  Edison  Company  of  New  York ;  200  Bethlehem  Steel  Corpora- 
tion ;  1.200  Boeing  Aircraft  Co.  ;  ?00  Yonngstown  Sheet  &  Tube  Co. ;  200  Crucible  Steel 
"Company  of  America  ;  600  Douglas  Aircraft  Company,  Inc."      (Cf.  note  22,  supra.) 

-^  Id.,  Commission's  Exhibit  No.  14. 

2'  Id.,  Commission's  Exhibit  No.  27. 

^  Id.,  at  220.  The  securities  removed  from  the  vault  constituted  only  a  portion  of  the 
securities  belonging  to  First  Income  Trading  Corporation.  The  company  also  had  accounts 
with  the  brokerage  houses  of  Fenner  &  Beane,  Sutro  Bros.  &  Co.,  and  Goodbody  &  Co. 
(Id.,  Commission's  Exhibits  Nos.  17,  18,  and  19.) 
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transferred  to  Mr.  Claj'ton,  and  turned  them  over  directly  to  Paine, 
Webber  &  Co.-^  for  the  account  of  First  Income  Trading  Corporation 
in  the  name  of  8.  Leo  Solomont.^**  In  return  for  these  securities, 
Paine.  Webber  &  Co.  delivered  a  check  for  $110,000  to  the  order  of 
George  H.  Clayton,  Jr.,^^  who  endorsed  this  check  to  Messrs.  Wicks 
and  (xrow  in  payment  for  the  20,000  shares  of  Class  A  stock  of  First 
Income  Trading  Corporation.^^ 

Paine,  W^ebber  &  Co.,  immediately  after  the  transfer  to  it  of  the 
portfolio  securities  of  the  First  Income  Trading  Corporation  as  col- 
lateral for  the  loan  of  $110,000,  sold  these  securities  in  the  open 
market  for  $152,504.45 — securities  which  had  cost  the  First  Income 
Trading  Corporation  $182,500.^^  From  these  receipts  Paine,  Webber 
<&  Co.  deducted  $110,000  in  satisfaction  of  its  advance  to  George  H. 
Claj'ton,  Jr.,''*  and  credited  $802.69  to  the  personal  brokerage  account 
of  S.  Leo  Solomont  with  Paine,  Webber  &  Co.  to  satisfy  the  debit 
l3alance  in  that  account. ^^  The  balance  of  the  proceeds,  $41,701.76, 
M'as  turned  over  by  check  to  S.  Leo  Solomont  ^^  and  was  retained  by 
the  Fiscal  Management  group  as  "commissions."  "^  Subsequently, 
the  balance  of  the  brokerage  account  of  First  Income  Trading  Cor- 
poration with  Paine,  Webber  &  Co.  was  transferred  to  the  brokerage 
firm  of  Prentice  &  Brady,  members  of  the  New  York  Stock  Ex- 
change, with  which  firm  George  H.  Clayton,  Jr.,  had  long  been 
associated.^* 

George  H.  Clayton.  Jr.,  transferred  the  20,000  shares  of  Class  A 
stock  of  First  Income  Trading  Corporation  to  Fiscal  Management 
Company,  Ltd.,  valued  for  purposes  of  the  transfer  at  $202,495 
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-''  Id.,  Commission's  Exhibit  No.  11.  Tliese  securities  included  700  sliares  Consolidated 
Edison  Company  of  New  York  stock ;  600  shares  United  Aircraft  Corp.  ;  1,200  shares 
Boeing  Airplane  Company ;  200  shares  Youngstowu  Sheet  &  Tube  Co. ;  900  shares  North 
American  Aviation,  Inc. ;  200  shares  Crucible  Steel  Company  of  America ;  600  shares 
Douglas  Aircraft  Company.  Inc.  ;  600  shares  Western  Union  Telegraph  Company,  Inc. ; 
2.000  share.s  United  Air  Lines  Transport  Corporation  ;  200  shares  Bethlehem  Steel  Corpo- 
ration ;  1,000  shares  Electric  Bond  &  Share;  800  shares  Stone  &  Webster,  Inc.  These 
shares  were  authorized  to  be  transferred  to  Paine,  Webber  &  Co.  by  George  J.  Mitchell, 
.Jr.,  the  new  president  of  First  Income  Trading  Corporation.  (Id.,  Commission's  Exhibit 
2(Jo.   8.) 

3"  Id.,  at  196  and  Commission's  Exhibit  No.  12. 

^  Id.,  Commission's  Exhibit  No.  6.  Philip  A.  Frear  had  assigned  his  contract  to  pur- 
■chase  the  control  block  stock  of  First  Income  Trading  Corporation  to  George  H.  Clayton, 
Jr.,  on  August  4,  1937,  prior  to  the  consummation  of  the  contract.  (Id.,  at  615-6  and 
'Commission's  Exhibit  No.  77.)  Mr.  Frear  stated  that  he  had  represented,  in  these  ne- 
gotiations for  the  control  of  First  Income  Trading  Corp.,  "an  undisclosed  group"  and  was 
"not  a  principal  in  the  transaction".     (Id.,  Commission's  Exhibit  No.  46.) 

^  Id.,  Commission's  Exhibits  Nos.  6  and  15. 

^  Id.,  at  566-7. 

»'  Ibid. 

'^M..  at  1676-9.  Stephen  Paine  testified  that  he  did  not  know  that  $802.69  of  the 
proceeds  resulting  from  liquidated  portfolio  securities  of  First  Income  Trading  Corporation 
hud  been  used  to  wipe  out  the  deficit  balance  which  Mr.  Solomont  had  with  Paine,  Webber 
&  Co.      (Ibid.) 

'■"'  Id.,  at  180,  566,  and  Commission's  Exhibit  No.  9. 

^  Id.,  at  567-8,  576.  Mr.  Solomont  received  .?13,000,  Mr.  Frear  received  $14,000,  and 
Mr.  Ferretti  received  .$15,000.     (Id.,  Commission's  Exhibit  No.  74.) 

^^  Id.,  at  582  and  Commission's  Exhibit  No.  75. 

'"Letter  of  August  11,  1937,  from  George  H.  Clayton,  Jr..  to  Fiscal  Management  Com- 
pany, Ltd.  (Id.,  Commission's  Exhibit  No.  64.)  It  will  be  recalled  that  this  block  of 
20.000  shares  of  the  Class  A  stock  of  First  Income  Trading  Corporation  was  purchased  by 
the  Fiscal  Management  group  for  $110,000.     (Id.,  at  564-5.) 
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This  transfer  lodged  the  control  of  First  Income  Trading  Corpora- 
tion in  the  latter  company.  In  consideration  therefor,  Fiscal  Man- 
agement Company,  Ltd.  issued  to  Mr.  Clayton  1,825  shares  of  its 
preferred  stock  and  19,995  shares  of  its  common  stock.  Mr.  Clayton 
then  transferred  these  1,825  shares  of  the  preferred  stock  of  Fiscal 
Management  Company,  Ltd.,  to  First  Income  Trading  Corporation  at 
$100  per  share  for  a  total  of  $182,500  to  reimbm^se,  on  the  basis  of 
cost,  First  Income  Trading  Corporation  for  its  portfolio  securities 
which  had  been  sold  by  the  Fiscal  Management  group.  The  19,995 
shares  of  common  stock  of  Fiscal  Management  Company,  Ltd.,  con- 
stituting the  sole  outstanding  voting  stock  of  that  corporation,  were 
retained  by  Mr.  Clayton  and  his  associates.*" 

As  a  result  of  these  transactions,  in  place  of  marketable  portfolio 
securities  which  had  cost  approximately  $182,500  and  had  realized 
$152,000  in  the  market,  First  Income  Trading  Corporation  held  1,82"5 
shares  of  the  preferred  stock  of  the  newly  organized  Fiscal  Manage- 
ment Company,  Ltd.,  the  personal  holding  company  of  the  group, 
which  had  no  assets  prior  to  the  transfer  to  it  of  the  management 
stock  of  First  Income  Trading  Corporation.  Mr.  Mitchell,  one  of 
the  Fiscal  Management  group,  testified :  *^ 

Q.  Did  you  know  that  George  Clayton  was  going  to  sell  it  [the  preferred  stock 
of  Fiscal  Management  Company,  Ltd.]  to  First  Income  Trading  Corporation? 

A.  That  is  right. 

Q.  That  was  part  of  the  plan,  isn't  that  so? 

A.  That  is  right. 

Q.  And  that  is  the  only  way  you  could  compensate  the  First  Income  Trading^ 
Corporation  for  the  securities  which  were  sold  out  of  its  portfolio,  isn't  that  so? 

A.  That  is  right. 

Q.  So  it  was  your  plan,  from  the  very  inception,  that  the  control  would  be 
put  in  the  Fiscal  Management  and  the  Fiscal  Management  would  be  the  com- 
pany whose  preferred  stock  would  rei^lace  the  investment  trust  portfolio  securi- 
ties, isn't  that  so? 

A.  That  is  right. 

Q.  And  at  the  time  that  was  done,  Fiscal  Management  had  nothing,  isn't 
that  so? 

A.  That  is  correct. 

The  individuals  in  the  Fiscal  Management  group  received  approxi- 
mately $42,000  in  cash  (the  difference  between  the  $152,000  realized 
from  the  sale  of  the  portfolio  securities  and  $110,000  repaid  to  Paine, 
Webber  &  Co.)  as  a  profit  or  "commission";  and,  in  addition,  they 
received  the  19,995  shares  of  the  common  stock  of  Fiscal  Manage- 
ment Company,  Ltd.  which  constituted  absolute  control  of  that  com- 
pany, which  in  turn  held  the  controlling  block  of  stock  of  First 
Income  Trading  Corporation.     This  control  block  of  stock  of  First 

*"  Ibid.  This  letter  indicates  the  19.995  shares  of  common  stock  of  Fiscal  Management 
Company.  L-"d.,  were  to  bo  issued  in  the  foUowirg  certificates  :  one  of  10,200  shares  and 
one  of  9,795  shares  and  were  to  be  delivered  to  George  H.  Clayton,  Jr..  in  care  of  Vincent 
Peretti.  These  shares  were  subsequently  distributed  between  Messrs.  Prear  and  Clayton. 
(Op.  cit.  supra,  note  1.  at  560-1.)  Mr.  Clayton  actually  received  10.000  shares  and  Mr. 
Perretti.  These  shares  were  subsequently  distributed  between  Messrs.  Prear  and  Clayton. 
Clayton,  Jr.,  transferred  his  block  of  the  common  .stock  of  Piscal  Management  Company, 
Ltd.,  to  his  personal  holding  company,  the  Northern  Capital  Holdings,  Ltd.,  which  he  had 
organized  on  October  12,  1937.     (Id.,  at  1594—5  and  Commission's  Exhibit  No.  78.) 

^  Id.,  at  563-4. 
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Income  Trading  Corporation  had  been  acquired  by  the  Fiscal  Man- 
agement group  through  the  use  of  $110,000  of  First  Income  Trading 
Corporation's  own  funds. 

As  a  result  of  these  transactions,  the  investor  in  First  Income 
Trading  Corporation,  whose  investment  originally  represented  an 
interest  in  a  diversified  investment  company,  became  a  holder  of  se- 
curities in  an  investment  company  one-fourth  of  whose  assets  was 
represented  by  1,825  shares  of  the  preferred  stock  of  Fiscal  Manage- 
ment Company,  Ltd.,  a  holding  company  whose  only  asset,  in  turn, 
was  the  Class  A  management  stock  of  his  own  company,  First  Income 
Trading  Corporation. 

The  preferred  stock  of  Fiscal  Management  Company,  Ltd.,  was 
entitled  on  any  liquidation  of  the  company  to  a  preference  against  its 
assets  to  the  extent  of  $100  per  share  and  accrued  unpaid  dividends, 
and  to  an  annual  cumulative  dividend  of  $7  per  share.*^  Thereafter 
the  preferred  stock  shared  equally  with  the  common  stockholder  in 
any  further  earnings  derived  by  the  company.*^  However,  the  only 
asset  of  Fiscal  Management  Company,  Ltd.,  as  has  been  indicated, 
was  the  management  stock  of  First  Income  Trading  Corporation 
which,  although  it  had  only  a  fixed  liquidating  value  of  $5,000,  had  a 
right  to  25%  of  the  earnings  of  First  Income  Trading  Corporation.*-' 

It  will  be  recalled  that  between  April  1933  and  August  1937  the 
Class  A  management  stock  of  First  Income  Trading  Corporation 
had  earned  only  $16,000  in  management  fees.*^  However,  the  record 
indicates  that  these  paj-ments  were  made  on  the  management  stock 
under  an  accounting  method  used  to  determine  the  "profits"  of  First 
Income  Trading  Corporation  which  deserves  some  description.  In 
computing  "actual  profits  realized*'  no  deduction  or  provision  was 
made  for  the  unrealized  depreciation  on  the  balance  of  the  port- 
folio securities.  Therefore,  although  the  unrealized  depreciation  on 
the  balance  of  the  portfolio  may  have  greatly  exceeded  the  "realized 
profit"  on  particular  securities  sold,  the  management  still  considered 
that  "profit"  had  been  made  on  wliich  it  was  entitled  to  connnissions 
and  from  which  dividends  could  be  paid.  Mr.  Grow,  when  examined 
on  accounting  practices,  testified :  *® 

Q.  Mr.  Grow,  you  said  that  you  had  been  paying  dividends  to  the  holders  of 
the  B  stock  for  an  appreciable  period  of  time? 

A.  Yes. 

Q.  And  your  management  compensation,  of  course,  was  predicated  upon  profits, 
isn't  that  so? 

A.  That  is  right. 

Q.  Now,  when  you  computed  profits  first  for  the  i)urpose  of  declaring  a  divi- 
dend for  the  payment  of  distribution  to  certificate  holders,  did  you  take  into 
consideration  the  realized  profits  on  the  sales  you  made,  or  did  you  also  set  up 
■c  reserve  for  any  unrealized  depreciation  that  you  had  in  your  portfolio? 

A.  Well,  we  calculated  on  each  transaction.  If  a  lilock  of  securities  was  pur- 
chased and  subsequently  sold,  that  created  a  profit.  That  profit  was  set  up 
on  the  books  so  much  as  reserve,  so  much  to  management,  and  so  much  to 
dividends,  you  see. 


^  Id.,  Commission's  Exhibit  No.  64. 

«  Ibid. 

•"  See  notes  6  and  7,  supra. 

*^  See  note  8,  supra. 

"   Op.  cit.  supra,  note  1,  at  235-9. 
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Q.  That  reserve  you  talk  about  was  not  the  reserve  for  unreahzed  deprecia- 
tion on  the  portfolio  securities,  was  it? 

A.  It  was  a  reserve  to  offset  depreciation  in  the  portfolio  as  well  as  to  take 
care  of  taxes. 

Q.  Let  me  give  you  a  situation.  Suppose  you  sold  a  block  of  stock  and  you 
made  $10,000  profit. 

A.  Yes. 

Q.  And  after  you  computed  the  market  value  of  the  securities  that  you  had 
remaining  in  the  portfolio,  you  had  an  unrealized  depreciation  of  $50,000.     Did 
you  consider  that  you  had  $10,000  profit? 
■     A.  We  considered  that  we  had  made  a  profit  on  that  transaction. 

Q.  So  that  you  were_  making  distributions  on  the  basis  that  you  had  made  a 
profit  on  the  transaction,  but  the  fact  of  the  matter  is  that  at  that  very  time 
you  had  a  substantial  unrealized  depreciation  on  the  balance  of  your  portfolio-, 
isn't  that  so? 

A.  It  is  possible  that  at  times  there  was  a  depreciation  in  the  portfolio  while 
we  were  paying  dividends,  but  indirectly  from  the  profits. 

Q.  So  that  what  you  were  doing  during  this  successful  period  is  that  any 
time  you  wanted  to  show  a  profit  you  would  sell  securities  which  were  slightly 
above  cost  and  forget  about  the  ones  which  were  selling  below  cost,  is  that  it? 

A.  That  is  not  it. 

Q.  But  that  is  what  you  were  doing.  You  were  making  distributions  upon 
which  you  were  entitled  to  management  fees  even  though  the  balance  of  the 
portfolio  showed  an  unrealized  depreciation,  isn't  that  so? 

A.  No ;  that  is  not  so.  We  were  not  an  investment  trust  in  the  usual  sense 
of  the  word.  We  were  a  trading  coi-poration.  Our  method  of  operating  and 
our  method  of  accounting  had  been  in  vogue  for  four  and  one-half,  five  years 

Q.  In  vogue  with  you,  you  mean? 

A.  In  vogue  with  the  corporation. 

Q.  That  is  right? 

A.  That  is  right. 

Q.  That  was  your  own  peculiar  system  that  you  had? 

A.  Our  own  special   system. 

******* 

Q.  Let  me  first  get  the  fact.  The  fact  is  that  there  were  times  that  the  profits 
that  you  had  on  the  particular  transaction  did  not  equal  the  unrealized  loss  that 
you  had  on  the  balance  of  your  portfolio;  isn't  that  so?*' 

A.  That  is  true,  the  same  as  with  every  corporation. 

Q.  But  you  considered  that  a  profit? 

A.  Yes. 

Q.  From   which    you   made   payments,    the   distribution    of   dividends? 

A.  Yes,  sir. 

Q.  And  upon  which  you  gave  yourselves  a  management  fee,  isn't  that  right? 

A.  Yes,  sir. 


*'  Mr.  Grow  answered  this  question  despite  the  advice  of  his  counsel,  Mr.  Reilly.     With 
respect  to  tliis  question,  Mr.  Grow  testified  as  follows  (id.,  at  238)  : 

Mr.  ScHENKER.  ♦  *  *  You  took  an  unrealized  loss  on  your  portfolio  even  though 
you  sold  some  securities  at  a  marlcet  above  what  they  cost  you,  and  you  considered 
you  had  a  profit  and  you  declared  dividends  which  entitled  you  to  a  management  fee. 

Mr.  Reilly.  May  I  interrupt? 

Mr.  ScHENKER.  Let  him  answer  first. 

Mr.  Reilly.  If  what  you  are  driving  at  is  to  have  Mr.  Grow  admit  that  he  paid 
dividends  out  of  capital  and  not  out  of  earnings  considering  the  whole  picture  I  will 
advise  him  not  to  answer  on  the  ground  of  his  constitutional  right. 

Witness.  I'd  Just  as  soon  answer  that  question. 
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Q.  And  were  you  not  really  paying  dividends  out  of  capital  and  not  out  of 
earnings? 

A.  No,  sir. 

Q.  But  there  is  no  doubt  in  your  mind  that  you  did  that ;  isn't  that  so? 

A.  Did  what? 

Q.  That  you  considered  you  liad  profits  out  of  which  you  paid  dividends  and 
paid  yourself  a  management  fee? 

A.  No  question  about  that/* 

Nevertheless  any  future  increase  in  the  salable  value  of  the  manage- 
ment stock  of  First  Income  Trading  Corporation  held  by  Fiscal 
Management  Company,  Ltd.,  ^Yhich  might  result  from  an  enhance- 
ment in  the  earnings  of  such  management  stock  would  redound  to  the 
benefit  of  the  group  which  held  all  of  the  common  stock  of  Fiscal 
Management  Company,  Ltd.  By  purposely  designing  Fiscal  Man- 
agement Company,  Ltd.,  as  a  leverage  company  *^  to  hold  controlling 
blocks  of  the  equity  securities  of  leverage  investment  companies,  the 
Fiscal  Management  group  would  acquire  not  only  the  leverage  ad- 
vantage of  the  stocks  in  the  portfolio  of  Fiscal  Management  Com- 
pan3^  Ltd.,  but  would  also  acquire  the  leverage  advantage  of  the 
common  stock  of  Fiscal  Management  Company,  Ltd.  itself  which 
it  owned. ""^  Because  of  its  leverage  advantage  the  common  stock 
of  Fiscal  Management  Company,  Ltd.,  all  of  which  was  held  by  its 
organizers,  would  increase  in  asset  value  more  rapidly  than  an  in- 
crease in  the  value  of  the  total  assets  of  the  company. 

As  a  consequence  of  this  leverage  advantage  in  the  common  stock 
of  Fiscal  Management  Company,  Ltd.  held  by  its  organizers,  any 
appreciation  in  the  market  value  of  the  management  stock  of  First 
Income  Trading  Corporation  arising  from  increased  earnings  or  from 
the  control  value  of  the  stock,  beyond  the  liquidating  value  of  the 
preferred  stock  of  Fiscal  Management  Company,  Ltd.,  held  by 
First  Income  Trading  Corporation,  would  accrue  entirely  to  the  com- 
mon stockholders  of  Fiscal  Management  Company,  Ltd.^^ 

On  the  other  hand,  if  First  Income  Trading  Corporation  had  re- 
tained the  marketable  securities  in  substitution  of  which  it  had  been 

*8  See  also  id.,  Commission's  ESchibits  Nos.  1  and  46. 

<»  For  a  general  discus.sion  of  tlie  characteristics  of  leverage,  see  Part  One  of  this  report 
(House  Doc.  No.  707,  75th  Cong.),  Ch.  II,  p.  28. 

^'As  will  be  described  infra,  I^scal  Management  Company,  Ltd.,  acquired  a  controlling 
block  of  the  common  stock  of  Continental  Securities  Corporation,  a  leverage  investment 
company,  which  in  turn  acquired  a  controlling  block  of  the  common  stock  of  Reynolds 
Investing  Company,  Inc.,  another  leverage  investment  company.  The  common  stocks  of 
Continental  Securities  Corporation  and  of  Reynolds  Investing  Company.  Inc..  would  ap- 
preciate in  asset  value,  because  of  their  leverage,  at  a  greater  rate  than  the  appreciation 
in  the  value  of  the  assets  of  such  companie.s.  The  common  stock  of  Fiscal  Management 
Company,  Ltd.,  would  appreciate  in  asset  value,  because  of  its  leverage,  at  a  greater  rate 
than  the  appreciation  in  the  value  of  the  common  stock  of  Continental  Securities  Corpora- 
tion held  by  Fiscal  Management  Company.  Ltd. 

=1  For  example,  assume  that  the  management  stock  of  First  Income  Trading  Corporation 
had  a  value  of  .$110,000,  the  sum  which  the  Fiscal  Management  group  had  paid  for  the 
share.s.  At  this  point  the  common  stock  of  Fiscal  Management  Company,  Ltd..  had  no 
asset  value  since  the  1,825  shares  of  its  preferred  stoek  held  by  First  Income  Trading 
Corporation  was  entitled  to  a  preference  of  $182,500  against  the  assets  of  Fiscal  Manage- 
ment Company,  Ltd.  However,  if  the  value  of  the  First  Income  Trading  Corporation  man- 
agement stock  tripled  to  if.SSO.OOO,  the  common  stock  of  Fiscal  Management  Company,  Ltd.. 
would  have  increased  from  a  minus  asset  value  of  $72,500  to  a  positive  asset  value  of 
$147,500. 
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compelled  to  accept  the  preferred  stock  of  Fiscal  Management  Com- 
pany, Ltd.,  any  appreciation  in  the  value  of  such  marketable  securities 
would  have  accrued  entirely  ^-  to  the  Class  B  stock  of  First  Income 
Trading  Corporation,  all  of  which  was  held  by  the  public. 

Furthermore,  the  interownership  of  stock  by  First  Income  Trading 
Corporation  and  Fiscal  Management  Company,  Ltd.  would  tend  to 
create  an  artificial  and  deceptive  appearance  of  enhancement  of  the 
assets  of  each  company.  An  increase  in  the  earnings  of  the  manage- 
ment stock  of  First  Income  Trading  Corporation  held  by  Fiscal  Man- 
agement Company,  Ltd.  would  presumably  increase  the  value  of  such 
management  stock.  This  increase  in  the  value  of  the  management 
stock  would  increase  the  earnings  and  the  value  of  the  assets  of  Fiscal 
Management  Company,  Ltd.  and  would  thus  increase  the  market  value 
of  the  preferred  stock  of  Fiscal  Management  Company,  Ltd.=^  As  a 
consequence,  the  assets  of  First  Income  Trading  Corporation  would 
increase  in  value  as  the  reflection  of  the  increase  in  value  of  the  shares 
of  preferred  stock  of  Fiscal  Management  Company,  Ltd.,  which  it 
owned.  The  resultant  augmented  value  of  the  assets  of  First  Inconie 
Trading  Corporation  might  tend  to  increase  the  market  value  of  its 
management  stock  since  the  earning  power  of  such  stock  might  be 
deemed  to  have  increased  because  of  the  increase  in  the  total  investible 
assets  of  the  company.  The  increased  market  value  of  First  Income 
Trading  Corporation  management  stock  held  by  Fiscal  Management 
Company,  Ltd.,  would  increase  the  value  of  the  assets  of  that  company. 
Thus  the  cycle  of  artificial  valuations  which  has  been  described  would 
be  repeated.  In  fact,  however,  the  underlying  values  and  earning 
power  of  the  assets  of  the  two  companies,  other  than  their  circular 
ownership  of  each  other's  stock,  would  not  have  been  increased  in  any 
way. 

The  stockholders  of  First  Income  Trading  Corporation  were  not 
informed  or  consulted  with  respect  to  the  transfer  of  control  of  the 
investment  company  by  the  old  management  to  the  Fiscal  Management 
group.  Despite  the  fact  that  the  Class  B  stock  had  been  purchased  by 
the  public  in  reliance  on  the  continued  management  of  First  Income 
Trading  Corporation  by  Mr.  Grow  and  his  associates,  Mr.  Grow  did 
not  require  the  Fiscal  Management  group  to  make  an  offer  to  purchase 
the  stock  held  by  the  public.  Despke  the  fact  that  the  sales  literature 
distributed  by  Mr.  GroAv  and  his  associates  emphasized  the  high  stand- 
ards of  "honesty"  and  "integrity"  ^^  required  of  managers  of  invest- 
ment companies,  Mr.  Grow  did  not  hesitate  to  sell  control  of  First 
Income  Trading  Corporation  to  persons,  some  of  whom  he  had  known 
only  for  about  two  weeks,  and  others  whom  he  had  met  only  on  the 
closing  date  of  the  contract.     Mr.  Grow  testified  to  this  as  follows :  " 

Q.  And  you  only  knew  Frear  two  weeks  ;  isn't  that  so? 
A.  Approximately ;   yes.^ 


M  It  will  be  recalled  that  the  management  stock  of  First  Income  Trading  Corporation  was 
entitled  to  only  $5,000  on  any  liquidation  of  its  assets. 

53  Since  the  preferred  stock  of  Fiscal  Management  Company,  Ltd.,  had  a  participating 
share  in  the  entire  earnings  of  the  company,  the  stock  on  the  basis;  of  its  earning  power 
would  presumably  sell  in  the  market  at  a  price  higher  than  its  liquidating  preference  in 
assets. 

^  Op.  cit.  supra,  note  1,  at  242,  and  Commission's  Exhibit  No.  22. 

55  Id.,  at  145-7. 

50 Mr.  Grow  had  previously  testified  that  he  had  known  Mr.  Frear  for  five  weeks;  see 
note  13,  supra. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  365 

Q.  And  you  only  knew  Ferretti  two  weeks? 

A.  Approximately. 

Q.  Clayton  you  saw  for  the  tirst  time  in  your  life  the  clay  you  turned  over 
conti'ol  and  got  the  check? 

A.  I  never  knew  Clayton. 

Q.  What  are  some  of  the  big  names  that  were  mentioned  to  you  who  were  going 
to  put  up  this  money  necesary  to  go  out  and  buy  these  various  investment  trusts? 

A.  Some  very  well-known  names  in  their  own  communities ;  Mr.  Boewing,  of 
Toronto. 

Q.  What  did  you  know  about  Mr.  Boewing? 

******* 

A.  I  didn't  know  anything  except  what  1  was  told,  that  he  was  a  man  of  means 
and  substance  and  reputation. 

Q.  In  other  words,  you  know  nothing  about  him? 

A.  iHiring  the  conversation :   no 

Q.  Well,  go  on;  who  else? 

A.  Mr.  Fred  Ross,  of  Cleveland ;  he  was  president,  I  believe,  Vater  Fan  Form 
Corporation ;  I  don't  know. 

Q.  You  dont  even  know  the  name  of  the  company? 

A.  Mr.  Ernest  Dixon 

Q.  I  say  you  don't  even  know  the  name  of  the  company? 

A.  I  have  given  it  to  you. 

Q.  What  did  you  say  it  was? 

A.  Vater  Fan  Form  Corporation.  Mr.  Ernest  Dixon,  of  Toronto,  who  was  well 
known  around  Michigan,  and  a  man  named  George  Bartholomew. 

Q.  Tell  us  about  George  Bartholomew. 

A.  Well,  Dr.  George  Bartholomew  was  introduced  to  me  subsequently  as  a 
German  tconomist  as.sociated  with  the  German  Embassy  in  Washington  and  as 
the  man  who  obtained  the  Vaughn  Bible,  apparently,  for  Congress. 

Q.  You  say  he  is  the  adviser  to  the  German  Embassy? 

A.  So  I  was  told. 

Q.  You  say  you  were  told  he  was  the  adviser  to  the  German  Embassy? 

A.  Yes. 

Q.  Was  he  supposed  to  go  on  the  board? 

A.  He  was  supposed  to  head  it  up. 

Q.  And  Boss  was  supiwsed  to  go  on  the  board ;  is  that  it? 

A.  That  is  right. 

Q.  And  Ferretti? 

A.  No. 

Mr.  Grow  took  no  active  steps  to  ensure  the  maintenance  of  the 
investment  policy  of  the  First  Income  Trading  Corporation  for 
the  protection  of  the  public  which  had  purchased  the  B  stock  upon 
the  representation  that  the  investment  company  was  to  have  a  di- 
versified portfolio  of  listed  securities.  Although  he  insisted  as  a 
condition  of  the  contract  that  both  he  and  Mr.  Wicks  Vje  retained  as 
technical  advisers  to  the  company  at  a  salary  of  $5,000  a  year  each,^' 
they  were  never  consulted  in  this  capacity.    Mr.  Grow  testified :  ^** 

Q.  You  were  the  technical  adviser,  were  you  not,  getting  $5,000  a  year ;  what 
was  your  advice  as  technical  adviser? 


^'  Ste  note  17,  supra. 

"**  Op.  cit.  .supra,  note  1,  at  1!04  and  -'30. 

153373— 40— pt.  3 25 
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A.  My  advice  as  technical  adviser  *  *  *  as  we  originally  were  em- 
ployed *  *  *  that  Mr.  Wicks  and  I  would  supervise  the  operation  of  the 
income  trading  plan  and  the  portfolio  of  the  corporation,  as  it  had  been  done 
before.     I  went  down  every  day. 

4:  *  *  *  >!<  •    4:  * 

;    Q.  All  they  did  was  sa3^  "Hello"  to  you,  isn't  that  so? 
A.  That's  about  it. 

Mr.  Grow  and  liis  associate,  Mr.  Wicks,  accepted  this  inactivity 
without  being  suspicious,  despite  the  fact  that  at  tlie  time  of  the 
transfer  of  control  Mr.  Grow  orally,  and  on  the  same  day  in  a  letter, 
stated  that  Mr.  Wicks  and  Mr.  Grow  were  to  continue  on  the  staif 
of  the  company  as  teclmical  advisers  in  connection  with  the  operation 
of  the  plan,  that  the  policies  of  the  corporation  would  not  be 
changed  and  that  every  effort  would  be  made  to  maintain  that  same 
personal  relationship  and  good  faith  that  the  corporation  (First 
Income  Trading  Corporation)  had  built  up  with  the  stockholders 
for  a  period  of  years. "'^  With  respect  to  this  statement  and  corre- 
spondence, Mr.  Grow  testified  as  follows :  ®° 

Q.  On  August  6  you  were  making  this  big  speech ;  were  you  suspicious  that 
these  people  were  not  going  to  maintain  it  after  you  got  through  negotiating 
with  them,  that  you  had  to  warn  them  not  to  change  the  policy? 

A.  No :  I  was  not  suspicious  at  all.  Those  were  the  terms  and  conditions 
of  the  change  of  control,  that  nothing  would  be  changed. 

Q.  But  you  conferred  with  these  people  before  you  sold  this  control  stock 
and  you  told  them  that  that  had  been  your  practice,  and  that  you  had  maiu- 
tnined  the  good  faith  and  good  will  for  these  years,  and  you  would  not 
permit  a  change  of  that  policy? 

A.  That  is  right. 

Q.  You  told  them  that  before  you  sold  the  stock  and  after  you  passed  over 
control  you  made  this  big  speech,  is  that  it? 

A.  The  speech  was  entered  in  the  record  of  the  minutes. 

Q.  But  that  represents  a  speech  that  you  made? 

A.  Well,  a  statement. 

Q.  Now  this  letter  is  dated  August  6,  1937,  in  which  you  state :  "Upon  turning 
over  the  management  of  the  First  Income  Trading  Corporation  to  you,  we  be- 
lieve it  is  wise  and  proper  to  remind  you  that  this  corporation  has  been  built 
on  the  spirit  of  intimate  friendship  and  good  faith  with  a  large  number  of 
stockholders  and  in  a  spirit  of  service  to  them  before  reward  to  ourselves." 
That  is  precisely  what  you  told  them  when  you  sold  the  stock,  when  you  turned 
over  the  control,  and  now  I  would  like  to  know  whether  you  were  not  sus- 
picious that  they  were  going  to  do  something. 

A.  That  is  not  a  sign  of  suspicion. 

*  ***♦•* 

Q.  Did  they  come  to  you  and  ask  your  advice  on  any  of  this? 

A.  Ton  mean  after  we  ceased  to  be  officers  and  became  advisers? 

Q.  That  is  right. 

A.  They  never  asked  me  advice  on  anything,  but  they  got  voluntary  advice 
from  me. 

Q.  But  they  never  came  to  you  and  said,  "We  want  to  sell."  Didn't  that 
make  you  a  little  suspicious  at  the  time  when  they  were  paying  you  $5,000  and 
never  came  to  you  for  your  expert  advice? 


5"  Id.,  Commission's  Exhibit  No.  13. 
««  Id.,  at  204,  244,  and  319. 
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A.  Not  at  the  beginning ;  at  the  beginning  it  didn't. 

»  ***♦•• 

Q.  Did  they  confer  with  you  on  this  contract  that  called  for  expert  advice 
on  the  portfolio? 

A.  No,  they  did  not  confer  with  me  at  all.  There  were  a  few  days,  it  may 
have  been  a  week  or  two,  that  Mr.  Wicks  and  I  continued  trading  the  accounts 
that  were  in  the  brolierage  houses  in  accordance  with  the  old  practices,  but 
thry  gradually  withdrew  the  securities  from  tliose  accounts  and  suspended 
trading  and  substituted  tlie  signature  cards  of  the  people  who  had  authoriza- 
tion to  trade  and  that  left  us  with  nothing  to  do. 

Furthermore,  although  Mr.  Grow  stated  in  a  letter  to  the  new 
management  that  he  was  selling  the  company  on  the  condition 
that  the  old  investment  policy  of  the  company  should  not  be  modi- 
fied unless  the  stockholders  of  the  company  were  afforded  an  oppor- 
tunity to  express  themselves  thereon,"^  the  contract  of  sale  did  not 
contain  such  condition.  On  the  contrary,  the  contract  provided  that 
the  ne'sv  management  had  the  right  to  adopt  immediately  a  new 
policy  of  investment  Avith  respect  to  at  least  20%  of  the  capital 
of  the  company  and  that  after  six  months  they  could  modify 
the  investment  policy  with  respect  to  the  remaining  80%  of  the 
funds.^-  In  fact,  as  has  been  indicated,  as  part  of  the  transaction  by 
which  control  of  First  Income  Trading  Corporation  was  sold,  se- 
curities held  by  that  investment  company,  with  an  approximate  cost 
of  $182,500  (and  sold  for  $152,504),  were  liquidated  and  replaced 
with  1,825  shares  of  the  preferred  stock  of  Fiscal  ^Management 
Company,  Ltd.,  the  personal  holding  company  of  the  Fiscal  Manage- 
ment group,  Avhicli  had  no  assets  except  for  the  control  block  of 
■stock  of  First  Income  Trading  Corporation.^^  This  transaction 
effected  a  change  of  approximately  28%  of  the  assets  of  First  Income 
Trading  Corporation.*'* 

Thereafter  approximately  an  additional  one-fifth  of  the  assets  of 
First  Income  Trading  Corporation  was  utilized  for  the  benefit  of 
Mr.  Grow  himself  and  for  a  company  in  which  he  was  interested.^^ 

In  May  1937  Mr.  Grow  had  registered  with  the  Securities  and  Ex- 
change Commission  250,000  shai-es  of  the  Class  A  common  stock  of 
Barkley-Grow  Aircraft  Corporation.''"  Mr.  GroAv  apparently  was 
having  difficulty  in  obtaining  an  underwriter  for  this  issue  of  stock." 
Immediately  after  the  control  of  First  Income  Trading  Corporation 
had  been  sold  to  the  Fiscal  Management  group.  Frear  &  Co.  and 
Fiscal  Management  Company,  Ltd.,  Ijecame  the  underwriters  for  this 

"'  Id.,  Commission's  Exhibit  No.  1-3. 

"2  Id.,  Cominissinn's  Exhibit  No.  5. 

»'  See  supra,  p.  358. 

®'  The  market  value  of  the  assets  of  First  Income  Trading  Corporation  amounted  to 
$542,6.34  on  .Tune  .30.  19.37  (excluding  .1)122.064  carried  as  deterred  promotien  exps-nses). 

"'  In  1937,  prior  to  the  .sale  of  the  control  of  First  Income  Trading  Corporation  to  the 
Fiscal  Management  group.  Mr.  Grow  apparently  was  in  need  of  funds.  He  advertised  ic 
a  local  newspaper  soliciting  financial  assistance  for  the  Trans-Lever  Corporation, 
a  company  in  which  he  was  interested.      (Op.  cit.  supra,  note  1,  at  129-.30. ) 

«"  Securities  and  Exchange  Commis.sion.  Registration  Statement  No.  2-.3132-1. 

«'  It  was  only  after  several  amendments  had  been   made  to   the   registration   statement 
that  he  finally  procured  Allison  and  Company,  an  investment  banking  firm,   to  enter  into 
a  contract  to  use  its  best  efforts  to  distribute  the  securities.     However,  Allison  and  Com 
pany.  between  June  1937  and  August  1937,  had  not  succeeded  in  distributing  any  of  these 
securities.     (Op.  cit.  supra,  note  1,  at  208.) 
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issue  of  common  stock  of  Barkley-Grow  Aircraft  Corporation.  Avliich 
involved  a  connnitment  of  $250,000.'''*  Mr.  Grow  testified  that  he  was 
"interested  in  raising  money  for  that  company,"  "^  whose  development 
was  in  a  preliminary  stage.  When  examined  with  respect  to  the  status 
of  the  company  as  at  August  5, 1937,  Mr.  Grow  testified :  '° 

Q.  What  was  its  point  of  development  on  Angnst  5,  1937? 

A.  Its  point  of  development  on  August  5,  1937,  was  that  by  that  time  a  certain 
amount  of  capital  had  been  raised,  a  plant  had  been  acquii  ed,  machinery  installed, 
and  a  crew  of  men  had  been  assembled,  an  airplane  had  been  designed  and  was 
in  tlie  process  of  being  finished.  I  believe  by  that  time  it  liad  been  tiown,  although 
I  am  not  quite  sure  of  that,  and  five  other  airplanes  were  in  the  process  of  being 
constructed  in  anticipation  of  the  aircraft  industry  of  the  world,  and  it  was  lioped 
that  by  the  end  of  the  year  orders  would  be  received  for  those  planes. 

First  Income  Trading  Corporation  was  caused  to  purchase  one-half 
of  the  Barkley-Grow  Aircraft  Corporation  issue  for  $125,000,  thus 
supplying  one-half  of  the  capital  which  Mr.  Grow  required  for  this 
company.'^  Mr.  Grow  testified  that  he  did  not  know  until  March 
1938,  approximately  eight  months  later,  that  First  Income  Trading- 
Corporation  had  purchased  any  stock  in  Barkley-Grow  Aircraft  Cor- 
poration,'- despite  the  fact  that  he  was  closely  associated  with  the 
Barkley-Grow  Aircraft  Corporation  and  had  been  retained,  as  has 
been  indicated,  as  a  technical  adviser  to  the  investment  company  at  a 
salary  of  $5,000  a  year.'-^ 

In  addition,  immediately  after  Mr.  Grow  transferred  control  of 
First  Income  Trading  Corporation  to  the  Fiscal  ^Management  group, 

»' Op.  cit.  supra,  note  1,  at  209  and  Commission's  Exhibit  No.  64  (letter  of  August  23, 
1937,  from  Fiscal  Management  Company,  Ltd.,  to  Barkley-Grow  Aircraft  Corporation  in 
which  Fiscal  Management  Company,  Ltd.,  undertook  to  purchase  the  250,000  shares  of 
common  stock  of  Barkley-Grow  Aircraft  Corporation  for  a  total  of  $205,000  or  at  85^ 
per  share,  and  to  sell  these  shares  at  $1.00  per  share). 

8^'  Id.,  at  207. 

"Id.,  at  244-5. 

"  Id.,  at  568-9.  According  to  the  testimony  of  George  J.  Mitchell,  Jr.,  one  of  the 
Fiscal  Managemcnit  group,  the  Barkley-Grow  Aircraft  Corporation  was  first  underwritten 
by  Calmur  &  Company,  Inc.,  a  dummy  corporation  which  had  no  assets  and  merely  con- 
stituted a  vehicle  to  effect  transactions  for  the  Fiscal  Management  group.  Calmur  & 
Company,  Inc.,  had  been  organized  in  the  middle  of  August  1937  by  Vincent  E.  Ferretti, 
and  James  Callanan  was  designated  as  its  president.  It  had  no  assets  and  was  originally 
organized  to  market  the  stock  of  Barkley-Grow  Aircraft  Corporation.  (Id.,  at  1548-51.) 
Thereafter,  whenever  Calmur  &  Company  needed  funds  it  obtained  assistance  from  First 
Income  Trading  Corporation.  (Id.,  at  579.)  Tlie  cotomitment  of  Calmur  &  Company  to 
underwrite  the  stock  of  Barkley-Grow  Aircraft  Corporation  was  assigned  to  Fiscal  Man- 
agement Company.  Ltd.,  on  August  23,  1937,  18  days  after  the  Fiscal  Management  group 
ac(|Uired  control  of  First  Income  Trading  Corporation.  (Id.,  Commission's  Exhibit  No.  64.) 
Fiscal  Management  Company,  Ltd.,  aLso  had  no  assets,  except  the  controlling  block  of 
stock  of  First  Income  Trading  Corporation.  Accordingly,  First  Income  Trading  Corpora- 
tion advanced  $125,000  to  Calmur  &  Company  to  take  up  its  commitment,  and  First 
Income  Trading  Corporation  received  as  collateral  for  this  advance  the  125,000  shares  of 
the  Class  A  stock  of  Barkley-Grow  Aircraft  Corporation.  (Id.,  at  1551.)  The  balance  of 
the  commitment  was  taken  up  by  Continental  Securities  Corporation,  another  investment 
company,  control  of  which  was  subsequently  acquired  by  the  Fiscal  Management  group. 
(See  infra,  pp.  377  and  407.) 

"  Op.  cit.  supra,  note  1,  at  205-210.  Significantly,  however,  Mr,  Grow  himself  con- 
tacted Mr.  FVear  even  prior  to  the  consummation  of  the  contract  providing  for  the 
transfer  of  control  of  First  Income  Trading  Corporation,  to  discuss  the  possibility  of 
obtaining  an  underwriter  for  the  Barkley-Grow  Aircraft  Corporation,  and  was  aware  of 
the  fact  that  subsequently  Fiscal  Management  Company,  Ltd.,  became  its  underwriter. 
(Ibid.) 

"  Id.,  Commission's  Exhibit  No.  5.     See  supra,  pp.  365-6. 
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Mv.  Ferretti,  a  member  of  that  group,  lent  $10,000  to  Mr.  Grow,  re- 
ceiving as  collateral  securitj'  an  assignment  of  Mr.  Grow's  personal 
account  with  Goodbody  &  Co.,  a  brokerage  firm."*  This  $10,000  was 
evidently  supplied  by  First  Income  Trading  Corporation.'^  Subse- 
quently, Mr.  Gi'ow's  account  with  Goodbody  &  Co.  became  under- 
margined  and  Mr.  Ferretti  transferred,  with  the  consent  and  knowl- 
edge of  Mr.  GroAv,'*'  200  shares  of  Western  Union  stock  from  the 
23ortfolio  of  First  Income  Trading  Corporation,  valued  at  $6,600,  to 
this  personal  account  of  Mr.  Grow.'"  This  sum  of  $6,600  was  never 
repaid  to  First  Income  Trading  Corporation,"*  nor  did  Mr.  Grow  ever 
repay  the  $10,000  Avhich  he  borrowed  from  First  Income  Trading 
Coi'poration  through  Mr.  Ferretti.'" 

To  recapitulate  the  sums  paid  to  Mr.  Grow,  his  airplane  company, 
and  his  associates :  $100,000  was  paid  out  of  the  funds  of  First  Income 
Trading  Corporation  to  Mr.  Grow  and  his  associates  for  their  man- 
agement stock ;  $125,000  of  the  funds  of  the  investment  company  was 
used  to  purchase  Karkley-Grow  Aircraft  Corporation  stock;  $10,000 
of  the  company's  funds  was  advanced  to  Mr.  Grow;  portfolio  securi- 
ties valued  at  $6,600  were  put  into  Mr.  Grow.'s  personal  brokerage 
account;  $10,000  "extra"  payments  were  made  by  the  company  to 
Mr.  Grow  and  his  associate  Mr.  Wicks  under  the  agreement  trans- 
ferring control ;  and  approximately  $5,000  of  the  company's  funds 
was  paid  to  JSIessrs.  AVicks  and  Grow  as  technical  advisers  to  the  in- 
vestment company.  Thus,  a  total  of  $256,600  of  the  funds  of  First 
Income  Trading  Corporation  v\  us  paid  out  either  directly  to  Mr.  Grow 
and  his  associates  oi-  to  companies  in  which  Mv.  Grow  was  interested. 
There  is  no  evidence  that  any  of  these  payments  to  Mr.  Grow  and  his 
associates  were  disclosed  to  the  stockholders  of  First  Income  Trad- 
ing Cori)oration,  although  as  a  result  thereof  practically  47%  of  the 
assets  of  Fii-st  Income  Trading  Corporation  had  been  used  for  the 
l)enefit  of  Mr.  Grow  and  his  associates.    These  payments  were  made  by 

"^  Op.  cit.  supra,  note  1,  at  210-2. 

'^  Mr.  Callanan,  one  of  Mr.  Forretti's  associates  (id.,  at  1523-4).  testified  as  follows  witb 
respect  to  the  extent  to  which  First  Income  Trading  Corporation  supplied  funds  to  Mr. 
Ferretti   (id.,  at  1552-4)  : 

Q.  Now,  anvtime  Ferretti  needed  money  he  would  borrow  from  First  Income  Trading 
Corporation  througli  ("almur,  isn't  that  soV 

A    I  presume  that  was  right. 

Q.   Those  were  personal  loans? 

A.   For  legal  fees. 

Q.   Legal  fees? 

A.  At  loast  thej'  were  entered  as  that. 

Q.  What? 

A.   At  least  they  were  entered  as  that. 

Q.   They  were  onteied  on  the  books  of  First  Income  Trading  Corpuration  ? 

A.   (»n  the  clieck  books  of  <'alninr  &  <'ompany. 

Q.   Calmur  &  Company  had  no  books,  all  it  had  is  a  check  book? 

A.  Yes. 

Q.  And  all  the  bookkeeping  was  done  on  the  stub? 

A.  Yes. 

Q.   Ferretti  was  not  a  practicing  lawyer,  was  he? 

A.   No.  sir. 

Q.   Yet  the  entries  on  the  stub  used  to  be  for  legal  fees  for  Ferretti,  is  that  it? 

A.   For  one  of  those,   which   I   recall. 

Q.   Were  you  supposed  to  get  your  cut  in  those  fees  too? 

A.  No.   sir. 

Q.   Did  he  just  clear  his  fees  through  Calmur,  the  money  that  used  to  come  in  the 
form  of  fees  to  Feri'etti,  and  he  would  draw  it  out,  is  that  it? 

A.   I  sujuwse  that  was  it. 
'«Op.  cit.  supra,  note  1,  at  211-.3. 
"Id.,  at  211-3,  570-1. 
™  Id.,  at   571. 
«Id.,  at  211. 
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the  investment  company,  the  investment  policy  of  which  Messrs.  Grow 
and  Wicks  were  to  supervise  as  technical  advisers  of  the  company. 

A  large  part  of  the  remaining  assets  of  First  Income  Trading 
Corporation  was  used  to  purchase  practically  worthless  securities 
which  were  recommended  by  George  H.  Clayton,  Jr.,  another  member 
of  the  Fiscal  Management  group.  An  investment  of  $61,225  was 
made  in  stock  of  the  Red  Bank  Oil  Corporation,  which  was  guar- 
anteed by  Calmur  &  Company,  Inc.,^*'  the  "dummy"  corporation 
without  any  assets,  organized  as  indicated  above  by  Vincent  E. 
Ferretti,  a  member  of  the  Fiscal  Management  group  and  James 
Callanan.®^  The  value  of  this  investment  subsequently  depreciated 
to  $19,000.^2  The  Red  Bank  Oil  stock  was  then  transferred  to  Calmur 
&  Company,  Inc.,  as  agent,  to  sell  this  stock  and  remit  the  proceeds 
to  the  investment  company.®^  Calmur  &  Company,  Inc.  sold  this 
stock  for  $19,000  but  paid  over  only  $9,000  to  First  Income  Trading 
Corporation  and  never  fulfilled  its  obligation  to  guarantee  the  in- 
vestment compai:!y  against  the  loss  on  the  original  investment  of 
$61,225.**  First  Income  Trading  Corporation  was  caused  to  invest 
an  additional  sum  of  $10,000  in  30,000  shares  of  Cook  Lake  Gold 
Mnies,  Ltd.,  which  investment  was  also  guaranteed  by  Calmur  & 
Compan}'^,  Inc.^"^  However.  Calmur  &  Company,  Inc.  failed  to  meet 
its  guarantee  on  this  obligation  also.**^  On  the  recommendation  of 
George  H.  Clayton,  Jr.,  $37,350  was  invested  in  150,000  shares  of  the 
preferred  stock  of  Laclede  Gas  Company.^'  First  Income  Trading 
Corporation  also  at  this  time  was  caused  to  make  an  unsecured  loan  to 
Fireless  Cooker  Company,®*  in  the  amount  of  $10,000,  and  an  unsecured 
loan  to  Dr.  Bartholemew.*^  Up  to  the  time  of  the  public  examination 
neither  of  these  loans  had  been  repaid. 

In  addition  to  these  transactions,  the  funds  of  First  Income  Trad- 
ing Corporation  were  used  to  facilitate  the  program  of  acquisition 
of  control  of  other  investment  companies  by  the  Fiscal  Management 
group.  In  January  1938,  First  Income  Trading  Corporation  was 
caused  to  purchase  108,755  shares  of  the  connnon  stock  of  Reynolds 
Investing  Company,  Inc.,  for  $217,000.^" 

^"Originally  tiiis  investniPnt  was  pui-chased  by  Calmur  &  Company.  Inc.,  which  "did  not 
have  a  dime,"  and  was  sub.'iequently  transferred  to  Frrst  Income  Trading  Corporation.  (Op. 
cit.  supra,  note  1.  at  571—2  and  Commission's  Exhibit  No.  73.)      See  also  note  71,  supra. 

*i  See  note  71,  supra. 

^2  Op.  cit.  supra,  note  1,  at  572, 

S3  Id.,  at  572-.^. 

^*  Ibid,  and  Commission's  Exhibit  No.  73. 

S5  Id.,  at  576. 

^la.,  at  578. 

^^  Ibid.  Similai'ly.  First  Income  Trading  Corporation  was  compelled  to  invest  $7,000  in 
500  shares  of  the  prpferred  stoclc  of  South  Araerican  Utilities  Corporation  (id.  at  078), 
an  investment  which  was  made  in  order  to  aid  Alexander  B.  Beverly,  who  was  also  a 
member  of  the  Fiscal  Management  group,  in  acquiring  a  controlling  interest  in  South 
American  Utilities  Corporation.      (See  infra,  pp.  399-406.) 

'^  Op.  cit.  supra,  note  1,  at  579, 

*"  Id,,  at  579,  .■j89.  According  to  Mr.  Crow's  testimony.  Dr.  Bartholomew  was  intro- 
duced to  Mr.  Grow  as  a  "German  economist  associated  with  the  German  Embassy  in 
Washington,"  -who  was  supposed  to  become  chairman  of  the  board  of  First  Income  Trading 
Corporation.      (Id.,  at  146.) 

^  Id.,  at  579  and  Commission's  Exhibit  No.  75.  Of  this  amount,  $182,500  had  been 
raised  by  First  Income  Trading  Corporation  from  the  sale  by  it  to  Continental  Securities 
Corp,  of  the  1.825  shares  of  preferred  stock  of  Fiscal  Management  Company.  Ltd..  which 
had  originally  been  sold  by  the  group  to  First  Income  Trading  Corporation.      (Id,,  at  580.) 
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During  the  seven-month  period  from  August  1937  to  March  1938, 
when  the  Fiscal  Management  group  controlled  First  Income  Trading- 
Corporation,  the  assets  of  that  investment  company,  consisting  largely 
of  marketable  securities  with  a  value  of  over  $500,000,  were  de- 
pleted. Approximately  $80,000  was  virtually  dissipated  in  purchasing 
stock  of  Red  Bank  Oil  Corporation,  Cook  Lake  Gold  Mines,  LtcT. 
(whose  shares  were  of  doubtful  value)  and  in  making  an  advance  to 
Fireless  Cooker  Company;  the  sum  of  $125,000  was  used  to  pur- 
chase Barkley-Grow  Aircraft  Corporation  stock:  approximately 
$25,000  was  paid  to  Mr.  Grow  and/or  his  associates  in  the  form  of 
loans  and  salary  payments;  the  sum  of  $217,000  was  used  to  pur- 
chase 108,755  shares  of  common  stock  of  Reynolds  Investing  Com- 
pany, Inc.,  which  went  into  reorganization  under  Section  77B  of 
the  Bankruptcy  Act  in  May  1938;  and  $11,000  was  approjpriated  by 
the  Fiscal  ^Management  group  as  "conmiis.sion"  and  "profits."  The 
Michigan  Securities  Commissioner  has  taken  over  First  Income 
Trading  Corporation  for  liquidation.'' 
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3.  ACQUISITION    OF    CONTROL    OF    CONTINENTAL 
SECURITIES  CORPORATION 

In  October  1937,  after  an  abortive  attempt  to  acquire  control  of 
Insuranshares  Corporation  of  Delaware  (an  investment  company )^^ 
the  Fiscal  Management  group  acquired  control  of  Continental  Securi- 
ties Corporation,  an  investment  company  with  then  total  assets  of 
$3,300,000. 

Continental  Securities  Corporation  had  been  organized  on  March 
19.  1931  under  the  laws  of  Maryland  and  was  sponsored  by  J.  Henry 
Schroder  Banking  Corporation;  Clark,  Dodge  &  Co.;  Brown  Bros. 
&  Co.  (now  known  as  Brown  Bros.,  Harriman  &  Co.) :  and  Lee  Hig- 
ginson  &  Co.  It  was  a  consolidation  of  Continental  Securities  Cor- 
poration (old)  which  had  been  organized  in  December  1924  and 
Continental  Holding  Corporation  which  had  been  organized  in 
December  1930.^^ 

Continental  Securities  Corporation  had  authorized  the  issuance  of 
debentures  with  a  face  value  of  $5,000,000,  50,000  shares  of  $5  cumu- 
lative preferred  stock  wdth  a  par  value  of  $100,  which  was  entitled 
to  $100  and  accrued  dividends  on  liquidation  of  the  conq^any,  and 
100,000  shares  of  $5  par  value  common  stock  w^iich  had  the  sole 
voting  power.^* 

Continental  Securities  Corporation  had  originallv  raised  approxi- 
mately $11,250,000,  of  which  $5,000,000  was  raised  by  the  sale  to  the 
public  of  debentures  with  attached  warrants,^"  $1,500,000  from  the 
preferred  stock,"**  $2,750,000  from  the  common  stock,  "^  and  approxi- 

»'  Id.,  at  218. 

"^  See  infra,  pp.  443-4. 

"•''Op.  cit.  supra,  note  1,  at  4l9  and  Commission's  Exhibits  Nos.  61  and  62. 

"Id.,  at  464-.5  and  Ominiission's  Exhibit  No.   61. 

"5  Id.,  at  462,  464. 

*2  See  infra,  pp.  443-4. 

*'Ibid. 
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mately  $2,000,000  from  the  sale  of  units  of  common  and  preferred 
stock.^* 

Between  March  1931  and  October  1937,  Continental  Securities  Cor- 
poration returned  to  its  security  holders  by  waj^  of  repurchases  and 
dividends  a  total  of  approximately  $5,000,000.^^  As  at  October  25, 
1937,  the  net  capital  investment  was  therefore  approximately  $6,250,- 
000.  At  the  same  date,  however,  the  compan}-  had  net  assets  of 
approximately  $3,300,000.^-°  In  other  words,  the  company  in  its 
operation  to  1937  had  suffered  a  realized  and  unrealized  loss  of  ap- 
proximately $3,000,000. 

As  at  October  25,  1937,  Continental  Securities  Corporation  had  out- 
standing debentures  with  a  face  value  of  $2,778,000 ;  14.025  shares  of 
preferred  stock  entitled  to  $100  per  share  on  liquidation;  and  in  addi- 
tion accrued  unpaid  dividends  of  $27  per  share,  or  a  total  of  $1,781,- 
175;  and  57,759  shares  of  common  stock.  Since  the  market  value  of 
the  assets  of  the  company  was  onlv  $3,300,000  and  the  debentures  were 
entitled  to  $2,778,000,  only  $522,000  of  assets  remained  for  the  pre- 
ferred stock,  which  was  entitled  to  $1,781,175.  In  other  words,  tlie 
outstanding  preferred  was  under  water  $1,259,175,  or  approximately 
$90  per  share.  Thus  the  assets  of  the  company  would  have  had  to 
increase  more  than  $1,259,175  before  they  would  have  been  sufficient 
to  cover  the  liquidating  value  of  the  preferred  stock  and  before  the 
common  stock  would  have  had  any  asset  value.  The  common  stock, 
therefore,  had  a  minus  asset  value  of  approximately  $22  a  share. 

Mr.  Beal  testified  :  ^'^ 

Q.  *  *  *  80  that  the  preferred  stock  was  $50  fsic:  ^(\H]  under  water  on 
October  25,  1937,  and  by  under  water  we  mean  that  if  the  corporation  was  going 
to  be  liquidated  and  there  was  going  to  be  a  distribution  to  shareholders  equally 
dollar  for  dollar,  the  preferred  stockholders,  and  there  were  hundreds  of  them, 
would  only  get  $50  |sic;  $37]  per  share  of  preferred  stock;  isn't  that  so? 

A.  Yes. 

Q.  And  that  meant  that  the  common  stockholder  was  minus  $50  [sic ;  $63] 
because  the  assets  of  the  trust  would  have  to  increase  sufhciently  to  make  up 
the  $50  [sic;  $63]  for  the  preferred  stock  before  the  common  stock  would  be 
worth  nothing;  isn't  that  so? 

A.  There  was  that  amount  of  money  that  had  to  be  recovered  in  the  pre- 
ferred to  bring  it  up  to  par. 

Q.  So  that  the  assets  of  the  trust  would  have  to  recoup  an  amount  suffi- 
cient to  earn  $50  [sic;  $63]  on  every  share  of  the  preferred  before  the  common 
stock  would  have  no  asset  value  on  liquidation ;  isn't  that  so? 

A.  'That  is  correct,  on  that  date. 


8*  Id.,  at  465.  The  preferred  and  common  stock  had  originally  been  placed  privately, 
but  subsequently  were  publicly  distributed  through  the  New  York  Curb  Exchange  and  the 
Boston  Stock  Exchange.  As  of  October  1.  1937,  Continental  Securities  Corporation  had 
approximately  300  preferred  and  500  common  stockholders. 

'■''■'Id.,  Commission's  Exhibit  No.  64.  The  company  repurchased  debentures  with  a  face 
value  of  .$2,220,000  for  an  aggregate  of  $1,000,000.  (Id.,  at  460.)  The  debenture  holders 
who  sold  their  debentures  thus  suffered  a  loss  of  $1,222,000,  measured  by  the  diflference 
between  the  principal  amount  of  the  debentures  and  the  sum  which  they  received  for  the 
debentures  which  were  repurchased  by  the  company. 

It*  Id.,  at  467. 

i»>  Id.,  at  470-1, 
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Q.  Now,  is  that  $50  [sic ;  $63]  exclusive  of  tlie  $27  tliat  tlie  preferred  was  iu 
arrears  on  tlie  dividends  V 

A.  Correct. 

Q.  So,  therefore,  on  liquidation  the  preferred  stockholder  would  not  only  be 
entitled  to  his  $100  but  he  would  be  entitled  to  his  dividends  that  were  passed, 
so  that  the  preferred  stock  was  really  $77  [sic;  $90]  under  water,  wasn't  it,  on 
October  25,  1937? 

A.  That  is  correct. 

Q.  And  the  assets  of  the  trust  would  have  to  come  back  in  an  amount  sufli- 
cient  to  give  each  preferred  stockholder  *  *  *  jgyj  [sic ;  $90]  before  the 
common  stock  would  still  be  worth  nothing ;  isn't  that  so? 

A.  That  is  right. 

As  at  October  25,  1937.  J,  Henry  Schroder  Banking-  Corporation, 
the  sponsor  of  Continental  Securities  Corporation,  owned  26,000  shares, 
or  44%,  of  the  outstanding  common  stock  of  Continental  Securities 
Corporation,^**-  which  it  had  acquired  in  the  open  market  between 
1931  and  1934  at  a  cost  of  $430,000.^°=^  As  has  been  indicated,  this 
common  stock  had  a  minus  asset  value  of  about  $22  per  share.  In 
addition,  J,  Henry  Schroder  Banking  Corporation  held  the  manage- 
ment contract  with  Continental  Securities  Corporation.^"*  Further- 
more, General  Beal,  president  of  J.  Henry  Schroder  Banking  Corpo- 
ration, was  president  of  the  investment  company  and  was  one  of  the 
seven  directors  on  the  board  of  Continental  Securities  Corporation.^"'^ 

Mr.  Beal  conceded  that  the  facts  that  the  investment  banking  firm, 
J.  Henry  Schroder  Banking  Corporation,  had  sponsored  the  Conti- 
nental Securities  Corporation,  had  distributed  the  securities  of  the 
investment  company  to  the  public,  owned  a  controlling  block  of  the 
stock  of  the  investment  company,  were  represented  on  the  directorate 
of  the  investment  company,  created  in  each  such  capacity  a  fiduciary 
relationship  between  the  investment  banking  firm  and  the  debenture 
holders,  the  pi-eferred  stockholders,  and  the  minority  common  share- 
holders of  the  investment  company,  particularly  to  the  senior  security 
holders  who  would  have  been  entitled  to  all  the  assets  of  the  invest- 
ment company  upon  liquidation. 

Mr.  Beal,  when  examined  on  the  nature  of  the  obligations  of  the 
J.  Henry  Schroder  Banking  Corporation  to  the  other  security  holdei"S 
of  the  investment  company,  testified:  ^"" 

Q.  Let  me  ask  you  this  question :  When  your  name  appeared  on  the  circular 
offering  the  $5,000,000  of  debentures  as  one  of  the  underwriters  of  the  debentures, 
did  you  feel  that  that  imix)sed  any  obligation  upon  J.  Henry  Schroder  Banking 
Corporation  with  respect  to  the  people  who  purchased  these  debentures? 

A.  Yes,  sir. 


w2ia.,  at  485.  477. 

•«='  Id.,  at  435-7. 

1"'  Id.,  at  427-31. 

i»  The  seven  directors  were  G.  F.  Beal  (J.  Henry  Schroder  Banking  Corporation); 
G.  B.  Clark  (Clark  Dodge  &  Co.)  :  Donald  Duraut  (Cassatt  &  Co.,  Inc.)  ;  John  McHugh 
(Discount  Corporation  of  Nrw  York)  ;  Ray  Morris  (Brown  Brothers,  Harriman  &  Co.)  ; 
J.  M.  Miller-Aichholz  (Prudential  Investors.  Inc.)  ;  and  C.  P.  Fuller  (J.  Henry  Schroder 
Banking  Corporation  i .      (Moodifs  Manual  of  Investments,  Banks,  etc.,  1937,  p.  1086.) 

i«»  Op.  cit.  supra,  note  1.  at  422-8.  431-5. 
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Q.  What  did  yon  conceive  the  obligation  or  the  duty  of  J.  Henry  Schroder 
was  to  the  people  who  were  buying  debentures  which  were  sponsored,  issued,  and 
distributed  by  the  Corporation? 

A.  Well,  the  usual  responsibilities  of  any  issuing  house — to  see  that  the  affairs 
of  the  company  were  run  in  a  reasonably  honest  and  efficient  manner. 

Q.  So  that  in  connection  with  your  distribution  of  the  $5,000,000  of  debentures 
to  the  American  public  you  were  not  unmindful  of  the  duty  that  was  imposed, 
and  which  the  investment  bankers  claimed  is  imposed  upon  them,  not  only  to 
passively  see  that  nothing  is  done  to  hurt  the  corporation  and  thereby  impair  the 
value  of  the  bonds  but  an  affirmative  duty  to  see  that  the  affairs  of  the  corpo- 
ration were  adequately  and  proi)erly  run  so  that  no  injury  was  done  to  the 
debenture  holders.  In  fact,  that  their  investment  should  be  a  good  one ;  isn't 
that  so? 

A.  Yes ;  I  think  that  is  correct. 

Q.  And  it  is  the  duty  of  the  distributor,  according  to  the  bankers,  to  obtain 
representation  on  the  board  of  directors  of  the  corporations  whose  securities 
they  are  selling  to  the  public;  isn't  that  so? 

A.  I  think  that  is  so ;  yes. 

*  *  *  *  *  *  4: 

Q.  But  aside  from  your  duty  as  a  distributor,  did  you  feel  you  had  a  duty  as 
the  sponsor — you  can  conceive  of  a  situation,  can  you  not,  Mr.  Beal.  where  you 
were  sponsor  of  an  investment  trust  although  you  don't  distribute  the  securities 
which  are  put  out  to  the  public  as  an  investment 

A.  As  one  of  the  sponsors ;  correct. 

Q.  As  one  of  the  sponsors? 

A.  Tes. 

Q.  And,  as  a  siX)nsoring  company,  did  you  feel  that  it  imposed  any  duty  or 
obligation  on  J.  Henry  Schroder  with  respect  to  the  security  holders,  particu- 
larly the  debenture  holders  of  Continental   Securities  Corporation? 

A.  Yes. 

Q.  So  that  there  was  a  duty  u]ion  you  as  the  sponsor  of  this  investment  trust 
to  see  that  nothing  was  done  to  hurt  the  security  holders  of  that  corporation ; 
isn't  that  so? 

A.  Yes. 

Q.  There  was  a  duty  on  you  as  distributor  of  the  securities,  the  $5,000,000 
that  you  sold  to  the  American  public,  on  which  you  got  a  gross  underwriting 
commission  of  $200,000,  to  see  that  nothing  was  done  to  hurt  those  secui'ity 
holders;  isn't  that  so? 

A.  Yes. 

******* 

Q.  So  that  besides  being  one  of  the  sponsors  or  organizers  in  conjunction  with 
the  other  organizers,  you  sat  down  and  gave  J.  Henry  Schroder  [Banking  Cor- 
poration] a  management  contract;  isn't  that  so? 

A.  Correct, 

Q.  The  debenture  holders  *  *  *  never  approved  the  contract  formally ; 
isn't  that  so? 

A,  No ;  the  debenture  holders  did  not ;  no. 

Q.  When  they  sold  the  debentures  to  the  public,  the  management  contract 
was  already  there;  isn't  that  so? 

A.  Yes. 

Q.  And  it  continued  on  after  they  bought  the  debenture;  isn't  that  so? 

A.  Yes. 

******* 
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Q.  Did  you  feel  that  by  virture  of  your  haA-ing  that  status,  of  sponsor  and 
manager  of  the  trust,  it  imposed  any  obligation  upon  you  with  respect  to  the 
security  holders  of  the  corporation? 

A.  Yes. 

Q.  There  is  no  doubt  about  that,  is  there? 

A.  No. 

Q.  So  that  we  see  you  had  a  duty  as  .sponsor,  you  had  a  duty  as  distributor, 
you  had  a  duty  as  the  manager.  Now,  were  any  of  the  principal  stockholders 
or  iiersons  associated  with  the  Schroder  Banking  Corporation  officers  of  the 
Continental  Securities  Corporation? 

A.  Yes ;  I  was. 

Q.  Anybody  else?  , 

A.  Yes. 

Q.  Who  else? 

A.  There  were  several  others,  Mr.  Boyd. 

Q.  Y'ou  were  president,  is  that  it? 

A.  I  was  president. 

Q.  At  the  time  we  are  talking  about  what  other  persons  associated  with  J. 
Henry  Schroder  Banking  Corporation  were  officers  of  the  Continental  Securities 
Corporation? 

A.  Mr.  Buyd.  Mr.  Hager,  Mr.  Miller,  and  there  were  several  assistant  secre- 
taries who  helped  carry  on  the  routine  and  that  sort  of  thing. 

******* 
Q.  And  as  president  did  you  fcsl  you  h:a;  an  <  bligation  or  duty  to  the  security 
holders  of  Continental  Securities  Corporation? 
A.  Yes. 

******* 

Q.  How  many  directoi-s  were  there  altogether? 

A.  Six. 

Q.  You  had  one  of  six ;  is  that  it  ? 

A.  Yes. 

Q.  And  he  was  the  Schroder  man  who  was  on  the  board. 

A.  Yes. 

Q.  There  is  no  doubt  that  there  was  some  obligation  on  Schroder  by  virtue 
of  his  presence  on  the  Board  of  Directors ;  isn't  that  right? 

A.  Yes. 

Q.  So  that  there  were  these  duties  on  part  of  Schroeder  because  you  were 
the  siwnsor  and  distributor,  you  were  the  manager,  you  had  a  member  on  the 
board;  there  are  four  obligations  anyway,  isn't  that  so? 

A.  Yes. 

Q.  Now,  did  tlie  Schroder  group  have  any  conmion  stf>ck  in  the  Continental 
Securities  Corporation  at  the  time  we  are  talking  about? 

A.  Yes. 

Q.  How  big  a  block  of  stock  did  they  have? 

A.  About  26,000  shares. 

Q.  And  what  percentage  of  the  total  outstanding  of  the  common  was  that? 

A.  Something  over  40  percent. 

Q.  Over  40  percent. 

A.  Yes. 

Q.  You  were  by  far  the  largest  stockholder,  were  you  not? 

A.  Yes. 
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Q.  Although  that  was  not  legal  control,  it  was  actual  control  of  the  company, 
was  it  not? 

A.  Well,  it  was  substantial  control ;  yes. 

Q.  And  you  do  not  deny,  do  you,  Mr.  Beal,  that  that  imposed  some  obliga- 
tion on  you  people  who  had  this  control  with  respect  to  the  stockholders  of  that 
company  and  with  respect  to  the  debenture  holders,  do  you? 

A.  No. 

On  September  30,  1937,  Lansing  MacVickar,  "a  professional  finder" 
purporting  to  represent  one  Alexander  Beverly,  a  member  of  the 
Fiscal  Management  group,  approached  Mr.  Beal  to  ascertain  whether 
J.  Henry  Schroder  Banking  Corporation  was  willing  to  sell  its  con- 
trolling block  of  the  common  stock  of  Continental  Securities  Corpo- 
ration. Mr.  Beal  testified  that  he  caused  an  investigation  to  be  made 
of  the  financial  responsibility  and  integrity  of  Alexander  Beverly 
and  received  reports  that  he  "had  started  out  in  Toronto  as  a  maker 
of  phonographs" ;  that  he  "had  done  very  well  at  that ;  that  he  made 
quite  a  bit  of  money";  that  Mr.  Beverly's  net  worth  was  around  "a 
half  million  dollars  to  as  high  as  a  million  dollars  at  various  times."  ^'^'^ 

Mr.  Beal  made  no  investigation  of  Fiscal  Management  Company, 
Ltd.,  although  during  the  course  of  the  negotiations  Mr.  Beverly,  who 
had  met  with  Mr.  Beal,  indicated  that  Fiscal  Management  Company, 
Ltd.  (in  which  he  stated  he  owned  a  substantial  controlling  inter- 
ests"^) was  to  be  the  purchaser  of  common  stock  of  Continental  Se- 
curities Corporation  from  the  Schroder  interests.  Mr.  Beal  testi- 
fied : "» 

A.  *  *  *  Then  we  said,  "Well,  now,  what  exactly  is  your  position  going 
to  be  in  this?"  And  Mr.  Beverly  said,  ''I  own  the  controlling  interest  in — a 
very,  very  substantially  controlling  interest  in  a  company  called  The  Fiscal 
Management  [Company,  Ltd.],  and  the  Fiscal  Management  [Company,  Ltd.] 
will  buy  the  Continental  Securities  Corporation  shares.  *  *  *  He  men- 
tioned the  names  of  Mr.  Frear  and  'Mr.  Ross  and  two  associates  interested  in 
this.  We  said,  "Are  you  going  to  be  the  man  who  will  control  Fiscal  Manage- 
ment yourself,  and  through  Fiscal  Management  control  Continental" 

Q.  Let  me  ask  you,  did  he  tell  you  that  he  owned  the  controlling  stock,  or  did 
he  tell  you  that  he  had  the  controlling  stock  tied  up  for  two  .vears? 

A.  He  gave  us  every  impression  that  he  owned  the  controlling  stock  of  Fiscal 
Management. 

Q.  But  he  did  not  give  you  the  impression  that  it  was  a  personal  holding 
company  of  his,  and  that  he  was  a  substantial  stockholder? 

A.  That  there  were  other  stockholders ;  there  was  no  question  about  the 
complete  control  being  in  his  hands.  I  might  mention  that  Mr.  Frear  he  men- 
tioned was  Mr.  James  Frear  and  not  Mr.  Philip  Frear. 

Q.  Did  you  ask  him  who  Mr.  James  Frear  was? 

A.  Yes. 

Q.  What  did  he  tell  you? 

A.  That  he  was  an  ex-congressman  from  Wisconsin. 

Q.  And  that  was  sufficient  to  satisfy  you  as  to  his  capability  or  right  to  get 
$3,300,000  of  other  people's  money? 

A.  No,  sir. 


10'  Op.  cit.  supra,  note  1,  at  480-3. 

105  Id.,  at  486.     Actually  the  controlling  block  of  stock  of  Fiscal  Manaaenient  Company, 
Ltd.,  was  held  by  Messrs.  Clayton,  Ferretti,  and  Frear.     See  note  40,  &upia. 
^o'>  Op.  cit.  supra,  note  1,  at  486. 
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Q.  Did  you  stop  to  finrt  out  who  Mr.  James  Frear  was? 

A.  No ;  because  we  were  iuterested  in  Mr.  Beverly. 

Q.  He  was  the  one  who  was  trying  to  put  up  a  half  a  million  dollars, 
approximately,  and  buy  the  securities;  is  that  it? 

A.  That  is  it ;  not  that  INIr.  Beverly  was  going  to  Iniy  100%  of  the  stock,  but 
that  he  was  going  to  have  a  very  substantial  contr(  iling  interest. 

Q.  In  the  block  he  was  buying  from  you,  is  that  it? 

A.  That  is  right. 

Q.  You  did  not  ask  for  the  same  information  that  Mr.  Steele  Mitchell  did 
and  say,  "I  don't  want  the  names,  I  want  to  know  huw  much  each  one  is  going 
to  put  in  and  who  they  are." 

A.  No ;  we  relied  entirelj'  on  Beverly. 

Q.  And  that  is  the  -Mr.  Beverly  whom  you  had  never  heard  of  before  in 
your  life,  isn't  that  so,  imtil  the  name  was  mentioned  to  you,  isn't  that  so? 

A.  That  is  correct. 

Q.  You  had  never  spoken  to  him  before  in  your  life  except  that  day  when 
you  said  you  wanted  to  talk  to  him,  isn't  that  so? 

A.  Yes ;     *     *     * 

Q.  But  there  is  no  doubt  in  your  mind  now,  you  say,  that  you  were  placing 
your  complete  faith  and  reliance  on  Mr.  Beverly,  and  Mr.  Beverly  was  the 
individiial  whom  you  never  heard  of  before  in  your  life  and  saw  for  the  first 
time  in  your  life  that  day  when  you  spoke  to  him,  isn't  that  so? 

A.  I  would  like  to  make  it  quite  clear  that  we  did  not  place  our  final  reliance 
on  him  to  the  extent  of  going  through  with  the  business  until  we  were  completely 
satisfied  as  to  Mr.  Beverly. 

Q.  Did  you  check  Fiscal  Management  [Company,  Ltd.],  send  up  to  Canada 
to  find  out  what  that  was  all  about? 

A.  We  made  no  specific  check  on  Fiscal  Management  [Company,  litd.]. 
There  again  we  relied  upon  Mr.  Beverly  in  our  talk. 

On  October  25.  1937,  Mr.  Beal.  on  behalf  of  J.  Henry  Schroder 
Banking  Corporation,  contracted  to  sell  to  Fiscal  Management  Com- 
pany. Ltd.  (described  by  Mr.  Beverly  as  his  personal  holding  com- 
pany), its  block  of  common  stock  of  Continental  Securities  Corpora- 
tion for  $20  a  share,^"'  out  of  ^Yhich  the  Schroder  interests  agreed 
to  pay  $1.30  per  share  as  connnission  to  Mr.  MacVickar.^^^  The 
contract  called  for  the  sale  of  29,000  shares  ^^-  of  the  common  stock 
of  Continental  Securities  Corporation  for  a  total  of  $580,000.^1^ 
This  block  constituted  an  absolute  majority  control  block  of  stock  of 
the  investment  company,  which  then  had  assets  of  $3,300,000.  Of 
this  block,  26,000  shares  came  from  J.  Henry  Schroder  Banking 
Corporation,  which  received  a  gross  of  $520,000  for  their  shares 
which  had  cost  them  a  total  of  $430,000,"*  but  which  at  that  time 
had  a  minus  asset  value  of  about  $572,000. 

"0  Id.,  at  490-1  and  Commission's  Exhibit  No.  64. 

">  Id.,  at  490. 

"=  Since  the  Schroder  interests  held  only  26,54.5  shares  of  the  stock  (id..  Commission's 
Exhibit  No.  65),  the.v  were  reijuircd  to  purchase  the  balance  of  2.455  shares  from  some 
of  their  clients  to  nial<e  up  this  block  of  29,000  shares.  (Id.,  at  477.  929-32.)  Burr  &  Co. 
bought  a  block  of  shares  in  the  market  as  broker  for  J.  Henry  Schroder  Banking  Corpo- 
ration at  a  cost  of  between  $8  or  $9  a  .share,  which  wore  ultimately  sold  by  J.  Henry 
Schroder  Banking  Corporation  to  the  Fiscal  Management  group  for  $20  a  share.  (Id.,  at 
^■56. ) 

"^Ifi.,  at  490-1. 

"*  See  note  103,  supra. 
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On  October  25,  1937  a  check  for  $580,000  drawn  by  Paine,  Webber 
&  Co.  was  delivered  to  Mr.  Beal,  and  the  Fiscal  Management  grouj) 
acquired  the  control  block  of  the  common  stock  of  Continental  Securi- 
ties Corporation.  The  source  from  which  the  Fiscal  Management  group 
obtained  these  funds  necessary  to  effect  the  purchase  wilf  be  described 
later.  The  representatives  of  the  old  management  resigned  and  their 
places  were  taken  by  nominees  of  the  Fiscal  Management  group."^ 
Thus,  J.  Henry  Schroder  Banking  Corporation,  which  was  conceded 
by  Mr.  Beal  to  occupy,  because  of  the  various  capacities  in  which  it 
was  associated  with  the  investment  company,  a  high  fiduciary  rela- 
tionship to  the  investm'^nt  company,  the  debenture  holders,  the  pre- 
ferred stockholders,  and  the  minority  connnon  stockholders,  turned 
over  to  the  new  interests  control  of  the  investment  company  and  its 
$3,300,000  of  assets  which  "belonged"  substantially  to  the  senior  secu- 
rity holders.  Mr.  Beal  conceded  that,  had  the  investment  company 
been  liquidated  at  that  time,  all  of  its  assets  would  have  been  distrib- 
uted to  the  debenture  holders  and  preferred  stockholders,  and  that  the 
common  stockholders,  including  the  holders  of  the  controlling  block 
of  common  stock,  would  have  had  no  equity,^ ^^ 

Q.  In  any  event.  *  *  *  aside  from  the  legal  fact  that  the  consent  of  the 
common  stockholilers  was  needed  to  liquidate  that  company,  if  that  company 
was  liquidated  at  that  time  the  common  stockholders  would  not  have  gotten 
a  nickel.     Isn't  that  so? 

A.  That  is  correct. 

Q.  Every  dollar  of  that  $3,000,000  odd  helonged  to  the  debenture  holders  and 
the  preferred  stockholders.    Isn't  that  so? 

A.  Yes,  sir. 

Q.  And  so  far  as  the  block  of  the  26,000  shares  were  concerned,  if  the 
company  were  liquidated  you  would  not  have  gotten  a  nickel  from  the  company 
for  your  26,000  shares,  isn't  that  so? 

A.  Yes. 

Mr.  Beal  took  no  steps  to  inform  the  security  holders  of  Continental 
Securities  Corporation  that  control  of  their  assets  was  to  be  trans- 
ferred to  a  new  group.     Mr.  Beal  testified :  ^" 

Q.  Did  you  say  to  Mr.  Beverly,  "Well,  after  all  my  debenture  holders,  my 
preferred  stockholders,  and  my  common  stockholders  think  that  I  am  in  charge 
of  and  in  control  of  the  management  of  their  $3,300,000,  I  think  I  will  have  to 
write  to  my  stockholders  to  ask  them  whether  they  want  to  be  turned  over  to 
Mr.  Beverly";  did  you  say  that  to  Mr.  Beverly? 

A.  We  didn't  say  that  to  Mr.  Beverly. 

Q.  But  you  talked  over  the  matter     *     *     *. 

A.  I  would  like  to  mention  that  we  did,  of  course,  make  it  prerequisite  to  the 
business  that  the  Fiscal  Management  should  advise  all  the  stockholders  that  the 
change  of  ownership  had  taken  place     *     *     *. 

Q.  That  was  after  the  control  had  passed? 

A.  That  is  correct. 

Q.  And  many  things  coMld  happen  pretty  quickly,  as  you  found  out,  after 
control  had  passed;  isn't  that  so? 

A.  Yes. 


115  Tjie   tecliniqup    used    in    replacing   the   directorate   -without   calling   a   meeting   of  the 
stockholders  will  be  described  hereinafter. 
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Q.  But  before  you  turned  over  the  other  people's  money  to  Mr.  Beverly,  whom 
you  personally  believed  to  be  a  reputable  man,  you  did  not  write  a  letter  to  any 
security  holders  or  make  any  public  announcement  that  you  contemplated  turn- 
ing over  the  money  that  belonged  to  them,  to  be  run  by  Mr.  Beverly ;  isn't 
that   so? 

A.  That  is  right. 

Q.  You  can  visualize  that  he  [Mr.  Beverly]  can  be  the  highest  class  person 
in  the  world,  can't  yoii,  Mr.  Beal,  and  the  stockholders  might  still  say,  "I  want 
Mr.  Beal  to  manage  my  money ;  I  feel  comfortable  and  safe  with  Mr.  Beal  of  the 
Schroder  Banking  Corix)ration,  who  is  a  person  with  expert  management 
knowledge,  and  while  Mr.  Beverly  is  the  highest  class  man  in  the  world,  I 
don't  know  him.  He  has  millions  of  dollars;  but  I  inves'ted  my  money  with 
Mr.  Beal  and  I  want  him  to  manage  it."  You  can  visualize  that  situation, 
can't  you? 

A.  Well.  I  want  to  make  it  quite  clear  again  that  we  were  satisfied  with  Mr. 
Beverly  not  only  because  of  our  investigation,  but  also  because  we  had  gotten  so 
many  good  checks  from  what  we  considered  first  class  people,  that  the  idea  that 
there  was  anything  wrong  about  Mr.  Beverly  did  not  exist  in  our  minds. 

Q.  I  am  assuming  that  I  am  a  stockholder,  and  I  have  the  same  information 
on  Mr.  Beverly.  You  can  still  visualize  that  situation,  that  while  Mr.  Beverly 
is  the  highest-class  man  in  the  world,  I  might  not  want  Mr.  Beverly  to  handle 
my  money.    You  can  conceive  oL'  tl  at  attitude;  isn't  that  so? 

A.  Yes;  I  can  see  that. 

Q.  And  you  did  not  write  to  the  stockholders  and  ask  them  whether  it  was 
all  right  for  you  to  turn  over  the  control  of  their  funds  to  Mr.  Beverly,  no  mat- 
ter how  high  class  he  was,  did  you? 

A.  No. 

Q.  And  you  made  no  public  announcement  that  you  contemplated  doing  that, 
did  .vou? 

A.  No. 

******* 

Q.  Now,  after  October  25th,  when  you  turned  over  your  29,000  shares,  the 
debenture  holders,  preferred  stockholders,  and  the  minority  common-stock 
holders  went  to  bed  thinking  that  you  controlled  the  money,  and  the  next 
morning  woke  up  to  tiiul  that  ^Ir.  Beverly  had  control  of  the  money,  isn't  that 
so? 

A.  It  was  a  very  short  time  after  that  they  were  all  notitied  that  the  change 
had  taken  place. 

Q.  A  short  time,  but  long  enough  for  things  to  happen  ;  isn't  that  so? 

A.  Yes. 

Allen  W.  Dulles,  of  Sullivan  &  Cromwell,  attorneys  for  Mr.  Beal, 
during;  the  negotiations  for  the  sale  of  the  controlling  block  of  stock, 
testified  it  would  have  constituted  an  unusiuil  procedure  to  notify  the 
stockholders  of  an  investment  company  of  a  contemplated  transfer  of 
control.    He  testified :  "* 

Q.  I  assume  you  heard  Mr.  Beat's  testimony  with  respect  to  the  fact  that  there 
was  no  public  announcement  and  no  announcement  sent  to  the  stockholders 
apprising  them  of  the  fact  that  the  control  was  going  to  pass  prior  to  the  time 
that  the  control  actually  did  pass? 

A.  An  announcement  was  sent  immediately  afterwards. 

Q.  Had  you  discu.ssed  that  aspect  with  Mr.  Beal? 

A.  We  had. 


'"Id.,  at  1C62-4. 
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Q.  What  did  you  say  to  him,  and  what  did  he  say  to  you? 

A.  We  insisted  as  part  of  the  agreement  that  all  security  holders,  stockholders, 
and  also,  as  far  as  possible,  the  debenture  holders  should  be  immediately  informed 
publicly  of  the  change  of  the  management,  and  that  a  statement  would  be  inserted 
in  the  press  immediately  of  the  change  of  management.     It  was  done. 

Q.  Subsequent  to  the  transfer  of  control? 

A.  Immediately  after  the  transfer  of  control. 

Q.  I  am  talking  about  prior. 

A.  No.  I  think  it  would  be  unusual  to  give  such  a  notice  prior  to  the  transfer. 
But  it  was  not  done. 

Q.  I  am  not  holding  you  responsible  for  this.  It  may  be  a  trifle  simple,  or 
maybe  my  analysis  is  all  wrong,  but  throughout  this  entire  investigation  it  seems 
to  me  that  the  things  which  were  done  for  the  protection  or  for  the  benefit  of  the 
controlling  interests  are  the  usual  things,  and  the  things  that  might  possibly  be 
for  the  protection  of  the  minority  stockholders  are  the  unusual  things.  Is  that 
true?  There  was  nothing  unusual  about  cleaning  out  the  board  of  directors 
through  the  device  of  resigning  and  electing,  yet  it  was  unusual  to  tell  the 
minority  stockholders  and  the  senior  security  holders  that  their  money  was  going 
to  be  turned  over  to  a  new  manager.    Isn't  that  so? 

A.  No :  I  do  not  say  that.  I  say  I  think  it  would  be  unusual  so  far  as  the 
present  practice  is  concerned.  Maybe  that  should  be  done.  That  may  be  one  of 
the  points  that  your  investigation  will  disclose. 

Despite  the  fact  that  the  common  stock  of  Continental  Securities 
Corporation  had  a  minus  asset  vahie,  Mr.  Beal  testified  that  the  price 
of  $20  a  share  paid  by  Mr.  Beverly  did  not  create  any  suspicion  in 
his  mind  that  it  may  have  been  the  intention  of  the  Fiscal  Manage- 
ment group  to  recoup  their  investment  in  some  way  at  the  expense 
of  the  other  securitv  holders  of  Continental  Securities  Corporation, 
Mr.  Beal  testified :  "» 

First  of  all  I  asked  Mr.  Beverly  why  it  was  that  he  was  interested  in  buying 
this  stock  and  why  he  was  interested  in  paying  a  very  substantial  premium  for 
the  break-up  value.  Mr.  Beverly  said,  first  of  all,  he  had  capital,  and  was 
interested  in  investment  management  and  he  wanted  to  buy  a  controlling  inter- 
est in  an  investment  trust.  He  said  that  in  the  second  place  that  he  realized — 
that  in  Continental  Securities  Corporation  he  was  particularly  interested,  be- 
cause he  recognized  the  high  leverage  factor,  and  we  talked  about  that  quite  a 
bit. 

He  said  that  furthermore — I  will  repeat  again  to  you — I  said.  "Why  are  you 
intei'ested  in  paying  quite  a  bit  in  excess  of  the  break-up  value,"  and  he  said 
that  he  realized  that  the  only  way  he  could  buy  a  controlling  interest  in  a 
company  of  this  type  is  to  pay  a  price  somewhat  quite  a  bit  above  the  break-up 
value  at  a  time  when  the  markets  are  weak,  as  they  were  then.  He  went  on  to 
say  that  he  himself  felt  that  the  prices  were  going  to  go  a  good  deal  higher 
over  a  period  of  time,  and  he  was  interested  in  the  leverage  factor,  again  on 
the  upward   side     *     *     *. 

Notwithstanding  the  leverage  advantages,  which  Mr.  Beal  assumed 
motivated  Mr.  Beverly  in  pajang  a  price  of  $20  a  share  for  the  stock 
of  Continental  Securities  Corporation  with  a  minus  asset  value  of 
$22  a  share,  Mr.  Beverly  restricted  his  purchase  to  the  controlling 
block  of  stock  held  b}'  J.  Henry  Schroder  Banking  Corporation. 
Mr.  Beal  testified  that  he  requested  Mr.  Beverly  to  make  the  same 
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offer  to  the  other  common  stockholders,  but  Mr.  Beverly  was  only 
"interested"'  in  purchasing  the  sponsor's  stock.  Mr.  Beal  did  not 
consider  that  he  OAved  any  duty  to  the  other  common  stockholders  to 
obtain  the  same  offer  for  them :  ^-^ 

Q.  Now  did  you  say  to  Mr.  Beverly:  "That  is  a  very  nice  offer.  You  are 
going  to  pay  $20  a  >>hare  for  stock  wliicli  lias  an  asset  value  of  minus  $11  [sic, 
$22]  but  will  you  make  the  same  offer  to  the  other  stockholders"? 

A.  Yes ;  we  did. 

Q.  What  did  he  say? 

A.  He  said  he  was  only  interested  in  buying  the  control. 

Q.  He  was  only  interested  in  buying  enough  stock  so  that  he  could  control 
the  company:  isn't  that  so? 

A.  That  is  right. 

Q.  And  you  felt  it  [not]  unfair  to  the  other  stockholders  to  get  the  same 
price  for  them  as  you  were  getting  for  yourself? 

A.  That  is  correct.  We  had  bought  our  shares  in  the  open  market  like  any- 
one else,  and  I  felt  we  were  absolutely  satisfied  as  to  the  integrity  of  the  new 
management,  that  it  was  not  essential  foi-  us  to  get  protection  for  the  stock- 
holders. In  other  words,  I  want  to  make  it  quite  clear  that  originally  we  had 
only  been  sponsoring  the  company  from  the  viewpoint 

Q.  But  you  did  not  acquire  the  management  contract  in  the  open  market? 

A.  That  is  right. 

Q.  Your  other  duties  did  not  arise  by  virtue  of  your  ownership  of  the  com- 
mon stock?  The.se  were  independent  duties  you  owed  to  the  stockholders;  isn't 
that  so? 

A.  That  is  quite  right. 

Q.  Yet  yo\;  did  not  insist  that  the  same  offer  be  made  to  other  stockholders, 
did  you? 

A.  No. 

Q.  Did  you  say  to  Mr.  Beverly,  "It  is  true  you  are  buying  control,  but  you  are 
buying  control  not  of  my  money  but  of  other  people's  money,  and  I  think  they 
ought  to  have  somebody  on  the  board  of  directors";  did  you  say  that  to  him? 

A.  No. 

The  contract  of  sale  of  the  controlling  block  of  stock  required  J. 
Henr}'  Schroder  Banking  Corporation  to  cancel  its  management  con- 
tract with  Continental  Securities  Cor])oration.^-^  Mr,  Beal  conceded 
that  the  effect  of  the  transaction  with  Mr.  Beverly  was  to  turn  over  to 
the  latter  the  absolute  control  and  management  of  approximately 
$3,300,000  of  liquid  assets  which  belonged  to  the  public  :^^^ 

Q.  And  you  have  to  be  fully  conscious  of  a  trust  that  is  almost  sacred  when  you 
handle  other  people's  money,  particularly  when  it  is  in  the  form  of  liquid  securi- 
ties that  can  be  turned  into  cash  overnight ;  isn't  that  so? 

A.  That  is  right. 

Q.  The  situation  here,  then,  was  that  you  had  this  $3,300,000  of  virtually  all 
market  securities     *     *     *V 

A.  Yes;  in  very  large  part. 

Q.  That  could  be  turned  into  cash  overnight ;  isn't  that  so? 

A.  Yes,  sir. 


•^"Id.,  at  494-6. 
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Q.  And  you  were  perfectly  conscious  of  the  fact  that  you  were  turning  over  to 
him  [Mr.  Beverly]  $3,300,000  of  other  people's  money,  were  you  not? 
A.  Yes. 

Mr.  Beal  testified  that  Mr.  Beverly  assured  him  that  the  old  invest- 
ment policy  of  Continental  Securities  Corporation  would  be  main- 
tained by  the  new  group  :^-^ 

Q.  Did  you  discuss  with  him  [Mr.  Beverly]  what  the  nature  of  the  activities 
was  going  to  be,  whether  he  was  going  to  run  it  as  a  diversified  trust  ? 

A.  I  was  .lust  coming  to  that.  I  said,  "Now,  one  thing  you  realize,  Mr.  Beverly, 
is  we  have  a  very  strong  moral  commitment  here  toward  these  security  holders, 
and  we  would  not  think  of  selling  this  trust  to  anyone  unless  we  felt  they  were 
going  to  continue  the  policy  of  running  it  as  a  diversified  investment  trust,  and 
one  thing  we  want  to  be  specifically  assured  of  is  that  you  do  not  plan  to  use 
some  of  the  assets  of  this  company — for  instance,  to  buy  securities  or  pyramid 
securities  of  other  companies,  or  buy  up  interest  in  other  investment  com- 
panies  " 

Q.  You  mentioned  that  very  definitely. 

A.  Yes. 

Q.  What  precipitated  that?  Did  you  have  any  information  that  he  was  going 
to  do  that? 

A.  No.  We  talked  about,  in  a  general  way.  about  some  of  the  specific  securi- 
ties we  had — foreign  stocks;  he  said  he  might  sell  some  of  The  foreign  stock.s 
but  in  general  there  was  no  doubt  in  his  mind  that  he  was  going  to  run 
it  as  we  desired  him  to  run  it     *     *     *. 

However,  there  was  no  provision  in  the  contract  for  the  sale  of  the 
controlling  block  requiring  the  new  management  to  continue  the 
investment  policy  of  Continental  Securities  Corporation. 

Finally,  although  Mr.  Beal  conceded  that  the  J.  Henry  Schroder 
Banking  Corporation  stood  in  a  fiduciary  relationship  to  all  of  the 
security  holders  of  Continental  Securities  Corporation,  the  J.  Henry 
Schroder  Banking  Corporation  did  not  obtain  any  representation 
on  the  new  board  of  directors  of  Continental  Securities  Corporation 
in  order  to  observe,  for  the  protection  of  the  security  holders,  the 
methods  of  operation  of  the  company  by  the  new  group.  In  fact, 
although  Mr.  Beal  testified  he  requested  such  representation,  he  finally 
agreed  to  turn  over  the  entire  board  to  the  Fiscal  Management  group, 
since  "it  was  a  question  of  putting  through  the  business  on  that 
basis."     Mr.  Beal  testified :  ^'* 

Q.  *  *  *  Did  you  ask  whom  they  were  to  have  on  the  board  so  that 
you  could  watch  what  was  going  on? 

A.  Yes,  we  did. 

Q.  What  did  he  say  to  that? 

A.  He  said  that  they  would  want  to  have  the  entire  board  to  themselves. 

Q.  Didn't  that  create  a  little  suspicion  in  your  mind?  He  had  five  on  the 
board  and  you  wanted  one  on  the  board,  to  see  that  the  rights  of  the  share- 
holders were  protected.     Didn't  you  insist  on  that? 

A.  We  did  not  insist,  because  he  said  it  was  a  question  of  putting  through 
the  business  on  that  basis,  and  we  gave  it  a  great  deal  of  consideration  and 
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decided  that  it  was  all  right  to  go  ahead  on  that  basis.  If  there  was  but  one 
member  on  the  board  there  is  *  *  *  ^Nlr.  Beverly's  controlling  interest, 
having  one  member  on  the  board  didn't  really  matter. 

The  charter  of  Continental  Securities  Corporation  required  that 
the  directors  be  elected  at  the  annual  meeting  of  the  stockholders 
or  at  a  special  meeting  called  for  that  })urpose.^'-^  Of  course,  the 
holding  of  any  such  meeting  would  have  meant  delay  and  the  stock- 
holders woukl  have  had  to  be  apprised  of  the  contemplated  change 
in  the  board  of  directors.^-'*  However,  Mr.  Beal  and  the  Schroder 
interests  proceeded  to  use  a  device  whereby  it  was  not  necessary  to 
wait  for  the  annual  meeting  or  call  a  special  meeting  of  the  stock- 
holders. The  scheme  used  was  to  have  one  of  the  old  directors  resign, 
thereby  creating  a  vacancy  on  the  board  which  could  be  filled  by  the 
remaining  members  of  the  board  electing  a  new  member  to  tlie  board ; 
then  to  have  another  member  of  the  old  board  resign  and  a  new 
member  elected  until  all  the  members  of  the  old  board  were  replaced 
seriatim.     Mr.  Beal  testified  :  ^-^ 

Q.  The  fact  of  the  matter  is  that  in  order  to  get  these  people  off  the  Board 
of  Directors,  unless  they  voluntarily  resigned,  you  would  have  to  call  a  meet- 
ing for  a  new  election  of  the  board:  isn't  that  so? 

A.  I  presume  that  is  the  case.     I  don't  know. 

Mr.  Dulles.  That  is  the  case,  but  not  in  the  terms  you  suggest. 

Q.  And  in  that  event  the  stockholders  would  have  to  be  apprised  of  the  fact 
that  there  was  a  contemplated  change  in  the  control  of  their  money ;  isn't 
that  so? 

A.  Yes. 

Q.  But  you  made  it  possible  for  the  control  to  take  place  without  a  meeting 
being  held,  because  you  got  the  voluntary  resignations  of  every  director  and 
officer  and  voluntarily  canceled  your  contract;  isn't  that  so? 

A.  Yes. 

Mr.  Dulles,  as  counsel  for  Mr.  Beal.  had  suggested  and  approved 

this  scheme  of  alternate  resignations  and  elections  of  directors.  He 
testified: '28 

Q.  Were  you  the  one  that  suggested  the  mechanics  that  one  director  resign 
and  another  be  elected,  that  another  director  resign  and  a  new  director  be 
elected,  and  so  on?     Who  suggested  that  scheme? 

A.  That  is  a  very  normal  procedure  at  a  closing.  I  suppose  I  have  done 
that  myself  in  connection  with  the  changes  of  management  companies  a  dozen., 
times.     That  is  the  usual  machinery. 

Q.  That  is  the  usual  machinery  for  that? 

A.  Correct. 

Q.  By  usual  you  do  not  mean  justifiable,  do  you.  or  sanctionable,  do  you? 

A.  Certainly.  Yes.  If  you  change  managements  that  is  the  way,  because 
.voH  have  to  keep  a  quorum.  The  only  way  to  retain  your  quorum  is  to  have 
one  resign  at  a  time  as  new  dii-ectors  come  in. 


^''  Rf  ply  to  tlie  Ci>mii)issioii's  fnu-stionnaire  for  Continental  Securities  Corporation,  Pt.  I. 
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Q.  I  iTnderstand  that,  but  as  I  understand  tlie  articles  of  incorporation  of 
Continental  Securities  Corporation,  the  power  to  elect  a  new  board  of  directors 
was  vested  in  the  stockholders,  wasn't  it? 

A.  Well,  they  could,  but  the  new  directors  also  could  be  elected  by  the  board 
itself. 

Q.  Yes ;  but  those  provisions  in  the  articles  of  incorporation  or  the  bylaws 
which  say  that  a  board  of  directors  can  fill  a  vacancy,  did  you  conceive  that 
that  was  intended  to  mean  that  you  could  avail  yourselves  of  that  provision 
and  completely  turn  out  the  old  board  and  put  in  a  new  board? 

A.  That  has  been  done  a  great  many  times. 

Q.  I  understand  that.  You  knew  this  device  of  one  resigning  and  another 
being  elected  ultimately  resulted  in  the  complete  wiping  out  of  the  old  board 
and  the  complete  new  board  coming  in? 

A.  That  is  right. 

Q.  And  you  also  knew  that  in  a  normal  situation  where  you  elected  a  new 
board  of  directors  it  was  to  have  the  stockholders  do  that;  wasn't  that  so 5 

A.  I  should  say  that  both  situations  were  quite  usual. 

Q.  By  "quite  usual"  you  say  both  were  done.  Let  me  ask  you ;  if  it  was  a 
question  of  electing  a  new  board  of  directors,  do  you  dispute  that  that  was  the 
inalienable  right  of  the  stockholders  to  select  their  entire  new  board  to  manage 
their  funds? 

A.  They  had  the  right  to  do  it.    They  did  not  have  the  exclusive  right. 

Q.  They  could  do  it  if  the  controlling  interests  did  not  indulge  in  some  device 
which  would  deprive  them  of  that  right  to  do  that;  isn't  that  so?  They  could  do 
it,  as  I  understand  it  if  the  controlling  interests  would  let  them  do  it ;  but  as  I 
understand  it,  it  was  intentionally  and  deliberately  done  in  order  not  to  submit 
it  to  the  stockholders — when  one  resigned  and  another  was  elected,  and  then 
another  member  resigned  and  someone  was  elected  in  his  place,  and  so  on? 

A.  The  majority  could,  however,  have  elected  the  new  board  in  a  few  weeks 
under  the  regular  procedure  under  the  Maryland  law. 

Q.  Or  it  could  be  done  at  the  regular  annual  meeting? 

A.  With  notice  ;  yes. 

Q.  But  if  a  special  meeting  was  called,  it  was  necessary  to  put  in  the  notice 
that  the  purpose  was  to  clean  out  the  old  board  and  put  in  a  new  board? 

A.  That  is  so. 

Q.  And  although  that  might  have  been  managed  from  the  point  of  view  of 
voting  power,  because  the  controlling  block  was  in  the  hands  of  the  people  who 
were  selling  the  interest,  you  could  not  anticipate  what  legal  steps  the  stock- 
holders would  take  under  rhe  circumstances  to  possibly  protect  their  interests; 
isn't  that  so? 

A.  Correct. 

Q.  So  that  this  device  of,  shall  we  say  "ring-around-the-rosy" — one  going  off 
and  another  going  on,  one  going  off  and  another  going  on,  another  going  off  and 
another  going  on,  had  as  an  ultimate  end,  did  it  not,  to  substitute  a  complete  new 
board  of  directors? 

A.  Tliat  was  the  case. 

Q.  It  was  not  a  case  where  one  felh^w  became  sick  and  could  not  fulfill  his 
duties  as  a  director,  an  exigency,  existed,  a  vacancy  was  created,  and  where 
somebody  had  to  be  substituted,  was  it? 

A.  No. 

Q.  They  were  all  in  perfectly  good  health? 

A.  Perfectly  good  health. 

Q.  And  all  compos  mentis,  too? 

A.  All  compos  mentis. 
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Mr.  Beal  furtliermoi-e  did  not  apparently  make  any  investigation  of 
the  individnaiy  who  were  to  be  the  new  directors  of  tlie  investment  com- 
pany representing  the  Fiscal  Management  group.  When  examined 
with  respect  to  this  he  testified :  ^-^ 

Q.  In  the  course  of  this  conversation  with  Mr.  Beverly,  did  you  ask  him  whom 
he  was  going  to  put  on  the  hoard  of  directors? 

A.  Mr.  Beverly  mentioned  two  names,  and  I  think  we  have  mentioned 

Q.  Ex-Congressman  Frear?^^" 

******* 

A.  Yes. 

Q.  And  Mr.  Koss? 

A.  Mr.  Ross. 

Q.  Did  Mr.  Ross'  name  mean  anytliing  to  you? 

A.  No,  sir. 

Q.  Not  then  ? 

A.  No. 

Q.  You  had  never  heard  that  name  before ;  isn't  that  so? 

A.  Yes ;  that  is  right. 

Q.  How  many  members  are  there  on  the  board  of  directors? 

A.  I  think  there  ai'e  six  altogether. 

Q.  Six  altogether? 

A.  Yes. 

Q.  So  you  got  three ;  did  he  give  the  names  of  the  other  three? 

A.  He  did  before  we  went  through  with  the  deal ;  yes. 

J.  Henry  Schroder  Banking  Corporation  had  previously  sold  control 
of  American,  British  &  Continental  Corporation  without  prior  notice 
to  the  other  security  holders.^ ^^  Although  Mr.  Beal  had  been  examined 
in  October  1936  in  connection  with  the  Conunissioirs  study  of  the  trans- 
fer of  control  of  American,  British  &  Continental  Corporation  and 
was  thereby  aware  of  the  problems  involved  in  transferring  control  of 
an  investment  com])any,  he  did  not  attempt  to  obtain  any  information 
from  the  Connnission's  investment  trust  staff  as  to  the  prospective  pur- 
chasers of  Continental  Securities  Corporation.    Mr.  Beal  testified :  ^^^ 

Q.  You  had  sold  an  investment  trust  once  before,  hadn't  you,  Mr.  Beal, 
American,  British  and  Continental? 

A.  That  is  quite  right. 

Q.  And  you  were  examined  down  in  Washington  in  connection  with  that 
transaction? 

A.  Yes. 

Q.  In  the  course  of  our  investment  trust  study? 

A.  Yes. 


i^Id.,  at  489. 

isoMr.    Beal   testified   as    follows   with    rpspect   to    the   extent    to    which   he    investigated 
James  Frear   (r(  contly  deceased)    (id.,  at  487,  489)  : 

Q.  Did  you  ask  him  who  Mr.  James  Frear  was? 

A.   Yes. 

Q.  What  did  he  tell  you? 

A.  That  he  was  an  ex-congressman  from  Wisconsin. 

Q.  And    tli;it    w;is    sufficient    to    satisfy    you    as    to    his   capability    or    risht   to    get 
$.3..500,000  of  other  people's  money? 

A.   No.   sir. 

Q.   Did  you  stop  to  find  out  who  Mr.  James  Frear  was? 

A.   No  ;  because  we  were  interested  in  Mr.   Beverly. 
'■■^  Public  Examination,  American,  British  &  Continental  Corporation,  at  4841-8. 
13=  Op.  cit.  supra,  note  1,  at  499-500. 
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Q.  And  you  were  examined  at  some  length  abont  the  propriety  and  ethics  of 
selling  control  of  an  investment  trust  without  apprising  the  stockholders  of  the 
fact  that  it  was  being  done  ;  do  you  remember  that? 

A.  I  remember  that. 

Q.  That  was  in  1936,  the  summer  of  1936,  July,  and  two  years  later  you  sold 
this  trust  without  apprising  the  stockholders  before  you  sold  it,  isn't  that  so? 

A.  Yes. 

Q.  Did  you  go  to  the  S.  E.  C. — you  knew  we  were  making  a  study  for  over 
two  years — did  you  come  to  us  and  ask  "Do  you  know  anything  about  Mr. 
Beverly,  or  what  his  associations  are  with  investment  trusts,  or  Mr.  Frear?" 
Did  you  discuss  the  situation  with  the  Commission  before  you  passed  control? 

A.  No,  we  did  not. 

The  contract  providing  for  the  transfer  of  control  of  Continental 
Securities  Corporation  to  the  Fiscal  Management  Company,  Ltd.^ 
fixed  October  25.  1937  as  the  closing  date.  Two  days  prior  thereto, 
Paine,  Webber  &  Co.  had  been  requested  by  Mr.  Solomont  to  make 
an  advance  of  $580,000  to  be  secured  by  $2,500,000  of  securities  which 
were  contained  in  a  list  shown  to  Stephen  Paine,  a  partner  in  that 
brokerage  firm.^^^  Mr.  Paine  testified  that  he  "did  not  pay  much 
attention"  to  the  list,  although  its  size  and  diversification  should  have 
given  him  some  indication  that  the  list  of  securities  belonged  to  "some 
institution,  either  an  insurance  company,  or  an  investment  trust."^^* 
These  securities  were  described  to  him  by  Mr.  Solomont  as  belonging 
to  a  client  of  Thomas  W.  Morris,  who  was  a  Boston  attorney  and 
friend  of  Mr.  Solomont.^-^''  Mr.  Paine,  without  any  further  questions, 
agreed  to  make  the  advance  and  had  a  firm  check  for  $580,000  made 
payable  to  the  order  of  Mr.  Solomont  because  "he  [Solomont]  did  not 
knoAv  to  whom  it  ultimately  was  going."  ^^^  In  accordance  with  Mr. 
Solomont's  request,  a  representative  of  Paine.  Webber  &  Co.  was 
sent  to  Jersey  City  on  October  25,  1937  to  pick  up  the  securities  which 
were  to  be  turned  over  to  that  firm  as  collateral."^ 

The  Paine,  Webber  &  Co.  check  for  $580,000,  payable  to  S.  Leo 
Solomont,  was  turned  over  to  Mr.  Solomont  by  one  Vernon  Smith,  a 
representative  of  Paine,  Webber  &  Co.  on  October  25,  1937,  while 
Mr.  Smith  was  checking  the  securities  but  prior  to  the  receipt  by 
him  of  these  securities.     Mr.  Smith  testified :  "^ 

Q.  Now,  you  got  over  to  Jersey  where  the  closing  was  taking  place.  Where 
were  you  during  the  time  that  all  the  activity  was  going  on  in  Jersey? 

A.  I  wasn't  aware  of  any  activitj*  going  on  except  in  the  room  where  I  was 
with  the  securities. 

Q.  You  were  counting  the  securities? 

A.  Yes,  sir. 

*  ^  *  ^  *  Hf  il! 

Q.  What  happened,  what  did  anybody  say  to  you? 

A.  Solomont  was  tliere  and  he  asked  me  for  the  check  and  I  gave  it  to  Ijim 
and  my  recollection  is  he  left  the  room. 


"3ia..  at  279-84  and  Commission's  Exhibit  No.  29. 

»^Id.,  at  281. 

issid.,  at  283. 

i3«Id.,  at  290-1. 

"'Id.,  at  285-6. 

"sid.,  at  1713-5. 
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Q.  Did  Mr.  Beal  or  anybody  from  Continental  Securities  Corporation  tell 
you  you  could  take  these  securities? 

A.  I  don't  know  Mr.  Beal.     I  didn't  know  him.     I  know  now. 

Q.  Who  told  you  it  is  all  right  for  you  to  take  the  securities? 

A.  I'hat  was  when  Solomont  came  back. 

Q.  He  said  it  is  all  right  for  you  to  take  the  securities,  give  me  the  check, 
is  that  it? 

A.  No,  I  gave  him  the  check  first. 

Q.  Yes. 

A.  And  he  left  the  room  and  I  continued  checking  the  list  I  had  with  the 
receipt  which  I  signed,  and  Avhen  he  came  back  he  said,  "It  is  all  right,  we 
are  ready  to  go,"  or  words  to  that  effect. 

Mr.  Solomont  endorsed  the  check  over  to  J.  Henry  Schroder  Bunk- 
iiijX  Corporation  and  imniediately  took  possession  of  the  portfolio 
securities  of  Continental  Secnrities  Corporation,  which  were  being 
"checked"  by  Vernon  Smith.  When  examined  with  respect  to  this 
transfer,  Mr.  Beal  testified :  ^^^ 

Q.  Just  tell  us  what  happened. 

A.  AVe  still  had  control  of  the  company.  At  that  point  the  exchange  of 
the  check  and  securities  took  place,  so  that  we  did  not  give  up  the  control  of 
the  company  or  of  the  securities  until  after  we  had  received  the  check  and  were 
satisfied. 

^  ^  ^  :!(  ^  i](  :|t 

Q.  Did  you  go  over  to  the  vault  and  take  out  the  securities? 

A.  No,  the  people  in  our  office  did. 

Q.  Did  they  bring  the  securities  with  them? 

A.  No,  I  think  the  new  owners  of  Continental  went  to  the  vault  later  on 
and  they  acquired  possession  of  the  securities  only  after  the  necessary  resolu- 
tions, I  believe,  had  been  passed. 

Q.  Are  you  sure  that  nobody  from  Schroder  or  your  representatives  took 
the  securities  out  of  the  vault? 

A.  Well,  our  men  were  in  the  vault  with  the  securities,  and  they  turned  over 
the  securities  to  the  new  owners. 

Q.  Who  told  them  to  turn  them  over? 

A.  Well,  the  control  had  passed  from  our  hands  and  somebody,  I  suppose 
one  of  our  men,  authorized  these  people  at  that  point  to  go  into  the  vault. 

Q.  Did  you  see  a  representative  of  Paine,  Webber  &  Co.  there? 

A.  I  did  not  per.sonally  myself,  but  others  did. 

Q.  You  say  it  was  a  Paine,  Webber  check  that  you  got? 

A.  Yes. 

These  portfolio  securities,  which  constituted  practically  the  entire 
assets  of  Continental  Securities  Corporation,  were  thus  removed  by  the 
Fiscal  Management  group  immediately  upon  the  transfer  of  control. 
These  securities  were  thereupon  turned  over  to  Paine,  Webber  &  Co. 
Mr.  Beal  testified :  "° 

Q.  How  many  securities  did  you  have  in  that  box? 

A.  Down  in  the  vault? 

Q.  Yes. 

A.  Well,  quite  a  few  securities;  I  don't  know. 

'"'Id.,  at  .503-.5. 
i^«  Irt.,  at  505-6. 
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Q.  Wasn't  it  approximately  $2,500,000  worth  of  securities? 

A.  I  would  have  to  verify  that  figure,  but  I  suppose  a  substantial  proportion 
of  the  securities  were  there. 

Q.  So  that  the  whole  investment  trust,  virtually,  was  in  that  vault  box ;  isn't 
that  right? 

A.  That  is  right. 

Q.  And  it  was  put  into  a  package,  and  as  far  as  yovi  know  some  individual 
walked  off  with  the  whole  trust ;  isn't  that  so  ? 

A.  Well,  the  new  management  did. 

Q.  The  new  management? 

A.  He  got  the  securities  at  that  point.  I  don't  know  much  aboiit  the  mechanics 
of  it,  because  I  was  not  there,  and  other  people  from  our  organization  knew 
fxactly  what  happened. 

Q.  But  practically  the  whole  investment  trust  was  in  a  safe  deposit  box  and 
was  taken  out  of  the  box  and  nwved  away,  as  far  as  you  know;  isn't  that  so? 

A.  Yes;  as  I  say,  I  did  not  see  that  myself,  but  that  is  my  understanding  of 
what  happened. 

Q.  Just  candidly,  Mr.  Beal,  didn't  you  feel  a  little  uneasy  at  that  moment 
when  you  told  these  people  to  go  down  and  take  the  whole  investment  trust  and 
take  it  away  and  manage  it  as  they  pleased? 

A.  Not  a  bit. 

Mr.  Smith  described  the  method  by  which  practically  the  whole  in- 
vestment trust  was  moved  in  a  "canvas  bag,"  as  follows :  ^*^ 

Q,  In  any  event,  when  .vou  got  there , the.  secimties  were  on.  the  table  and  you 
counted  them? 

A.  Yes. 

Q.  And  what  did  you  do  with  them  afterward? 

A.  Called  the  messengers  up  and  put  them  in  a  bag  and  brought  them  into  the 
office. 

Q.  Just  put  two  or  two  and  a  half  million  dollars  worth  of  securities  in — 
what  was  it.  a  valise? 

A.  No  ;  a  large  bag. 

Q.  And  then  went  off  with  it  ? 

A.  Yes. 

Q.  You  didn't  know  you  had  an  investment  trust  in  your  valise,  did  you? 

A.  No  ;  I  didn't. 

Q.  Perfectly  oblivious  to  the  fact  you  were  taking  an  investment  trust  through 
the  Hudson  Tube,  or  was  it  by  the  ferry? 

A.  Through  the  tube. 

Q.  Did  the  investment  trust  get  into  one  valise?  I  am  curious  how  you  move 
an  investment  triist  from  one  city  to  another. 

A.  They  have  a  bag  about  that  high  and  that  wide. 

Q.  A  regular 

A.  Two  men  carry  it,  a  regular  canvas,  leather  bag. 

The  transfer  of  these  portfolio  securities  to  Paine.  Webber  &  Co. 
had  been  authorized  by  a  series  of  resolutions  adopted  by  an  entirely 
new  board  of  directors  and  entirely  new  officers,  all  of  whom  were 
designated  by  the  Fiscal  Management  group  to  replace  all  the  mem- 
bers of  the  old  board  and  officers  who  resigned  in  accordance  with  the 
terms  of  the  contract.^*-    These  new  officers,  who  had  been  elected  on 

1"  Id.,  at  1716-7. 

1"  Id.,  Commission's  Exliibit  No.   138. 
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October  25.  1937  to  represent  the  Fiscal  Maiiaoement  <i;roiip,  included 
George  F.  Bahntge  as  president.  Charles  B.  McAllister  as  secretary, 
and  Herbert  B.  Bolton  as  treasurer.  The  directors  included  James 
Frear,  the  father  of  Philip  A.  Frear,  and  described  as  a  former  Con- 
gressman from  Wisconsin,""  Harry  H.  Curtis,  son  of  Charles  J. 
Curtis,  former  Vice  President  of  the  United  States,^"  and  Fred 
Eoss."^ 

George  F.  Bahntge,  who,  on  October  28,  1937,  resigned  as  president 
and  became  treasurer  of  Continental  Securities  Corporation  ^^"^  had 
been  a  '"customer's  man''  with  Prentice  &  Bradj^ "'  and  had  had  no 
experience  with  investment  companies.  He  had  been  asked  to  become 
an  officer  of  Continental  Securities  Corporation  by  Mr.  Clayton.^** 
Mr.  Bahntge  had  also  been  made  an  officer  of  First  Income  Trading 
Cor])oration  when  control  of  that  investment  companj^  had  been  ac- 
quired by  the  Fiscal  Management  group.    Mr.  Bahntge  testified  :  ^*^ 

Q.  When  did  Mr.  Clayton  ask  you  to  become  treasurer  of  Continental? 

A.  I  guess  August  or  September  of  19o7.  I  wasn't  doing  so  well  as  a  cus- 
tomer's man  and  the  market  was  down  and  business  was  bad  and  he  knew  I 
wa.s  a  little  dissatistied  because,  as  I  say,  conditions  were  bad  and  I  wanted  to 
get  something  else. 

He  told  me  when  he  had  a  talk  with  me  one  day,  he  said,  "Why  don't  you 
stick  around?  We  are  negotiating  f(»r  some  iuA'estment  trust  and  we  may  have 
-a  position  for  you  and  we  will  take  care  of  you." 

While  he  was  treasurer  of  Continental  Securities  Corporation,  Mr. 
Bahntge  performed  no  substantial  duties,  nor  was  he  requested  to 
do  so.    Mr.  Bahntge  testified  :  ^'^° 

Q.  Did  you  have  any  particular  space  as  treasurer  of  Continental? 

A.  No;   not  at   all. 

Q.  You  contiiuu'd  to  make  your  office  with  Prentice  &  Brady? 

A.  .Tust  for  a  while,  and  then  I  went  up  to  Ferretti's  office  for  approximately 
a  month  and  woidd  go  early  in  the  day  for  an  hour  or  two  and  finally  he  sug- 
gested it  might  be  well  for  me  to  stay  right  downtown  in  the  office  of  First 
Income   [Trading]   Corporation. 

Q.  Was  that  before  or  after  you  became  vice  president  of  First  Income? 

A.  That  was  while  I  was  treasurer  of  Continental,  and  then  I  don't  recall  the 
day  I  was  made  vice  president  of  the  First  Income,  but  I  think  that  was  some- 
time in  December  1937. 

*  i^  *  *  *  *  W 

Q.  And  you  were  already  making  your  office  at  the  First  Income's  office  down 
on  lower  Broadway? 
A.  Yes.    I  just  sat  around. 

******* 
Q.  Now.  what  work  did  you  do  as  Treasurer  of  Continental? 
A.  Nothing  at  all,  except  sign  checks. 


i«  See  supra,  p.  376. 

1**  Op.  cit.  supra,  note  1,  at  1.315. 

'«*  Id..  Cominis.sion's  Exhibit  No.   138. 

^'^  Fred  Ross  then  became  president  of  Continental  Securities  Corporation.      (Ibid.) 

"■^  Id.,  at  1490. 

"s  Ibid. 

""  Id.,  at  1491. 

'^Id..  at   1492-;{. 
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Q.  And  receive  cheeks? 

A.  Yes;  sign  checks  and  sign  letters,  confirmations  of  buying  and  selling 
orders  to  the  brokers,  Prentice  &  Brady. 

The  new  board  of  directors  of  Continental  Securities  Corporation 
on  October  25,  1937,  immediately  after  the  closing  of  the  contract, 
authorized  the  assignment  of  the  greater  portion  of  the  portfolio 
securities  of  Continental  Securities  Corporation,  which  had  a  market 
value  of  12,500,000,  to  John  S.  McKay,  seci*etary  of  First  Income  Trad- 
ing Corporation.^^^  Mr.  McKay,  a  bleach  salesman,  making  a  salary 
of  approximately  $30  a  week,^^-  had  been  made  secretary  of  First  In- 
come Trading  Corporation  and  had  been  placed  on  the  board  of  direc- 
tors of  that  company  by  Mr.  Clayton,  one  of  the  Fiscal  Management 
group/^^  Mr.  McKay  testified  that  he  had  known  Mr,  Clayton  for 
many  years.^°*  In  July  1937.  just  prior  to  the  acquisition  of  control 
of  First  Income  Trading  Corporation  by  the  Fiscal  Management 
group,  Mr.  McKay  "ran  into  him  [Clayton]  "  accidentally.  Mr. 
McKay  testified :  ''^" 

Q.  Tell  me  when  you  first  started  seeing  a  great  deal  of  him  [Claytou] 
recently. 

A.  In  July  :  the  latter  part  of  July. 

Q.  Of  1937? 

A.  1937. 

Q.  Where  was  that? 

A.  Down  in  the  street  somewhere  around  Broadway,  lower  Broadway  and 
Broad  Street. 

Q.  Now,  getthig  down  to  the  transactions  involved  in  connection  with  Con- 
tinental Securities  Corjioration,  when  is  the  first  time  he  ever  spoke  to  you  about 
that?  ^  J 

A.  About  in  July  1937. 

Q.  And  where  did  you  meet  him? 

A.  On  lower  Broadway,  New  Yt)rk. 

Q.  On  the  street? 

A.  On  the  street. 

Q.  You  do  not  have  any  office,  do  you? 

A.  No. 

Q.  Did  Mr.  Clayton  have  an  office? 

A.  Pardon  me,  I  would  like  to  correct  that.  I  do  have  an  office  in  the  Bronx, 
where  my  headquarters 

Q.  You  mean  in  the  laundry  business? 

A.  Y'^es :  in  the  laundry  business. 

Q.  Not  for  the  securities  business? 

A.  No ;  not  for  the  securities  business. 

Q.  Did  ^Ir.  Clayton  have  an  office  uptown,  too? 

A.  Not  that  I  know  of. 

Q.  You  just  ran  across  him  in  the  street? 

A.  I  ran  across  him  in  the  street. 

Q.  You  ran  across  him  quite  frequently  by  accident:  isn't  that  right? 

A.  By  accident :  yes. 


1=1  Irl..   Commission's  Exhibits  Nos.  32.   34.  and  138. 
"Md.,  at  394-395. 
1=3  Id.,  at  404. 
1=^  Id.,  at  .396-7. 
«=Ici..  at  397-8. 


INVESTMENT   TKUSTS    AND    INVESTMENT    COMPANIES  391 

Q.  And  how  many  times  did  you  run  across  him  by  accident  a  couple  of  weeks 
before  this  deal  was  mentioned  to  youV 

A.  Oh,  maybe  once  or  twice  a  week. 

Q.  Is  your  laundry  or  bleach  district  up  in  the  Bronx  or  downtown  in  Wall 
Street,  then? 

A.  All  over  the  Metropolitan  district. 

Q.  Do  you  sell  bleach  down  in  Wall  Street? 

A.  No,  sir. 

Q.  Yf)u  said  you  ran  into  him  accidentally  down  in  the  street — and  what  did 
he  say  to  you? 

A.  He  said  I  better  keep  hi  touch  with  him ;  he  thought  he  had  a  job  for  me 
to  put  me  to  work. 

Thereupon  Mr.  Clayton  oave  Mr.  McKay  a  job  witli  tjie  Trans- 
Atlantic  Fund,  at  $25  a  week,  and  Mr.  McKay  was  allowed  to  carry 
on  his  laundry  business  on  the  side.  When  examined  with  respect 
to  his  position  with  this  company,  he  testified :  ^^'^ 

Q.  *  *  *  you  worked  for  a  company  known  as  the  Trans-Atlantic  Fund, 
isn't  that  so? 

A.  That  is  right. 

Q.  What  kind  of  a  corporation  is  that? 

A.  It  was  a  corporation  that  did  not  do  any  work  at  all.  They  were  going 
to  make  commitments  on  the  stock  market. 

Q.  Did  they  tell  you  what  this  business  was? 

A.  No. 

Q.  Where  was  their  ofl3ce? 

A.  25  Broadway. 

Q.  Do  you  remember  the  floor? 

A.  On  the  fifth  floor ;  yes,  sir. 

Q.  How  many  rooms  did  they  have? 

A.  One  large  room. 

Q.  Who  was  the  head  of  Trans-Atlantic? 

A.  I  understand  the  original  head  of  it  was  a  man  by  the  name  of  Braith- 
waite. 

Q.  And  then  who  took  it  over? 

A.  Mr.  Ferretti  took  over  Mr.  Braithwaite's  place. 

Q.  And   what   was   Clayton's  connection   with   the   Ti'ans-Atlantic   Company? 

A.  Nothing  to  my  knowledge. 

Q.  But  Clayton  hired  you,  is  that  it? 

A.  Yes,  sir. 

Q.  And  what  was  your  salary? 

A.  $25  a  week. 

Q.  Could  you  still  carry  on  your  laundry  business? 

A.  Yes,   sir. 

Q.  That  was  just  a  side  job? 

A.  That  is  right. 

Q.  How  much  time  did  you  spend  there? 

A.  Very  little  on  the  laundry  business,   and  on   Saturdays  and   Sundays. 

Q.  Very  little  on  laundry? 

A.  Very  little  on  laundry. 

Q.  Very  little  on  the  Trans-Atlantic  [Fund]  ? 

A.  Very  little  on  both  of  them. 


'»« Id.,  at  399-401. 
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Q.  When  they  wanted  you,  they  would  call  you,  is  that  it? 

A.  No ;  I  would  always  be  in  there. 

Q.  And  that  was  $25  a  week  you  were  getting? 

A.  Yes,  sir. 

Q.  AVere  you  an  officer  of  that  corporation? 

A.  No — yes,  I  beg  your  pardon ;  I  think  I  was  an  officer. 

Q.  But  you  don't  know 

A.  I  think  I  was  vice  president  of  the  Trans-Atlantic    [Fund]. 

Thereafter,  upon  the  acquisition  of  First  Income  Trading  Corpora- 
tion by  the  Fiscal  Management  group,  Mr,  McKay  was  given  a  job 
with  that  company.     He  testified :  ^^'^ 

Q.  Now  they  told  you  they  had  a  job  for  you  as  a  clerk  with  First  Income 
Trading  Corporation,  is  that  it? 

A.  Yes. 

Q.  Didn't   they  make  you   an   officer  of  First  Income   Trading  Corporation? 

A.  Yes,  sir;  they  did. 

Q.  What  oflScer  were  you? 

A.  Vice  president  and  director. 

Q.  They  told  you  they  made  you  vice  president,  is  that  it  or  when  did  they 
tell  you  that,  before  they  elected  you  or  after? 

A.  After  they  elected  me. 

Q.  They  said  "You  have  been  promoted  from  clerk  to  vice  president  of  the 
First  Income  Trading  Corporation"? 

A.  Yes,  sir. 

Q.  And  did  you  get  any  salary  as  vice  president  of  the  First  Income  Trading 
[Corporation]  ? 

A.  I  just  got  the  $2.5  a  week. 

Mr.  McKay.  Avhen  examined  as  to  his  duties  and  Avoi-k,  testified :  ^^^ 

Q.  Did  you  ever  give  them  advice  as  to  what  investments  to  make? 
A.  No,  six*. 

Q.  Did  you  ever  talk  about  the  business  of  First  Income? 
A.  No,  sir. 

In  October  1937  Mr.  McKay  was  requested  to  resign  as  vice  presi- 
dent of  First  Income  Trading  Corporation  and  was  designated  sec- 
retary of  this  investment  company.  When  examined  with  respect  to 
this  change  in  position,  Mr.  McKay  testified:"^ 

Q.  *  *  *  Now,  you  were  made  vice  president  of  First  Income  Trading  Cor- 
poration, and  you  say  you  were  vice  president  how  long? 

A.  For  about,  I  imagine,  two  months. 

Q.  And  then  what  did  they  say  to  you? 

A.  Then  they  accepted  my  resignation  as  vice  president  and  made  me  secre- 
tary and  director,  and  then,  I  don't  know,  director  or  vice  president,  and  I  was 
then  secretary  of  First  Income. 

Q.  You  were  demoted,  is  that  it? 

A.  Demoted. 


1"  Id.,  at  401-2. 
^6sid.,  at  40.3. 
«» Id.,  at  404. 
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Q.  What  did  they  do?  Put  the  papers  in  frout  of  you  and  tell  you  to  sign 
them,  is  that  it? 

A.  Yes,  sir. 

Q.  Then  you  resigned  as  vice  president  and  now  you  were  secretary,  is 
that  it? 

A.  Yes ;  practically. 

Mr,  JMcKay  was  the  individual  to  whom,  on  October  25,  1937,  the 
entire  portfolio  of  Continental  Securities  Corporation  consisting  of 
marketable  securities  of  the  value  of  $2,500,000  was  assigned.^*^" 
These  securities  were  the  same  securities  contained  in  the  list  shown 
to  Paine,  Webber  &  Co.  and  on  which  that  firm  advanced  $580,000  ^'^^ 
ostensibly  to  a  client  of  Mr.  Robb,  the  Boston  attorney.  On  the  same 
day,  October  25,  1937,  Mr.  McKay  executed  an  assignment  of  the 
$2,500,000  worth  of  j^ortfolio  securities  to  Messrs.  Solomont  and 
Robb.^'^^  All  these  securities  had  been  taken  away  by  Vernon  Smith, 
representative  of  Paine,  Webber  &  Co.  at  the  closing,  as  collateral 
for  the  advance  of  $580,000  which  had  been  used  to  purchase  the 
control  block  of  stock  of  Continental  Securities  Corporation  from 
the  Schroeder  interests.  Mr.  McKay  was  authorized  to  liquidate 
$700,000  worth  of  these  portfolio  securities  and  to  use  the  proceeds 
to  purchase  7,000  shares  of  preferred  stock  of  Fiscal  Management 
Company,  Ltd..  at  $100  per  share.  As  part  of  the  same  transaction, 
Mr.  McKay  then  sold  all  these  j)ref erred  shares  to  Continental  Securities 
Corporation  at  $100  a  share  for  a  total  of  $700,000."^  The  balance 
of  the  $2,500,000  of  portfolio  securities  was  to  be  returned  to  Con- 
tinental Securities  Corporation.^''* 

Mr.  McKay  denied  that  he  had  any  knowledge  that  these  portfolio 
securities  had  been  assigned  to  him,  or  that  he  had  reassigned  them 
to  Messrs.  Solomont  and  Robb.  When  examined  on  this  transaction 
he  testified :  "^ 

Q.  George  Clayton  brought  tliat  paper  to  you  and  said,  "I  want  you  to 
sign  if? 

A.  Yes ;  but  I  did  not  read  it. 

Q.  Who  spoke  to  you  about  that  first? 

A.  Clayton. 

Q.  What  did  he  say? 

A.  He  said,  "I  want  you  to  act  as  an  agent,  being  you  are  a  resident  of 
Jersey ;  we  will  save  some  taxes  if  you  act  as  agent."  They  were  transferring 
some  securities  from  a  Canada  company  into  the  Continental  Securities  Cor- 
poration. 


!«>  See  sui3ra,  p.  390. 

^'■1  Op.  cit.  supra,  note  1,  Commission'.s  Exhibit  No.  29. 

"^  Id.,  Commission's  Exhibit  No.  33, 

•*'  Id..  Commission's  Exhibit  No.  138.  The  minutes  of  Fiscal  Management  Company, 
Ltd.,  indicate  that  on  October  15,  1937,  an  offer  was  made  by  Fiscal  Management  Com- 
pany, Ltd.,  to  sell  to  Continental  Securities  Corporation  7.000  shares  of  preferred  stock 
of  Fiscal  Management  Company,  Ltd.,  for  $700,000  ;  and  that  $.580,000  of  these  proceeds 
was  to  be  turned  over  to  .1.  Henry  Schroder  BanlJing  Corjjoration  for  their  control  block 
of  stock  in  Continental  Securities  Corporation.      (Id.,   Commission's  Exhibits   Nos.   64  and 

i;;8.) 

»•"  Id.,  Commission's  Exhibit  No.  138. 
i^Ud.,  at  406-9. 
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Q.  What  Canada  company? 

A.  I  dou't  believe  he  mentioned  it  at  the  time. 

******* 

Q.  Yon  did  not  ask  the  name  of  the  Canadian  corporation,  did  you? 

A.  No,  sir. 

Q.  Did  you  read  this  paper  when  you  signed  it  [assignment  by  Mr.  McKay 
of  the  securities  of  Continental  Securities  Corporation  to  Messrs.  Solomont  and 
Robb]  ? 

A.  No,  sir. 

Q.  What  did  they  do.  just  put  it  in  front  of  you  and  ask  you  to  sign? 

A.  In  the  course  of  the  papers  I  signed,  there  were  three  or  four  papers 
they  asked  me  to  sign  and  I  would  sign  it. 

******* 

Q.  Didn't  they  tell  you.  :\Ir.  ]McKay,  that  they  were  going  to  execute  an 
assignment  to  you  of  approximately  two  and  one-half  million  dollars  of  securi- 
ties of  Continental  Securities  Corporation? 

A.  No,  sir. 

Q.  Did  they  tell  you  they  were  going  to  execute  an  assignment  to  you  of 
this  two  and  one-half  million  dollars  of  securities,  and  that  you  were  to  have 
the  discretion  to  sell  those  securities  until  you  realized  $700,000? 

A.  No,  sir. 

Q.  You  know  they  first  turned  over  to  you  that  assignment  of  two  and  one-half 
million  dollars  of  Continental  Securities  Corporation,  don't  you? 

A.  I  understand  now  these  were  the  mechanics  of  it.  but  as  to  what  was 
going  to  happen,  I  did  not  know  how  it  was  going  to  take  place. 

Q.  So  that  when  you  signed  this  paper,  you  did  not  know  what  the  deal 
was  about,  did  you? 

A.  No,  sir."" 

These  portfolio  securities  which  Avere  thus  assioned  to  Messrs. 
Solomont  and  Robb  were  turned  over  to  Paine.  Webber  &  Co.  as 
collateral  for  its  advance  of  $580,000  to  S.  Leo  Solomont.^"  ^hese 
securities  were  seg:reo;ated  by  Paine,  "Webber  &  Co.,  in  accordance 
with  the  direction  of  Mr.  Solomont.  into  two  accounts  :  a  joint  account 
in  the  name  of  Solomont  and  Eobb  to  contain  $700,000  of  these  se- 
curities and  an  account  designated  "Continental  Securities  Corpora- 
tion. Account  No.  75"  to  contain  the  balance.^^^ 

Paine.  Webber  &  Co.  was  directed  to  liquidate  the  $700,000  of  the 
portfolio  securities  put  in  the  "Solomont  and  Robb  account"  and  to 
deduct  the  firm's  advance  of  $580,000  to  Mr.  Solomont  from  the  pro- 


^^i' Apparently,  as  a  reward  to  Mr.  McKay  for  cooperating:  with  the  Fiscal  Minagement 
group  on  this  transaction,  Mr.  McKay's  salary  was  raised  to  ."FSO  a  week.  Mr.  McKay 
testified  (id.,  at  410)  : 

Q.  After  you  signed  this  paper  did  they  increase  your  salary? 
A.  Two  weeks  after  that  they  did. 
Q.  Thpy  gave  you  how  much  ? 
A.  .S50  a   week. 

Q.  Did  they  tell  you  why  they  raised  your  salary? 

A.  No,  sir  ;  they  did  not  tell  me.     It  was  Mitchell  who  told  me  that  my  salary  would 
be  .$5*1  a  week. 

Q.  What  did  he  say  to  you? 

A.  He  said,  "You  ought  to  get  more  money  here  because  you  are  here  all  day  long 
and  attending  to  business,  you  ought  to  get  more  money ;  your  salary  will  be  $50." 

16'  See  supra,  pp.  386-7. 

^^  Op.  cit.  supra,  note  1,  at  296-9  and  Commission's  Exhibits  Nos.  35,  42,  and  43. 
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ceeds.^®^  Stephen  Paine  took  no  steps  to  confirm  this  direction  with 
J.  Henry  Schroder  Banking  Corporation,  ahhongh  he  knew  that  the 
secnrities  belonged  eitlier  to  that  investment  banking  honse  or  to  some 
organization  with  which  tlie  house  was  connected  since  the  securities 
were  in  the  name  of  Tucker  &  Co.,  tlie  usual  nominee  of  that  investment 
banking  house. ^"'^  Mr.  Paine  further  testified  that,  with  respect  to  the 
authorization  and  papers  which  had  been  turned  over  to  him  bj^  Mr. 
Solomont  on  October  28,  1937.  he  ''simply  looked  at  them  casually."  '^'^ 
Mr.  Paine  admitted  these  documents  on  their  face  disclosed,  among 
many  things,  that  portfolio  securities  of  the  Continental  Securities 
Corpoi-ation  were  liquidated  on  the  direction  of  the  Fiscal  Manage- 
ment group,  and  tlie  proceeds  were  to  be  used  by  the  Fiscal  Manage- 
ment group  to  purchase  the  controlling  block  of  stock  of  Continental 
Securities  Corporation  from  J.  Henry  Schroder  Banking  Corpora- 
tion.^'^ The  advance  which  had  been  made  by  Paine,  Webber  &  Co. 
merely  constituted  the  medium  whereby  the  Fiscal  Management  group 
could  acquire  control  of  the  securities  of  Continental  Securities  Cor- 
poration, for  the  assets  of  that  investment  compau}^  were  immediately 
used  to  reimburse  Paine,  Webber  &  Co. 

Approximately  $850,000  was  realized  on  the  sale  of  the  portfolio 
securities  placed  in  the  Solomont  and  Robb  account.^'^  The  brokerage 
firm  deducted  $580,000  to  satisfy  their  advance  to  Mr.  Solomont.^'* 
The  balance  of  the  proceeds  was  distributed  in  part  as  "'commissions"  to 
the  individuals  in  the  Fiscal  ^Management  group,  and  in  part  credited  to 
the  Continental  Securities  Account  No.  75.  One  check  for  $25,000  was 
made  payable  to  the  order  of  Solomont  and  Robb  and  ostensibly 
constituted  their  "commission"  for  effecting  the  loan  from  Paine, 
Webber  &  Co.^'^  Mr.  Paine  denied  any  knowledge  of  the  fact  that  Mr. 
Solomont  and/or  Mr.  Robb  AA'as  to  receive  $25,000  as  ''commis- 
sions."^"'^ A  second  check  for  $91,246.85  to  ]\Iessrs.  Solomont  and  Robb 
was  distributed  to  the  individuals  in  the  Fiscal  INIanagement  group  as 

i«Md.,  at  283. 

"« Id.,  at  300. 

i^Id.,  at  309. 

'"  Id..  Commission's  Exliibit  No.  149.  A  letter  of  October  25.  1937,  from  John  S. 
McKay  to  Messrs.  Solomont  ^and  Eolib  stated,  '-with  reference  to  the  $580,000  which  you 
are  to  advance  under  the  terms  of  mj-  letter  of  even  date  to  you.  I  hereby  direct  and 
nominate  that  you  pay  said  .$580,000  to  J.  Henry  Schroder  Banking  Corporation."  The 
letter  to  which  Mr.  McKay  referred  was  also  dated  October  25,  1937  (id.,  Commission's  Ex- 
hibit No.  148)  and  stated,  "with  reference  to  the  securities  that  I  transferred,  assigned,  and 
delivered  to  you  (id..  Commission's  Exhibit  No.  33)  you  are  authorized  *  *  *  to  seli 
any  or  all  of  said  securities  *  *  *  ^i^(\  fo  retain  $605,000  from  the  proce.ds  thereof 
in.  consideration  of  your  advancing  $580,000  to  me  or  my  nominee  on  this  day  *  *  *'". 
(Id.,  at  300.) 

i"Mr.  Paine  testified  that  "he  sold  about  $700,000  for  their  account".  (Id.,  at  313.) 
However,  if  account  b?  taken  of  the  two  checks  for  $122,050  and  $34,984.33  which  were 
transferred  to  the  account  of  Continental  Securities  Corporation,  Account  No.  75,  P.iine, 
Webber  &  Co.  must  have  liquidated  seeurities  whose  value  was  approximately  $850,000. 

1"^  See  supra,  pp.  386-7. 

"■*  See  supra. 

"^  Op.  cit.  supra,  note  1.  Commission's  Exhibit  No.  36. 

^'"  !<]..  Commission's  Exhibit  No.  148.  However,  among  the  papers  in  the  possession 
of  Paine.  Webber  &  Co.  relating  to  this  transaction  was  a  letter  from  Mr.  MiKiy  to 
Messrs.  Eobb  and  Solomont  which  disclosed  the  fact  that  Messrs  Solomont  and  Robb  were 
to  receive  this  $25,000.     For  more  detailed  discussion  of  this  document  see  infra,  pp.  481-2. 
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their  "profit"  on  the  transaction  ^'^  in  which  they  "didn't  put  up  a 
nickeL"  ^'®  Two  additional  checks,  one  for  $122,050  and  another  for 
$34,984.33  were  made  payable  to  the  order  of  Continental  Securities 
Corporation  and  were  credited  to  the  Continental  Securities  Corpora- 
tion Account  No.  75."°  The  joint  account  of  Solomont  and  Robb  was 
thereafter  closed.^^*^  Subsequently,  Account  No.  75  was  also  closed 
and  the  securities  in  this  account  were  transferred  to  Prentice  &  Brady, 
for  the  account  of  Continental  Securities  Corporation.^^^ 

To  recapitulate  the  mechanics  and  the  consequence  of  these  trans- 
actions in  connection  with  the  Continental  Securities  Corporation : 
Paine,  Webber  &  Co.  advanced  $580,000  ag-ainst  $2,500,000  of  port- 
folio securities  of  Continental  Securities  Corporation;  the  $580,000 
advance  was  used  to  purchase  from  the  Schroder  interests  the  con- 
trolling block  of  common  stock  of  Continental  Secm^ities  Corpora- 
tion. Immediately  upon  obtaining:  control,  the  Fiscal  Management 
group  turned  over  to  Paine,  Webber  &  Co.  the  $2,500,000  of  portfolio 
securities,  and  Paine,  Webber  &  Co.,  pursuant  to  the  direction  of  the 
group,  sold  a  portion  of  the  portfolio  securities  of  Continental 
Securities  Corporation  in  the  open  market,  i-ealizing  $850,000.  From 
this  $850,000  Paine,  Webber  &  Co.  deducted  its  advance  of  $580,000 
and  turned  over  to  Leo  Solomont  and  Ralph  Robb  $25,000,  ostensibly 
their  "commissions"  in  the  transaction,  and  an  additional  $91,246.35 
to  Messrs.  Solomont  and  Robb,  who  distributed  this  sum  to  the  in- 
dividuals of  the  Fiscal  Management  group  as  their  "profit"  on  the 
transaction.  The  balance  of  $157,034.33  was  turned  in  to  an  account 
opened  in  the  name  of  Continental  Securities  Corporation  at  Paine, 
Webber  &  Co.  To  "reimburse"  Continental  Securities  Corporation 
for  the  portfolio  securities  which  had  been  sold.  Continental  Securities 
Corporation  was  compelled  to  accept  7,000  shares  of  the  preferred 
stock  of  Fiscal  Management  Company,  Ltd.,  at  $100  per  share  for  an 
aggregate  of  $700,000.  Fiscal  Management  Company,  Ltd.,  in  con- 
sideration of  the  issuance  of  its  7,000  shares  of  preferred,  received  the 
controlling  block  of  common  stock  of  Continental  Securities  Cor- 
poration which  the  group  had  acquired  for  $580,000  from  the 
Schroder  interests.  Continental  Securities  Corporation  was  then 
left  in  a  position  similar  to  First  Income  Trading  Corporation : 
Fiscal  Management  Company,  Ltd.,  held  the  controlling  block  of 
stock  of  Continental  Securities  Corporation  which  it  acquired  by 
the  use  of  the  funds  of  Continental  Securities  Corporation,  and 
Continental  Securities  Corporation  in  turn  held  7,000  shares  of  the 


»"  Id.,  at  302,  Commission's  Exhibit  No.  37. 

i"id..  at  610. 

"9  Id.,  at  305  and  Commission's  Exhibit  Nos.  38  and  39. 

'«>Id.,  at  313. 

iM  Ibid. 
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preferred  stock  of  the  Fiscal  Management  Co.,  Ltd.,  in  lieu  of  its 
marketable  portfolio  securities  which  had  been  sold." 
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1*^  This  transaction,  wiieivby  $700,000  worth  of  marketable  portfolio  securities  were 
replaced  with  the  preferred  stock  of  the  Fiscal  Management  Company,  Ltd.,  the  personal 
holding  company  of  the  Fiscal  Management  group,  had  been  submitted  for  legal  opinion 
to  Mr.  Sims,  an  attorney  and  partner  in  the  firm  of  Sage,  Gray,  Todd  &  Sims.  About 
September  30.  1937.  while  Lansing  MacVickar  was  negotiating  with  Mr.  Beal  for  the  sale 
of  the  common  stock  of  Continental  Securities  Corporation  at  $20  a  .share,  Alexander 
Beverly  had  requested  the  New  York  branch  office  of  the  Royal  Bank  of  Canada  to  make 
a  loan  to  facilitate  the  acquisition  of  this  block  of  stock.  Mr.  Sims,  the  New  York  counsel 
for  this  bank,  testified  as  follows   (id.,  at  62.5-9)  : 

Q.  You  said  a  loan  would  be  required.  Will  you  give  us  the  detaUs  with  respect 
to  what  was  said  on  this  lino? 

A.  I  cannot  give  it  to  you  iu  any  detail  bf^cause.  they  being  technical  banking 
transactions,  I  did  not  pay  very  much  attention  to  them  ;  but  my  recollection  was 
that  the  bank  would  be  asked  to  make  a  loin  to  Fiscal  Management  Corporation 
upon  its  note,  guaranteed  by  Mr.  Beverlv.  and  that  the  proceeds  of  that  loan  would 
be  used  to  acquire  the  stock  of  the  Continental  Securities  Corporation  which  was 
owned  by  Schroder  ;  that  thereafter.  Immediately  thereafter,  a  certain  amount  of  the 
preferred  stock  of  Fiscal  Management  Corporation  would  be  sold  to  the  Continental 
Sfcurities  Corporation,  and  with  that  money  the  Fiscal  Management  Corporation 
would  pay  the  loan  to  the  Royal  Bank  of  Canada.     That  is   fitl   in  substance. 

Q.  Was  it  then  disclosed  to  you  by  Mr.  Beverly  or  Mr.  Binch  [attorney  for  Mr. 
Beverly  i  as  to  what  the  technique  would  be  :  that  they  would  make  a  loan  at  the 
bank,  and  as  you  understood  it.  the  loan  from  the  bank  would  be  guaranteed  by  Mr. 
Beverly  ;  they  would  then  buy  the  controlling  block  of  stock  ;  and  in  order  to  pay 
off  the  loan."  after  they  got  control  of  the  Continental  Securities  Corporation,  they 
would  sell  the  securities  of  the  Continental  in  an  amount  sufficient  to  pay  that  loan  ; 
isn't  that  so 

A.  Yes. 

Q.  And  then  reimburse  the  Continental  for  the  securities  which  were  sold  out  of 
its  portfolio  by  selling  it  the  Fiscal  Management  preferred  stock? 

A.   Substantially  that. 

Q.  That  was  fully  disclosed  to  you  at  that  time? 

A.   I  think  it  was. 

Q.  So  that  you  knew  at  the  time  that  your  opinion  was  asked,  and  subsequently 
rendered  your  opinion.  th:it  the  money  of  the  investment  trust  was  going  to  be  used 
liy  Mr.  Beverly  and  the  Fiscal  Management  Company,  Ltd.,  to  acquire  Continental 
Securiti'^s  Corporation:  isn't  that  so? 

A.  With  tlie  proceeds  of  the  sale  of  the  First  Income  stock  to  Fiscal  and  Fiscal 
to  Continental,  would  be  used  fi)r  that  purpose. 

Q.  Wasn't  that  it.  then  ;  that  the  li):in  would  first  he  made,  the  controlling  block 
fought,  and  then  Continental  Securities  Corporation  stock  sold  to  pav  off  the  loan  ; 
isn't  that  so? 

A.  Yes. 

Q.  Then  the  situation  would  be.  would  it  not.  Mr.  Sims,  that  Fiscal  Management 
Company.  Ltd..  was  selling  its  preferred  stock  to  Continental  Securities  Corporation 
at   iRUifi  a   <hai-P 

A.  Y'es  ;  at  par. 

Q.  And  they  were  going  to  sell   it   $700,000  worth;   do  you  recall? 

A.   Somewhere  about  that  figure. 

Q.  So  that  when  Fiscal  Management  Company.  Ltd..  was  selling  $700,000  of  its 
preferred  stock  to  Continental  Securities  Corporation,  it  would  be  at  a  time  when 
Fiscal  Management  Company.  Ltd.,  had  control  of  the  Continental  Securities  Cor- 
poration ? 

A.  Yes  :  there  is  no  question  about  that. 

(}.  .\nd  the  prices  to  be  p;nd  by  Continental  Securities  Corporation  for  the  Fiscal 
Management  Company.  Ltd.,  stock,  of  course,  would  bo  fixed  by  Mr.  Beverly;  isn't 
that  so.  liaving  control  of  the  Continental  Securities  Corporation?  He  was  the  one 
to  determine  whether  Continental  Securities  Corporation  was  prepared  to  pay  $100 
for  that  preferred  stock  ? 

A.  Well.  1  don't  know  whether  Mr.  Beverly  had  control  of  Continental  or  control 
of  Fiscal,  or  either  of  them  :  1  (mly  knew  liim  as  a  party  in  it. 

Q.  But  you  knew  *  *  *  tliat  the  transaction  was  going  to  be  worked  out  by 
the  same  people  who  you  knew  controlled  Fiscal  Management  Company,  Ltd.,  and 
yf)U  knew  they  were  the  same  people  who  controlled  Continental  Securities  Corpora- 
tion, and  therefore  they  were  sitting  on  both  sides  of  the  table,  dealing  with  them- 
selves, when  they  had  Fiscal  sell  $700,000  of  securities  to  Continental  Securities 
Corporation.     There  is  no  question  about  that? 

A.  Oh.  no  ;  that  was  perfectly  well  understood. 

Q.  That  was  well  understood? 

A.   Yes. 

Q.  Of   course,    tliere   was   an   apparent    conflict   of   interest   there,   was   there   not? 

A.  Very  apparent. 

Mr.  Sims,  however,  despite  his  recognition  of  the  fact  that  there  was  an  "apparent 
conflict  of  interest"  in  this  transaction,  found  no  "legal  or  ethical  difficulties''  with  the 
transaction,   and   minimized   the   possible   claims   which    the   minority   stockholders   of  Con- 
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As  soon  as  the  Fiscal  Management  Company,  Ltd.  assumed  con- 
trol of  Continental  Securities  Corporation  the  group  commenced  to 
deplete  and  dissipate  the  balance  of  the  portfolio  securities  and  assets 
of  that  investment  company. 

tineptal  Securities  Corporation  might  have  asain^t  Mr.  Beverly  for  effecting  tliis  transac- 
tibnr    When  examined  with  respect  to  this,  Mr.  Sims  testified   (id.,  at  630-6)  : 

Q.  And  you  also  knew  that  at  the  time  they  proposed  the  proposition  to  you  that 
Beverly  had  no  interert  in  Continental  Securities  Corporation,  hut  that  the  money 
belonged  to  the  stockholders  in  Continental;  isn't  that  so? 

A.  Yes. 

Q.  They  also  apprised  you  of  the  fact,  did  they  not.  that  tliey  were  paying  $20 
a  share  for  stock  which  you  say  had  a  market  value  of  ten  to  twelve,  and  we  will 
introduce  the  price  in  the  market  if  vou  want  us  to  prove  that. 

A.   No. 

Q.  You  will  take  our  word  for  that? 

A.  Oh,   yes. 

Q.  Iiid  you  ask  him  what  the  asset  value  of  Continental  Secui'ities  Corporation 
common  stock  was? 

A.  I  did  not  ask  him.  but  they  already  had  some  statements,  and  I  read  a  great 
many  figures  which  meant  very  little  to  me. 

Q.' They  told  you,  did  they  not.  that  the  dividends  had  been  passed  on  the  pre- 
ferred of  the  Continental  Securities  Corporation,  and  that  .$27  had  actually  accruecl? 

A.   No. 

Q.  Did  they  tell  you  that  at  the  time  that  that  common  stock  bad  an  asset  value 
of  minus  eleven  dollars  [sic.  $22]  ? 

A.  No. 

Q.  Would  that  have  changed  or  helped  you.  had  you  known  that,  or  would  you 
have  given  the  same  advice,  regardless  of  what  the  asset  value  Avas? 

A.   I  think  I  should  have  given  the  same  opinion   that   I  did. 

Q.  With  the  consciousness  that  that  conflict  existed.  I  am  just  trying  to  visualize 
the  duties  you  felt  ,vou  had  in  that  situati(Ui.  Did  you  feel  that  you  had  any  duty 
to  the  Continental  Securities  Corporation  stockholders? 

A.   No. 

Q.  *  *  *  Was  it  your  opinion  that  you  were  being  retained  to  work  this  deal 
out  so  that  it  would  comply  with  the  legal  requirements  and  that  it  could  not  be 
legally  upsel  ? 

A.  Oh,  no  :  never. 

Q.  Did  you  assume  that  they  merely  wanted  to  get  your  advice  on  the  legal 
aspects  of  it.  or  did  you  feel  also  that  there  was  a  little  concern  aliout  the  ethics  in 
that  situation? 

A.   I   thought  it  was  merely   a   question   of  legal   advice  to  the   bank  at   the  outset. 

0.   You  were  not  advising  Bi'Verly  whether  he  could  do  this? 

A.  I  did  not  think  of  that  during  the  conference,  but  at  the  end  of  the  con- 
ference, when  I  was  asked  for  an  opinion,  a  written  opinion  on  the  subject,  there 
was  some  talk  al)out  it,  and  I  was  asked  if  I  would  send  the  original  opinion  addressed 
to  Mr.  Binch. 

Q.   Who  you  knew  was  Mr.  Beverly's  attoi'ney? 

A.  Wlio  I  knew  was  Mr.  Beverly's  attorney,  and  to  send  a  copy  of  it  to  the  bank. 
That  was  the  first  intimation  I  had  that  Mr.  Beverly  might  in  any  way  rely  on  the 
opinion. 

Q.  Did  you  say  to  Mr.  Beverly.  "Regardless  of  the  legal  aspects  of  this  transaction, 
I  have  some  ethical  difficulties  with  it.  Mr.  Beverly,  or  Mr.  Bindi,  knowing  that  nor 
only  are  you  the  people  on  both  sides  of  the  talile  in  this  transaction,  hut  it  seems 
to  me  tliat  you  are  going  to  use  the  fimds  of  tbe  Continental  Securities  Corporation 
to  acquire  control  of  the   Continental   Securities   Corporation"? 

A.  No  :  I  did  not  pass  any  judgment  on  the  question  of  ethics. 

Q.  You  felt,  as  a  lawyer,  that   that  was  no  concern  of  yours;  is  that  it? 

A.  No  concern   of  mine. 

*  S!  *  *  *  *  * 

Q.  *  *  *  yiiu  i-ead  the  law  to  see  how  far  people  can  go  in  dealing  with  tliem- 
selvis  witliout  having  the  transaction  upset,  isn't  that  so? 

A.  That  is  sub.stautially  correct,  yes.  I  might  say  there  that  I  was  asked,  *  *  * 
the  question  tliat  I  was  .'•'P"c;fl(ally  asked,  and  with  whicli  the  <tpinion  is  principally 
concerned,  is  what  ri.'hts  the  minority  stockholders  would  have  to  upset  the  transac- 
tion under  the  law.     That  is  substantially  what  I  was  asked. 

In  his  opinion.  Mr.  Sims  substantially  stated  that  there  definitely  was  no  principle  of 
law  which  "forbids  or  rendeis  invalid  or  voidable  transactions  between  the  controlled 
corporation  and  the  person  in  control  or  corporation  ir  turn  controlled  by  him.  If  any 
particular  transaction  is  a  prudent,  honest,  and  proper  transaction  for  thp  corporation  to 
make,  it  will  be  sustained ;  otherwise,  it  may  be  set  aside  upon  the  suit  of  minoj'ity 
stockholders  *  *  *.  In  reaching  a  conclusion  on  this  question  all  of  the  surrounding 
circumstances  have  to  he  taken  into  consideration  and  a  purchase  of  the  preferred  stock 
of  Fiscal  Management  Company,  Ltd..  by  another  controlled  corporation  might  in  one  casv> 
be  unobjectionable  and  in  another  case  might  be  subject  to  being  set  aside  on  the  applica- 
tion of  a  minority  stockholder".  (Id.,  at  642.)  The  opinion  then  presents  an  analysis 
of  the  transaction,  indicating  the  basis  for  determining  that  the  transaction  was  a  fair, 
prudent,  and  honest  one.     (Id.,  at  636—7  and  Commission's  Exhibit  No.  SO.) 
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One  of  tlie  ventures  in  which  Continental  Securities  Corporation 
Avas  compelled  to  make  a  substantial  investment  was  the  acquisition 
of  the  collateral  notes  of  South  American  Utilities  Corporation. 

Alexandei-  Beverly  had  a<ireed  to  participate  in  the  activities  of 
the  Fiscal  Manai>ement  group  in  consideration  of  the  promise  of  the 
Fiscal  Management  group  that  the  funds  of  the  investment  company 
to  l>e  acquired  by  the  group,  which  turned  out  to  be  Continental 
Securities  Corporation,  would  be  used  to  aid  him  in  a  projected  finan- 
cial ]-eorganization  of  South  American  Utilities  Corporation.^-'  Mr. 
Beverly  owned  or  represented  others  who  owned  a  substantial  block 
of  the  preferred  stock  of  this  South  American  Utilities  Corpora- 
tion.^^* 

South  American  ITtilities  Corporation  had  been  incorporated  in 
1936  to  acquire  all  the  assets  of  Intercontinents  Power  Company  as  a 
result  of  the  reorganization,  pursuant  to  Section  77B  of  the  Bank- 
ru])tcy  Act,  of  the  latter  company.^*-'  In  consideration  of  the  trans- 
fer to  South  American  Utilities  Corporation  of  all  of  the  assets  of 
Intel-continents  Power  Company  (consisting  primarily  of  controlling 
blocks  of  stock  of  public  utility  companies  operating  in  Brazil, 
Argentina,  and  Chile), ^"^  South  American  Utilities  Corporation 
issued  to  the  Chase  National  Bank,  The  National  City  Bank,  AVest- 
inghouse  P21ectric  International  Company,  and  American  Equities 
Com})any,  the  secured  creditors  of  Intercontinents  Power  Company, 
a  total  of  $4,593,730  principal  amount  of  its  notes.'- '  due  January  1, 
1938,  secured  by  the  capital  stocks  of  its  utility  subsidiaries,  and 
voting  ti'ust  certificates  for  5r),9-24  shares  of  its  common  stock.'*-  To 
the  unsecured  debentui-e  holders  of  Intercontinents  Power  Company, 
Soutli  American  Utilities  Coi'poration  issued  52,500  shares  of  its  $4 
pi-eferied  stock  and  voting  trust  certificates  for  45%  of  its  outstand- 
ing connnon  stock.'*'" 

As  at  December  31,  1937,  South  American  Utilities  Corporation 
had  outstanding  $4,594,530  princi])al  amount  of  its  secured  notes, 
52,500  shares  of  preferred  stock,  and  125,206  shares  of  common  stock 
Avliich  Avas  held  in  a  voting  trust.'-"'  At  this  date  the  Chase  National 
Bank,  the  National  City  Bank,  Westinghouse  Electric  International 
Com])any,  and  American  P^quities  Company  held  $4,593,730  principal 
amount  of  the  secured  notes  and  56.924  connnon  stock  A'oting  trust 
certificates.''-"  As  has  been  stated,  ^Slr.  Beverly  owned  or  i-epresented 
tjie  owners  of  ap))i'oximately  10,000  shares  of  the  preferred  stock  of 
South  American  Utilities  Corporation. 

■  .i'«I(I..   iU  (ilH. 

1"^  Id.,  iit  517-8. 

^^''  Moody' fi  Manual  of  liiresitmcnix.  Public  Utilities.  1938.  at  2157. 

!'■«  Ibid.  The  principal  sul)sidiiiries  ac<juirpd  by  South  American  Utilifios  Corporation 
from  IntHicontinents  Power  Company  were  Cia.  Sud  Anit^ricana  de  Servicios  Public-o.s, 
S.  .A.,  of  Argentina;  Cia.  Siil  AnxTicana  dc  Servicios  Publicos.  S.  A.,  and  Cia.  Santa 
Meriensf  de  I.uz  Eltctrica.  S.  A.,  of  P.razi!  ;  and  Cia.  Elect ria  de  Curico,  S.  A.,  of  Chile. 
(In  the  mutter  of  South  American  Utilifiex  Corporation,  2  S.  B.  C.  .314  •[1!>371.) 

"'The  notes  were  to  bear  interest  at  the  rate  of  2%  per  annum  plus  an  additional 
5'/<  ppr  annum  if  earned.     (Moodii's  Manual  of  I nvestments/Puhlic  rtilities.  1938,  at  2158.) 

***  Op.  cit.  supra,  note  1,  at  516  and  Commission's  Exhibit  No.  67. 

'^'^  Mooflu'x  Manual  of  Inrestments.  Public  Vtilities.  1938.  at  2158. 

i""Op.  cit.  supra,  note  1,  at  516. 

»'  Ibid. 
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At  the  close  of  1937,  the  financial  condition  of  South  American 
Utilities  Corporation  was  "very  cloudy."  Mr.  F.  P.  Ohlmuller,  a 
statistician  employed  by  the  Manufacturers  Trust  Company,  which, 
as  will  be  described  later,  had  been  requested,  in  connection  with 
this  South  American  Utility  Corporation  transaction,  to  loan 
$1,800,000  to  Reynolds  Investing  Company,  Inc.,  one  of  the  invest- 
ment companies  subsequently  acquired  ^^-  by  the  Fiscal  Management 
group,  testified :  ^^^ 

A.  My  study  [of  South  American  Utilities  Corporation]  was  based  on  the 
report,  a  very  exhaustive  report  made  by  a  Mr.  Horn/*'  who,  I  believe,  was  then 
president  of  the  South  American  Utilities  Corporation.  This  report,  as  I  said 
was  very  exhaustive,  and  after  making  a  comprehensive  study  of  it,  I  came  to 
the  conclusion  that  under  no  circumstances  was  the  South  American  Utilities 
Corporation  in  a  position  to  support  or  justify  a  loan  as  requested,  from  the 
Manufacturers  Trust  Company. 

Q.  That  is  your  conclusion.     What  did  you  predicate  your  conclusion  on? 

A.  My  conclusion  was  predicated  on  two  major  points.  First,  the  financial 
situation,  the  company's  earnings,  rather  the  earnings  of  the  three  major  sub- 
sidiaries in  South  America.  They  were,  to  my  mind,  not  only  insufficient,  but 
probably  not  exactly  just  as  stated.  In  other  words,  we  did  not  have  sufficient 
information  as  to  the  exact  source  of  earnings,  the  amount  of  depreciation 
and  maintenance  to  he  charged  off;  also  we  did  not  have  sufficient  information 
with  regard  to  the  physical  properties  of  the  various  subsidiaries  concerned; 
but  from  the  figures  on  hand  we  concluded  that  the  earnings  were  wholly  insufli- 
cient  to  support  such  a  loan  and  that  the  financial  condition  of  the  company 
in  general  was,  to  our  mind,  at  least  very  cloudy. 

******* 

A.  As  I  have' said  before,  there  were  two  major  points  for  lis  to  take  into 
consideration ;  first,  the  financial  aspect,  the  second  was  tlie  political  aspect 
involved.  As  you  probably  see  in  this  report,  the  company  was  laboring  under 
great  difficulties  in  its  operations,  because  they  had  to  compete  with  so-called 
cooperatives,  utilities  operating  in  certain  communities,  financed  by  public  funds, 
and  these  cooperatives  not  only  used  the  regular — you  might  call  it  fair  means 
of  competitive  enterprise,  but  they  would  go  ahead  and  force  merchants — that 
is  all  in  accordance  with  the  report  of  Mr.  Horn — force  merchants  and. other 
enterprises  in  the  respective  communities  to  take  power  from  these  particular 
cooperatives  rather  than  from  the  private  companies,  in  this  case  the  suljsid- 
iary  of  the  Soutli  American  Utilities,  by  threat  of  boycotting  their  business, 
and  other  means  of  forcing  these  companies  to  take  power  from  these  com- 
panies rather  than  from  the  subsidiaries.  That  "alone  led  us  to  belleVe  that 
the  company  was  operating  under  great  handicaps,  and  possibly  could  not  hope 
to  obtain  fair  income  under  the  circumstances. 

In  1937  the  Chase  National  Bank  and  the  other  holders  of  the 
secured  notes  of  South  American  Utilities  Corporation  were  appar- 
ently not  unwilling  to  dispose  of  their  notes  at  a  substantial  discount 
from  their  principal  amount.  In  April  1937,  Mr.  Beverly  ap- 
proached the  Chase  National  Bank;  represented  that  he  owned  a 
substantial  interest  in  the  preferred  stock  of  South  American  Utili- 
ties Corporation,^^^  and  stated  that  he  was  interested  in  ''buying  the 

i**-  See  infra,  p.  414  et  seq. 

"=  Op.  cit.  supra,  note  1,  at  1383-4,  1386-7. 

i»*  Id.,  Commission's  Exhibit  No.  127. 

i»Id.,  at  517-8. 
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position  of  the  secured  noteholders,"  in  order  to  "protect  his  invest- 
ment in  the  preferred  stock,"  ^^^  The  Chase  National  Bank  gave  Mr. 
Beverly  "up-to-date  figures"  on  the  financial  status  of  the  company, 
prepared  by  Mr.  Van  Horn,  Avhose  report,  as  indicated  above,  later 
proA^ed  to  be  the  basis  for  the  determination  by  the  Manufacturers 
Trust  Company  that  the  financial  status  of  South  American  Utilities 
Corporation  could  not  sustain  a  loan  of  $1,800,000.^^'  At  this  time 
Mr.  Beverly  did  not  purchase  the  notes  from  the  Chase  National 
Bank  and  its  associates.^°® 

Thereafter  the  South  American  Utilities  Corporation  entertained 
an  offer  of  the  Societe  Generale  Pour  LTndustrie  Electrique,  a  Swiss 
company,  for  the  purchase  of  some  of  the  collateral  which  secured 
tlie  debentures.  This  offer,  which  the  noteholders  were  willing  to 
accept,  provided  that,  among  other  things,  they  were  to  receive 
$'2i?85,000.^^^  HoAvever,  Mr.  Beverly  who,  as  indicated  above,  repre- 
sented a  substantial  preferred  position  in  the  company,  opposed  the 
plan,  and  it  was  not  adopted  since  the  approval  of  the  required  num- 
ber of  preferred  stockholders  was  not  obtained  at  the  meeting  of 
October  8,  1937.-°^ 

On  October  14,  1937,  a  day  after  the  offer  of  the  Swiss  company 
was  definitely  terminated,  presumably  as  a  result  of  Mr.  Beverly's 
opposition  thereto,  the  Chase  National  Bank  was  again  approached 
by  Mr.  Beverly  who  offered  to  purchase  approximately  $4,600,000 
principal  amount  of  the  notes  of  So'itli  American  Utilities  Corpora- 
tion for  $2,400,000.-"^  Mr.  BeA'erly's  purpose  was  to  effect  a  reor- 
ganization of  the  capital  structure  of  South  American  Utilities  Cor- 
poration, and  in  order  to  accomplish  this  objective  he  apparentlj^  felt 
it  necessar}^  to  acquire  the  existing  outstanding  notes  of  South  Amer- 
ican Utilities  Corporation.  Mr.  Beverly,  however,  did  not  possess 
the  cash  necessary  to  effect  the  purcliase  of  the  debentures.-°- 

Meanwhile.  hoAvever,  Mr.  Beverly  had  met  several  of  the  members 
of  the  Fiscal  Management  group  and  had  arranged  to  participate 
Avith  them  in  the  acquisition  of  control  of  an  investment  company 
Avhose  assets  could  be  used  to  sup])ly  the  funds  necessary  to  purchase 
the  notes  of  South  American  Utilities  Corporation.  The  arrange- 
ment betAveen  Mr.  BeA'erly  and  the  Fiscal  Management  group  was 
that  Mr.  Beverly  Avould  supply  $500,000  -''-  and  the  investment  com- 
pany to  be  acquired  Avould  supply  $2,000,000  toward  the  j^urchase  of 
the  notes  of  South  American  Utilities  Corporation.  Thereafter, 
South  American  Utilities  Corporation  Avas  to  be  leorganized  by  scal- 

'f'lcl..  ai    r)23. 

'"'  See  siipiii,  p.  400, 

^"^  Op.  cit.  supra,  note  1,  at  518. 

i«'I<l.,  at  518-9. 

*>"  Ibid.  In  July  tlie  coinpauy  mailed  a  copy  of  the  Swiss  company's  plan  to  the  share- 
holders. The  plan  called  for  a  shareholders"  meeting  on  August  27,  1937.  They  met  on 
that  date,  but  the  meeting  was  adjourned  to  October  8.  1987.  At  that  nieotina;  approxi- 
mately 7.800  shares  of  the  preferred  stock  vot<d  in  favor  of  the  plan,  which  was  not 
enough,  since  it  required  approval  by  two-thirds  of  the  preferred  stocl;holdei-s,  or  35,000 
shares.     (Id.,  at  519.) 

2«  Id.,  at  520. 

=*=  Id.,  at  523.  L.  W.  Snow,  a  vice  president  of  the  Phase  National  Bank,  testified  that 
"he  [Beverly]  told  us  frankly  that  he  did  not  have  a  sufficient  amount  of  money  to  buy  it 
[t!:e  notes]  but  that  he  could  arrange  for  the  financing  locally  in  Canada".      (Ibid.) 

2«sMr.  Beverly,  however,  never  advanced  the  $500,000.     (Id.,  at  G04.) 
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ing-  its  funded  indebtedness  to  $2,800,000.  The  existing  preferred 
stockholders  of  the  company  were  to  receive  one  share  of  the  pre- 
ferred and  a  half  share  of  the  common  stock  of  the  reorganized  comr 
]3any,  and  Fiscal  Management  Company,  Ltd.,  and  Mr.  Beverly  each 
were  to  acquire  one-half  of  the  balance  of  the  common  stock.  The 
investment  company  to  be  acquired  was  to  receive  for  its  advance 
of  $2,000,000  the  entire  $2,800,000  principal  amount  of  the  notes  of 
the  new  company  and  a  block  of  its  preferred  stock.-"* 

By  October  20,  1937,  the  Fiscal  Management  group  had  virtually 
completed  negotiations  to  acquire  control  of  Continental  Securities 
Corporation,  the  investment  company  whose  assets  it  was  contem- 
plated Avould  be  used  to  further  the  plan  of  Mr.  Beverly  and  the  Fiscal 
Management  group  Avith  reference  to  South  American  Utilities 
Corporation. 

On  October  20.  193T,  Mr.  Beverly  had  contracted  to  purchase 
through  his  personal  holding  company,  National  Construction  Com- 
pany. Ltd.,  -"■'  from  the  Chase  National  Bank,  the  National  City  Bank, 
Westinghouse  Electric  International,  and  American  Equities  Com- 
pany, i^,593,730  face  amount  of  the  4%  secured  notes  of  South  Amer- 
ican Utilities  Corporation  for  $2,400,000.-""'  The  contract  provided 
for  a  down  payment  of  $25,000  on  October  27,  1937.  and  the  pavment 
of  the  balance  of  $2,375,000  within  30  days.-"' 

On  October  25,  1937.  the  Chase  National  Bank  was  requested  to 
extend  the  closing  date  of  the  contract  to  October  30,  1937.-°^  On 
that  date,  five  days  after  the  Fiscal  Management  group  had  acquired 
control  of  Continental  Securities  Corporation,  the  contract  which 
had  been  made  between  National  Construction  Company,  Ltd.  (the 
personal  holding  company  of  Mr.  Beverly),  and  the  holders  of  the 
collateral  notes,  was  transferred  to  Fiscal  Management  Company, 
Ltd.-""  On  that  same  day.  Continental  Securities  Corporation,  con- 
trolled by  Fiscal  Management  Company,  Ltd.,  advanced  to  Mr.  Bev- 
erly $25,000  to  meet  the  first  payment  on  the  contract  with  the  Chase 
National  Bank  and  the  other  sellers  of  the  collateral  notes  of  South 
American  Utilities  Corporation.-^" 

On  November  29,  1937,  when  the  balance  of  $2,375,000  was  due  on 
the  contract  to  purchase  the  notes  of  South  Americun  Utilities  Cor- 
poration, Continental  Securities  Corporation  advanced  to  National 
Construction  Company,  Ltd.  $100,000  which  was  paid  to  the  Chase 
National  Bank  and  its  associates  on  the  contract,  and  the  time  for 
payment  of  the  balance  was  extended  so  that  Mr.  Beverly  would  have 
to  Vay  $100,000  on  December  9,  1937,  $200,000  on  December  30,  and 
the  balance  of  the  contract  price  on  January  31,  1938.^" 

The  payments  due  on  December  9  and  December  30  were  duly  met 
with  funds  supplied  by  Continental  Securities  Corporation  so  that, 

^Id..  at  601-.3. 

2»5  Id.,  at  5L'0. 

-'>«  Id.,  at  516.   ->20-l  and  Commission's  Exhibit  No.   67. 

-»'  Id.,  at  522  and  Commission's  Exhibit  No.  64. 

-0^  Id..  Commission's  Exhibit  No.  69. 

^fiild..  Commission's  Exhibit  No.  64. 

2"  Id..  Commission's  Exhibit  No.  138.  On  November  5.  10.37.  the  board  of  directors  of 
Continental  Securities  Corporation  authorized  that  investment  company  to  make  advances 
to  Alexander  B.  Beverly  in  connection  with  the  purchase  of  notes  of  .Soutli  American 
rtilities  Corporation.      (Ibid.) 

=»  Id.,  at  525. 
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as  of  Janiuiry  1,  1938,  a  total  of  $425,000  of  tlie  funds  of  Continental 
^Securities  Corporation  -^-  had  been  paid  to  the  Chase  National  Bank 
and  its  associates  on  account  of  the  purchase  price  of  the  South 
American  Utilities  Corporation  collateral  notes. 

Subsequently,  on  January  31.  1938,  Mr.  Beverly  again  requested  an 
extension  to  February  1,  1938  for  the  payment  of  the  balance.-^"  On 
February  1,  1938,  however,  Mr.  Beverly  was  still  apparently  unable 
to  obtain  the  balance  of  the  funds  to  meet  his  commitment,  and  re- 
( [nested  an  extension  to  February  4,  1938,  which  was  granted  to  him 
on  the  payment  of  an  additional  $22,000  which  was  actually  supplied 
by  Continental  Securities  Corporation.-"  At  this  point,  all  of  the 
available  funds  of  Continental  Securities  Corporation  had  been  ex- 
hausted by  the  purchase  of  the  preferred  stock  of  Fiscal  Management 
Company,  Ltd.,  the  }>urchase  of  control  of  Corporate  Administration, 
Inc.,  the  purchase  of  the  control  of  Reynolds  Investing  Company, 
Inc.,  the  purchase  of  the  stock  of  Barkley-Grow  Aircraft  Corpora- 
tion, and  the  loans  to  members  of  the  Fiscal  Management  group.-^-^ 

Accordingly,  on  February  4,  1938.  representatives  of  the  Fiscal 
Management  group  (who  in  the  meantime  had  acquired  control  of 
Reynolds  Investing  Company.  Inc.  by  the  use  of  the  funs  of  Conti- 
neiital  Securities  Corporation)  recpested  the  Chase  National  Bank 
to  lend  Reynolds  Investing  Company,  Inc.  the  $2,000,000  necessary 
to  meet  the  commitment  of  Mr.  Beverly's  company,  National  Con- 
struction Company.  Ltd.,  to  purchase  the  notes  of  South  American 
[Utilities  Corporation.  The  Manufacturers  Trust  Company  had  pre- 
viously refused  to  make  the  loan  to  Reynolds  Investing  Company, 
Inc.,-^"  on  the  ground  that  the  financial  condition  of  South  American 
Utilities  Corporation,  the  notes  of  which  corporation  were  to  be  de- 
posited as  collateral  for  the  loan,  was  not  such  as  to  justify  the  loan, 
even  after  the  proposed  reorganization  of  its  capital  structure.  Mr. 
Ohlmuller,  a  statistician  employed  by  the  Manufacturers  Trust  Com- 
pany, testified:  -'" 

Q.  Had  they  told  you  that  there  was  eontemphited  a  plan  of  re<irganization 
Avhereby  they  were  going  to  reduce  the  fiuided  debt  [of  South  American  Utilities 
Corporati(.n]  from  $4,S(iO,<iO(l  to  either  $:i,000.000  or  $2,(I()0.(MK)? 

A.  That  wjis  mentioned  during  the  negotiation. 

Q.  And  even  on  the  hasis  of  a  funded  debt  of  $2,000,000? 

A.  That   was   my   conclusion. 

Q.  I>id  you  conchule  that  the  valuations  of  the  properties  [of  the  subsidiaries 
of  South  American  Utilities  Corporation]  were  such  that  they  would  sustain 
any  loan,  or  a  loan  of  that  size? 

A.   I  would  say  that  they  would  not  sustain  a  loan  of  that  size. 

The  Chase  National  Bank  refused  to  make  the  loan  upon  the 
ground  that  it  was  the  trustee  under  the  indenture  under  which  the 
debentures  of  the  Reynolds  Investing  Company,  Inc.,  were  issued 
and  that  a  sale  of  the  South  American  Utilities  collateral  notes  by 
the  Chase  National  Bank  and  associates  to  Reynolds  Investing  Com- 

-'-  Irt.,  at  ."<24-5  and  Coiiiniission's  Exhibit  Nos.  70-72. 

-->■  Id.,  at  526. 

->*  Irt..  at  527. 

'-"-"  Thesf  transactions  will  he  rtisciissid  infra. 

='"  Op.  oit.  snpra.   note  1,  at  l.";8;J. 

2"  I(i..  at  1384. 
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pany,  Inc.,  ayouIcI  involve  some  element  of  "self -dealing."  -"  The 
Chase  National  Bank  and  associates  granted  to  Mr.  Beverly  a  further 
extension  to  February  11,  1938."^  On  that  date,  Mr.  Beverly  in- 
formed the  Chase  National  Bank  that  he  could  not  fulfil  his  contract, 
and  signed  certain  documents  purporting  to  terminate  the  contract 
and  relieve  the  bank  and  its  associates  from  all  liability  on  the  con- 
tract. As  a  result,  the  Chase  National  Bank  and  its  associates  re- 
tained not  only  all  of  the  South  American  Utilities  collateral  notes, 
but  also  the  $447,000  of  the  funds  of  Continental  Securities  Corpora- 
tion which  they  had  received  as  partial  payments  on  the  contract  of 
purchase.  The  Continental  Securities  Corporation,  on  the  other 
hand,  did  not  receive  a  single  security  for  its  $447,000.  L.  W.  Snow, 
a  vice  president  of  the  Chase  National  Bank,  when  examined  on  this 
transaction,  testified :  ^"° 

Q.  vSo  that  the  upshot  of  this  transaction  was  that  you  made  an  agreement 
with  Mr.  Beverly  of  the  National  Construction  Company,  Ltd.,  to  sell  them 
.$4,000,000  of  these  secured  notes  for  two  and  one-half  million  dollars;  he  paid 
you  .$447,000,  and  the  Chase  National  Bank  got  $447,000  and  did  not  turn  over 
to  anybody  under  that  contract  a  nickel's  worth   of  securities,  isn't  that  so? 

A.  That  Is  correct. 

The  Chase  National  Bank,  trustee  of  the  Eeynolds  Investing  Com- 
pany, Inc.  debentures  and  one  of  the  owners  of  the  South  American 
Utilities  Corporation  collateral  notes,  refused  to  make  the  $2,000,000 
loan  to  Reynolds  Investing  Company,  Inc.,  to  enable  that  investment 
company  to  buy  these  notes,  upon  the  ground  that  a  conflict  of  inter- 
est existed.  However,  the  Chase  National  Bank  was  also  the  inden- 
ture trustee  of  the  outstanding  debentures  of  Continental  Securities 
Corporation  and  in  that  capacity  had  become  aware  in  November 
1937  that  Mr.  Beverly  and  his  associates  had  acquired  control  of 
Continental  Securities  Corporation.  Nevertheless,  despite  the  fact 
that  the  bank  stood  in  a  fiduciary  relationship  to  the  holders  of  the 
debentures  of  Continental  Securities  Corporation  and  knew  that  Mr. 
Beverly  was  personally  without  the  funds  -'-^  necessary  to  purchase 
the  South  American  Utilities  Corporation  notes,  the  Chase  National 
Bank  made  no  investigation  during  the  period  of  time  that  Mr. 
Beverly  made  the  payments  totaling  $447,000  on  account  of  his  com- 
mitment to  purchase  the  South  American  Utilities  Corporation  notes, 
to  ascertain  whether  or  not  Mr.  Beverly  had  derived  these  funds  from 
Continental  Securities  Corporation.    Mr.  Snow  testified :  ^^^ 

Q.  Now,  what  were  the  duties  of  the  Chase  Bank  as  Trustee  for  the  Con- 
tinental  Securities  Corporation? 

A.  That  is  a  matter  with  which  I  am  not  personally  familiar.  That  is  a  Trust 
Department  function,  and  I  have  not  examined  that  indenture. 

Q.  Was  the  Chase  National  Bank  conscious  of  the  fact  that  control  had 
passed  in  October  to  the  Beverly  group? 

A.  They  were  conscious  of  it  some  time  after  the  passing  in  1937 ;  I  cannot 
tell  you  whether  it  was  in  October  or  November. 


218  Id.,  at  531. 

"3  Id.,  Commission's  Exhibit  No.  73. 

^m..  at  528-9. 

221  See  note  202.  supra. 

222  Op.  cit.  supra,  note  1,  at  534-6. 
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Q.  But  you  were  censcious  of  the  fact  that  Beverly  was  associated  with  the 
Continental  Securities  Corporation  prior  to  the  time  tliat  he  made  some  of  those 
payments,  were  you  not? 

A.  I  think  the  bank  had  that  information. 

Q.  And  the  Bank,  knowing  that  Beverly  was  connected  with  the  Continental 
Securities  Corporation,  took  these  checks  from  Mr.  Beverly  on  account  of  the 
contract  for  South  American  Corporation,  and  made  no  investigation  to  ascer- 
tain where  Mr.  Beverly  was  getting  the  money,  whether  he  was  getting  it  from 
Continental  Securities  Corporation? 

A.  There  was  no  reason  why  the  bank  should 

Q.  First  tell  me  whether  they  did  and  then  you  can  give  me  your  explanation. 

A.  Well,   that  is  quite  true 

Q.  They   made  no  investigation? 

A.  They  made  an  investigation  on  March  3rd 

Q.  No ;  I  am  talking  of  investigation  to  find  out  whether  those  checks  were 
coming  from  the  Continental. 

A.  That  contract  was  examined  very  carefully,  and  I  am  sure  that  there  was 
no  money — we  did  not  go  beyond  the  checks  themselves. 

Q.  I  am  sure  that  the  Chase  Bank  would  not  take  any  phony  checks ;  I  know 
that.  But  what  I  am  trying  to  ascertain,  Mr.  Snow,  is  here  control  had  passed, 
and  Continental  had  sent  out  an  annoumemeut  that  the  Beverly  group  and  his 
Canadian  associates  were  now  in  control  of  the  Continental  Securities  Corpora- 
tion;  that  is  so,  isn't  it? 

A.  That  is  correct. 

Q.  And  after  that  announcement,  Mr.  Beverly  continued  making  payments 
of  $1(»0,000,  $100,000,  .$200,000,  ,$25,000,  and  the  Chase  National  Bank,  being 
trustee  under  the  indenture  of  the  Continental  Securities  Corporation,  never 
called  the  officers  and  directors  of  Continental  Securities  Corporation,  to  ask 
them  whether  tiiey  were  furnishing  the  money  to  Mr.  Beverly,  did  they? 

A.  They  did  not,  and  there  was  no  reason  in  the  world  why  they  should. 

Q.  You  were  trustee  of  the  debentures  of  the  Continental  Securities  Cor- 
poration; what  were  your  duties,  do  you  know? 

A.  That  question  concerns  the  language  of  the  indenture,  and  that  I  am 
not  familiar  with. 

When  examined  as  to  the  bank's  fiduciary  obligation  to  the  de- 
benture holders  of  Continental  Securities  Corporation  and  the  pos- 
sible conflict  of  interest  between  the  bank  and  that  corporation,  Mr, 
Snow  testified :  --'' 

Q.  It  appears  from  the  minutes,  then,  that  virtually  all  the  money  that  the 
Chase  and  this  group  received  in  payment  on  the  contract  that  was  made  with 
the  National  Construction  Company,  Ltd.,  which  is  Mr.  Beverly's  company, 
must  of  necessity  have  come  from  the  Continental  Securities  Corporation 
which  has  not  received  one  nickel  of  the  securities,  isn't  that  so? 

A.  That  is  not  a  matter  of  our  knowledge. 

Q.  I  am  not  saying  it  was,  but  that  is  the  fact  today,  isn't  it? 

A.  That  appears  to  be  true,  yes. 

Q.  Now  why  did  the  Bank  or  the  debenture  holders  refuse  to  make  the  loan 
to  Reynolds  Investing  Company,  Inc..  do  you  remember? 

A.  Yes,  the  Chase  National  Bank  was  unwilling  to  loan  Reynolds  [Investing 
Company,  Inc.]  because  it  was  the  trustee  of  the  Reynolds  [Investing  Com- 
pany, Inc.]  debentures. 

":ilfl,.  at  530-.3. 
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Q.  And  therefore  you  felt  yovi  had  some  duty  to  the  debenture  holders  be- 
cause thereby  you  would  then  be  on  both  sides  of  the  transaction,  namely  an 
trustee,  at  least  participating  in  the  purchase  by  the  Reynolds  Investing  Com- 
pany, Inc.  a]]d  on  the  other  side  of  the  table  you  were  the  seller  of  the  South 
American  Utilities  Corporation  notes,  is  that  it? 

A.  That  is  correct.     We  thought  tliei-e  would  be  a  decided  conflict  of  interest. 

Q.  The  fact  of  the  matter  is,  Mr.  Snow,  that  the  (^^hase  National  Bank  was 
also  the  trustee  under  the  in<lenture  f*>r  the  fiuided  debt  of  the  Continental 
Securities  Corporation,  isn't  that  so? 

A.  That  is  correct. 

Q.  Of  course  you  say  that  at  the  time  you  made  this  transaction,  you  did 
not  know  this  money  was  coming  from  Continental  Securities  Corporation ;  is 
that  it? 

A.  That  is  correct,  and  we  did  not  know  it  until  after  the  transacti<m  was 
entirely  finished.  ; 

Q.  You  know  now  that  the  Chase  National  Bank  as  trustee  of  the  debentures 
of  the  Continental  Securities  Company  was,  in  effect,  although  maybe  not 
known  to  the  bank,  dealing  with  itself  when  it  sold  those  securities  ostensibly 
to  Beverly,  i.sn't  that  so? 

A.  We  had  absolutely  no  relations  with  the  Continental  or  with  Fiscal  Man- 
agement.    It  was  entirely  with  Mr.  Beverly  personally. 

Q.  I  understand  that.  But  there  came  a  time  that  you  felt  there  would 
be  a  conflict  of  interest,  if  you  permitted  the  Ueynolds  Investing  Company, 
Inc.,  to  buy  the  South  American  Utilities  debentures,  because  you  were  trustee 
under   the  indenture  of  Reynolds   Investing   Company,   Inc.? 

A.  That  is  right,  and  we  did  not  deal  with  them. 

Q.  But  the  fact  of  the  matter  is  that  you  did  deal  with  the  Continental 
Securities  Corporation,  although  you  say  that  at  tlu<  time  you  did  not  know  it. 

A.  No,  I  don't  agree  with  that  *  *  *  We  had  no  dealings  with  Conti- 
nental Securities  Corporation  at  any  time. 

Q.  I  say  that  you  did  not  know  you  were  dealing  with  the  Continental  at 
the  time  you  were  dealing  with  Mr.  Beverly  and  giving  him  the  extensions 
and  receiving  the  checks,  and  you  did  not  know  that  he  was  getting  the  money 
from  the  Continental  Securities  (^)rporation  for  which  you  were  the  trustee. 

A.  That  is  quite  possible. 

Q.  And  the  same  conflict  of  interest  was  there,  I  understood  .vou  to  say,  but 
that  .vou  were  unmindful  of  it:  isn't  that  so? 

A.  We  knew  absolutely  nothing  about  it. 

Q.  But  the  Cha.se  still  retains  the  money;  isn't  that  so? 

A.  The  noteholders  retained  the  money. 

Q.  And  still  retains  the  securities? 

A.  That  is  correct. 

Q.  But  you  now  know  the  money  came  from  Continental  Securities  Corporation? 

A.  That  is  correct. 

Q.  And  you  know  then,  of  course,  that  you  were  the  trustees  for  the  Conti- 
nental Securities  Coi'poration? 

A,  That  is  correct. 

In  addition  to  the  loss  of  $447,000  suffered  by  Continental  Securities 
Corporation  as  a  result  of  the  South  American  Utilities  Corporation 
transaction,  large  losses  were  also  incurred  by  the  investment  company 
on  "loans"  made  to  various  members  of  the  Fiscal  Manag-ement  groujx 

Continental  Securities  Corporation  advanced  $160,000  without  col- 
lateral to  Calmur  &  Company,  Inc.     Of  this  amount,  $100,000  was 
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turned  over  directly  to  Jerome  C.  Brady,  of  Prentice  &  Brady,--^  wlio 
used  $80,000  to  purchase  a  seat  on  the  New  York  Stock  Exchange  for 
J.  Paul  Lynch,  who  became  a  partner  of  Prentice  &  Brady.--'  The 
balance  of  $20,000  was  turned  over  to  (leorjire  H:  Clayton,  Jr.,  by 
Prentice  &  Brad}'.--"  When  examined  with  respect  to  this  advance  by 
Continental  Securities  Corporation  to  Prentice  &  Brady,  George  J. 
Mitchell,  one  of  the  group,  testified.--" 

Q.  Now.  wlieu  the  .$160,000  loan  was  made  to  Caimuv,  out  of  which  .$10t),(100 
was  turned  over  to  I'rentice  &  Brady,  did  you  get  an  assignment  of  the  Hux-k 
Exchange  seat? 

A.  I  never  saw  any  of  tlie  assignments  on  tliat. 

Q.  Did  you  ever  get  a  piece  of  paper,  a  promissory  note,  for  that  loan? 

A.  Yes ;  I  understand  there  was  a  pi'omissory  note. 

ii.  Was  that  carried  in  the  account  just  as  an  account  receival>le? 

A.  It  was  carried  on  the  books  as  an  account  receivable. 

Q.  It  was  a  promissory  note,  but  the  prctmissory  note  was  not  made  to  Conti- 
ueutal  Securities  Corporation. 

A.  No ;  it  was  not. 

Q.  And  the  Continental  Securities  Corporation  never  got  a  promissory  note 
signed  bj  Prentice  &  Brady  or  Lynch,  did  they? 

A.  No. 

The  remaining  $60,000  of  the  $160,000  advance  to  Calmur  &  Com- 
pany. Inc.  was  '•'•advanced  in  vjirioiis  ;  i.i;ill  amounts"  to  ''various  per- 
sons.'"^-'' There  is  no  evidence  that  any  part  of  this  $160,000  was  ever 
repaid  to  the  Continental  Securities  Corporation. 

The  remaindei-  of  the  portfolio  seciu'ities  Avhich  were  in  the  Conti^ 
nental  Securities  Corporation  account  opened  with  Prentice  &  Brady, 
then  members  of  the  New  York  Stock  Exchange,  were  liquidated. 
Prentice  &  Brady  received  $48,000  as  brokerage  fees  in  connection  with 
the  sale  of  these  secui-ities.--"  From  the  j)roceeds  of  the  sale  of  these 
securities.  ai)proximately  $102,750  of  the  funds  of  Continental  Secui-i- 
ties  Corporation  were  invested  in  stock  of  Barkley-Grow  Aircraft  Cor- 
poration, the  remainder  of  its  $250,000  issue,  which  liad  been  undei-- 
written  by  Fiscal  Management  Company,  Ltd.-'^"  In  addition,  $182,500 
of  the  funds  of  Continental  Securities  Coi-poration  was  used  to  pur- 
chase fiom  First  Income  Trading  Corporation  1,825  shares  of  the 
$100  par  value  preferred  stock  of  Fiscal  Management  Company, 
Ltd.,-'^'  increasing  the  holdings  of  Continental  Securities  Corporati(m 
in  tlie  preferred  stock  of  Fiscal  ^Management  Company.  Ltd.,  to  8.825 
shares,  at  an  aggregate  cost  of  $882,500. 

Practically  al!  c^f  the  remaining  assets  of  Continental  Securities 
Coi-poi-ation  Mere  utilized  by  the  Fiscal  Mamigement  group  in  connec- 

="'  1<1..  at  5S7-8. 

2"  Ibid. 

'»« Id.,  at  .588. 

2"  I<1..  at  .5'<n-90. 

^-"M..  at  .-)VS-0.  Mr.  Mit<-liell  who  testified  with  respect  to  tliis  ilistrilnitiipii  of  the 
^KJO.OOO   could   not   recall   the    naiiies  of  the   persons   to   whom   these  :i(l\aiices   weie   made. 

-^"Id.,  at  -jU:>,. 

2-'M' Id.,  at  .591  and  Commission's  Exhil)ii  No.  ]:{S.  it  will  h<'  recalled  that  Barkley-Orow 
Aircraft  Corpoi'ation  was  the  company  with  wliicli  Mr.  (;row.  one  of  tiic  sponsors  of  First 
Income  Tradini;  Corporation,  was  associated.      (See  supra,  pp.  867-8.) 

**!  Id.,  at  .580. 
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tion  with  their  acquisition  of  control  of  other  investment  companies. 
Approximately  $350,000  of  the  assets  of  Continental  Securities  Corpo- 
)"ation  were  used  to  purchase  control  of  Corporate  Administration, 
Inc.,  which  held  the  management  and  distribution  contract  with  Ad- 
ministered Fund  Second,  Inc.,  an  open-end  investment  company.^^- 
Approximately  $1,500,000  of  the  funds  of  the  Continental  Securities 
Corporation  was  used  to  purchase  from  C.  K.  Reynolds,  the  members 
of  his  family  and  associates,  the  controlling  block  of  common  stock  of 
Reynolds  Investing  Company,  Inc.,  another  investment  company.-^^ 

Thus  within  the  period  of  only  five  months  (October  1937  to  March 
1938)  during  which  the  Fiscal  Management  group  was  in  control  of 
Continental  Securities  Corporation,  practically  the  entire  portfolio 
of  that  investment  company,  valued  at  $3,300,000,  was  liquidated  and 
the  proceeds  disbursed  in  the  following  securities  or  transactions: 
$882,500  was  used  to  purchase  8,825  shares  of  preferred  stock  of  Fis- 
cal Management  Company,  Ltd.,  whose  only  asset  consisted  of  the 
control  blocks  of  stock  of  First  Income  Trading  Corporation  and 
Continental  Securities  Corporation;  $102,750  was  invested  in  the  stock 
of  Barkley-Grow  Aircraft  Corporation ;  $447,000  was  paid  on  the  con- 
tract to  purchase  the  collateral  notes  of  South  American  Utilities 
Corporation,  and  entirely  lost;  $160,000  constituted  an  outright  loan 
to  Prentice  &  Brad}^  and  "others",  which  has  apparently  not  been 
repaid;  approximately  $1,500,000  was  used  to  acquire  a  controlling 
interest  in  Reynolds  Investing  Company.  Iiic. ;  and  $354,000  was' us^d 
to  acquire  control  of  Corporate  Administration,  Inc. 

In  March  1938,  Continental  Securities  Corporation  was  placed  in 
reorganization  under  Section  77B  of  the  Bankruptcy  Act.-^* 

4.  ACQUISITION  OF  CONTROL  OF  CORPORATE 
ADMINISTRATION,  INC. 

As  has  been  indicated,  the  funds  of  Continental  Securities  Corpora- 
tion were  used  by  the  Fiscal  Management  group  to  acquire  control  of 
other  investment  companies,  including  Corporate  Administration, 
Inc.  After  Messrs.  Frear,  Clayton,  and  Ferretti  and  their  associates 
had  completed  the  acquisition  of  Continental  Securities  Corporation, 
Mr.  Beverly,  as  th«  president  of  Fiscal  Management  Company,  Ltd., 
on  November  15,  1937,  authorized  Mr.  Ferretti  to  continue  to  negoti- 
ate for  the  purchase  of  control  of  investment  companies  of  the  gen- 
eral management  type,  subject  to  the  approval  of  the  board  of  direc- 
tors of  Fiscal  ^lanagement  Company.  Ltd.-°^  Mr.  Ferretti,  with  the 
approval  of  Mr.  Beverly,  requested  the  accounting  firm  of  Hyslop 

*^2See  infra  for  discussion  of  acquisition  of  control  of  Corporate  Administration,  luc. 

-**  See  infra  for  discussion  of  acquisition  of  control  of  Reynolds  Investing  Company,  Inc. 

23«  Judge  Robert  P.  Patterson  of  the  United  States  District  Court  for  the  Southern  Dis- 
trict of  New  Yoi  k  appointed  as  trustee  Arthur  A.  Ballantine.  His  action  followed  a 
request  for  reorganization  of  the  company,  fjled  with  him  on  March  17.  by  three  holders 
of  the  investment  company's  5%  15-year  debentures  who  charged  that  the  company  was 
insolvent,  and  the  issuance  of  an  injunction  restraining  the  management  from  disposing 
of  the  assets  of  the  company.     (The  Neic  York  Times,  March  25,  1938,  p.  27.) 

-^  Op.  eit.  supra,  note  1,  at  609-10  and  Commission's  Exhibit  No.  76. 
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and  Boelim  to  make  a  study  "in  a  quiet  manner"  -^•'  of  investment 
companies  available  for  purchase.  Mr.  Boelnn  of  that  firm  asked  one 
Cleveland  Storrs  -"'^  and  one  Franklin  E.  Maj^er  ~^^  to  assist  him  in 
finding  such  investment  companies. 

Mr.  Storrs  recommended  to  Mr.  Ferretti  several  investment  com- 
panies Avhich  he  thought  might  be  ac([uire<l  by  the  Fiscal  Manage- 
ment group.  Among  these  companies  were  Overs?as  Securities  Co., 
Inc.,  American  International  Corporation,  and  Corporate  Adminis- 
tration, Inc.  The  Fiscal  Management  group  were  unsuccessful  in 
their  negotiations  to  purchase  Overseas  Securities  Co.,  Inc.,  because 
Morton  H.  Fry,  president  of  Overseas  Securities  Co.,  Inc.,  refused  to 
sell  control  of  this  investment  company  unless,  among  other  things, 
the  same  offer  be  made  to  the  minority  stockholders  as  was  being 
made  to  the  controlling  stockholders.-'"     Mr.  Fry  testified :  '^*° 

Q.  You  say  the  three  conditions  you  imposed  were,  first,  you  wanted  to  know 
who  the  principal  was ;  second,  you  wanted  some  definite  assurance  that  the  basic 
nature  of  the  trust  would  not  be  changed ;  and  thirdly,  they  had  to  make  the 
same  offer  to  the  minority  stockholders  they  were  making  to  the  majority  stock- 
holders? 

A.  That  is  correct. 

Q.  What  impelled  you  to  impose  those  conditions ;  I  mean,  did  you  mean  that 
the  officers  and  directors  and  spon.sors  of  this  trust  owed  it  to  the  minority 
stockholders? 

A.  My  firm  and  my  associates  and  the  directors  were  personal  friends  of  mine, 
and  we  had  been  connected  with  this  trust  since  the  beginning.  We  felt  a  certain 
sense  of  trusteeship,  and  that  it  was  an  utterly  inifair  thing  to  sell  the  stock- 
holders or  bondholders  down  the  river. 

The  management  of  American  International  Corporation  likewise 
refused  to  sell  control  of  that  company  because  they  were  not  satisfied 
with  the  financial  responsibility  of  the  alleged  principals  wdiom  Messrs. 
Storrs,  Prentice,  and  Boehm  represented.^*^    Mr.  Mitchell  testified :  ^*'^ 

A.  *  *  *  it  wound  up  by  Mr.  Boehm  and  Mr.  Prentice  agreeing  to  submit  a 
list  of  the  principals  inA'olved  in  this  $3,000,000  purchase,  which  was  to  be  the 
total  of  the  shares  of  stock  which  Adams  owned,  plus  the  stock  owned  by  Solvay 
American  Investment,  which  totaled  approximately  260,000  shares    and  it  in- 


^16.  at  1394,  1938.     Mr.  Boehm  testified   (id.,  at  139S-9)  : 

Q.  What  was  tlie  necessity  of  secrecy?     Did  he  tell  you  why  he  wanted  it  quiet? 
A.  Yes  ;  due  to  the  fact  that  there  was  a  trood  many  people.  I  presume,   running 
around  the  street  and  competing,  I  presume,  with  one  another,  with  any  principal. 

Tliis  comi>etitinn  for  the  acquisition  of  investment  companies  is  exemplified  by  the 
experience  of  Morton  H.  Fry,  president  of  Overseas  Securities  Co.,  Inc.  He  testified 
(id.,  at  430)  : 

Q.  Do  you  recall  in  the  latter  part  of  last  year  [1937]  you  were  being  approached 
with  respect  to  the  possibility  of  transferring  control  of  Overseas  Corporation  to  a 
group  of  individuals? 

*  *  *  *  ^:  *  « 

A.  Well,  we  were  approached  so  many  times  about  that  that  I  finally  began  to  feel 
as  though  I  ought  to  have  a  bodyguard     *      *      * 

2»'  Id.,  at  1.399-1400. 

288  Ibid. 

23"  Id.,  at  438-47. 

2^"  Id.,  at  446-7. 

2^'  Id.,  at  448-61. 

242  I,].,  at  4.58-9. 
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Aolved  a  total  purchase  price  of  about  .$3,(X)0,000.  and  they  were  to  give  us  the 
names  of  the  principals  and  the  amount  which  each  principal  was  to  put  up,  not 
borrowed  money,  but  actual  funds  which  eacli  individual  was  tti  advance  out  of 
his  own  personal  fortinie. 

It  took  them  a  couple  of  days  to  get  that  letter  over  to  us     *     *     *. 

si:  :{:  ^:  ^:  *  *  * 

Q.  I  notice  the  individuals  are  Leon  McCormack,  James  A.  P'rear,  Harry  Curtis, 
Fred  Ross,  A.  B.  Beverly,  S.  Prentice     *     *     *. 

A.  *  *  *  We  did  not  consider  that  letter  a  satisfactory  reply  to  our  request. 
On  that  same  afternoon,  Monday  afternoon,  December  13th,  at  our  board  meeting, 
we  informed  the  lioard  what  had  taken  place,  we  were  quite  sure  that  the  names 
submitted  were  not  the  ultimate  principals,  and  therefore  we  would  discontinue 
any  further  conversations  with  Mr.  Prentice  or  Mr.  Conroy,  or  anyone  else 
involved  in  the  matter. 

To  demonstrate  to  the  maiHigement  of  American  International  Cor- 
poration that  the  alleged  principals  who  were  negotiating-  for  the 
purchase  of  control  of  American  International  Corporation  were 
financially  responsible,  the  Fiscal  Management  group  negotiated  for 
and  succeeded  in  acquiring  control  of  Corporate  Administration, 
Inc.=«     Mr.  Mitchell  testified  :  -^^ 

Q.  What  did  Mr.  Boehni  and  Mr.  Mayer  say  with  respect  to  Corporate  Admin- 
istration ? 

A.  They  told  us  they  were  ac(iuiring  Corporate  Administration  because  they 
wanted  to  show  some  people  who  they  were  dealing  with  that  they  were  able  to 
buy  it,  put  the  idea  over  and  then  they  could  get  the  American  International  deal. 

Q.  Did  Mr.  IMayer  and  Mr.  Boehm  say  that  they  were  not  interested  in  Corpo- 
rate Administration  as  a  business  acquisition,  but  merely  as  a  sort  of  a  front  with 
the  people  who  were  buying  American  International,  that  they  have  a  lot  of 
money  and  that  is  the  reason  they  were  buying  Corporate  Administration,  is 
that  it? 

A.  That  is  right. 

Corporate  Administration,  Inc..  which  had  been  formed  by  Gilbert 
Ottley  and  Robert  Strange  to  organize,  administer,  and  distribute 
securities  of  investment  companies,-*^  issued  5,000  shares  of  connnon 
stock  without  par  value  to  Messrs.  Ottley  and  Strange  for  a  total  con- 
sideration of  $35,000.-^*^  The  sponsors  of  Corporate  Administration, 
Inc.,  had  organized  under  the  laws  of  Delaware  on  August  21,  1934, 
an  open-end  investment  company  known  as  Administered  Fund  Sec- 
ond. Inc.,-^^  and  held  the  manjigement  and  distribution  contracts  with 
this  investment  company.-^*  Although  the  formulation  of  the  invest- 
ment policy  of  Administered  Fund  Second,  Inc.,  had  been  delegated 

•■«3  Id.,  at  607,  1.598. 

2«  Id.,  at  598-9. 

^^  Id.,  at  .540-43.  Althoiisli  CorjioratP  Administration.  Inc..  had  been  or;ianizPd  to 
perform  these  activities  for  investment  companies  throughout  its  existence,  it  was  only- 
affiliated  witli  Administered  Fund.  Inc.,  and  Administered  Fund  Second,  Inc.,  which  "was 
crganized  to  poll  tliem  out  of  Administered  Fund,  Inc."  (Id.,  at  llOl!.  I  The  capital 
structure  of  Corporate  Administration,  Inc.,  consisted  of  5,000  shares  of  common  stock  and 
4,300  shares  of  preferred  stocl;. 

--•«  Gilbei-t  ottley  held  2,550  shares  of  common  stoclc  and  a  certificate  for  4.300  shares  of 
the  preferred  stock.  (Id..  Commission's  Exhibit  No.  130.)  Robert  Strange  held  :i,450 
shares  of  common  stock.      (Id., Commission's  Exhibits  Nrs.   180,   132.) 

-J'  Id.,  at  1297  ;  Moody's  Manual  of  Investments,  Banks,  etc.,  1937,  at  1301. 

^  Id.,  at  1298. 
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to  Young  &  Ottley,  an  investment  counsel  firm,  and  later  to  the  invest- 
ment counsel  firm  of  H.  W.  Grindal  &  Co.,  Inc.,-*"'  the  holders  of  the 
control  block  of  stock  of  C-orporate  Adndnistration.  Inc.  were  the  ulti- 
mate arbiter  of  the  manaoement  of  this  investment  company.-""  The 
mana<rement  contract  held  by  Corporate  Adndnistration,  Inc.  con- 
stituted the  medium  through  which  the  investment  i)olicy  of  Admiids- 
tered  P'und  Second.  Inc.  might  be  controlled.-'^  Mr.  Ottley  con- 
ceded that  the  only  assets  of  Corporate  Administration,  Inc.  were  its 
management  and  distributing  contracts  with  Adnunistered  Fund 
Second.  Inc.-^- 

Q.  *  *  *  Fundninentall.v.  Corporiitt'  Administratiou,  Inc..  is  nothing  but  a 
foriiorntc  shell.  It  is  engaged  in  tlie  bnsiness  of  acting  us  principal  distributor 
of  the  securities  of  Administered  Fund  Second,  Inc.? 

A.  No;  I  would  not  call  it  a  corporate  shell,  because  it  had  very  definite  obli- 
gati<»ns  tlmt  it  contracted  for.  for  which  it  was  paid,  and  which  it  in  turn  deliv- 
ered. 

Q.  Well,  anyway,  the  business  of  Corporate  Administration,  Inc.,  is  one  of  act- 
ing as  ]»rincipal  distributor  for  shares  of  an  Investment  Trust  called  Adminis- 
tered Fund  Second,  Inc. — isn't  that  so — and  acting  as  manager  for  that  fund? 

A.  To  supply  investment  management  for  that  company,  to  supply  and  pay  for 
all  the  officers,  directors,  and  the  expanses,  with  the  exception  of  taxes. 

Q.  *  *  *  accepting  your  qualification,  its  business  is  substantially  to  ad- 
minister the  fund  and  act  as  its  distributor? 

A.  Yes :  with  my  qualification. 

By  November  1937,  when  the  Fiscal  Management  group  acquired 
control  of  Corporate  Administration,  Inc.,  and  through  it,  control  of 
Administered  Fund  Second.  Inc.,  the  latter's  assets  totaled  $3,462,- 
3()2,-''  although  the  net  contribution  which  had  been  made  to  the 
company  b}'  its  stockholders  had  been  approximately  $4,700,000.-"*  In 
othei-  words,  the  company's  assets  during  its  management  by  Cor- 
porate Administration.  Inc..  had  suffered  a  depreciation  of  apj)roxi- 
mately  $1,225,000. 

Corporate  Administiation,  Inc..  within  the  two-year  period  it  had 
managed  and  distributed  the  .securities  of  Administered  Fund  Sec- 
ond, Inc.,  had  derived  a  profit  of  only  $4,887.83.  all  of  which  was 
earned    in    1937.-"-'     For   the   year    1936,   Corporate   Administi-ation, 

-'•■'  n.id. 

-^Md..   at    l.'JOO.      Those   in    control   of  ("'orporate  Administration,   Inc.,   could,   liowever, 
clioose  to  make  investments  for  Administered  Fund  Second,  Inc.,  without  the  approval  of 
tlic  independent   investment  counsel,  wliose  only   I'ecoui'se  was    to   resign. 
-■•■■'  Kdwaid  (i.  I.efHei-  testified  (id.,  at  i:!00)  : 

Q.   Tile   fact   (it   the   matter   is.   is   it   not.   that   altliousli   the   Knard   of   Director.s  of 
<'i)rpiirate    Administration    did    not    make    any    investmi-nt    without    the    approval    of 
intleiiendeut  investment  counsel,  the  only  recourse  of  Younn-  &  (Jitley  if  such  an  invest- 
ment was  made  to  tei-niinate  the  af{reement?  ^ 
A.   That   is   right. 

y.    *      *      *      if  somehody  got  control  of  Corporate  Administration  and  hought  stock 
that    Voung  &  Ottley  did   not   approve  of,  the  only   thing   Yoioig  &  Ottley  could  do  is 
resign? 
A.   Yes. 
=•"•2  Id.,  at  .540-1. 

2«!  Id..  Commission's  Exhibit  No.  64. 

-'The  gross  capital  eontril)uted  to  Administered  Fund  Second,  Inc.,  between  10."!4  and 
No\cnilpf'r  1'.i:-!T  had  been  .$C>.71t>,.-)7.-).  over  the  same  period,  however,  the  company  had 
ii'turne<l  to  its  stocl-h<)ld<>rs  by  i-enurchases  or  redemption  of  its  shares  or  by  way  of 
dividends,  a  total  of  $2,029,605.     (Ibid.) 

'="' Id.,  Commission's  Exhibit  No.  l.'J2  (Exhibit  C). 
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Inc.  had  operated  not  only  at  a  loss,  but  Mr.  Ottley  was  compelled 
to  lend  $86,000  to  Corporate  Administration,  Inc.  in  order  to  enable 
it  to  meet  the  expenses  of  qualifying  the  securities  of  Administered 
Fund  Second,  Inc.  under  the  securities  law  of  the  various  States.^'^* 
In  January  1937  this  loan  was  satisfied  by  the  issuance  to  Mr.  Ottley 
by  Corporate  Administration,  Inc.  of  4,300  shares  of  its  $20  par 
value  preferred  stock.^"  By  November  20,  1937.  Corporate  Ad- 
ministration, Inc.  had  total  assets  of  approximately  $130,000  which 
included  a  valuation  of  $50,000  for  its  manao:ement  and  security  dis- 
tribution contracts  with  Administered  Fund  Second,  Inc.^^^  As  of 
that  date,  the  oj^erating  deficit  of  Corporate  Administration,  Inc.  for 
the  entire  period  of  its  operation  totaled  $113,065.66.-'^ 

During  1937,  Messrs.  Ottley  and  Strange  had  offered  to  sell  all 
of  their  common  stock  of  Corporate  Administration,  Inc.  to  Edward 
Leffler  for  $25,000,  but  the  sale  was  not  consummated-^^o  In  Novem- 
ber 1937,  however,  the  Fiscal  Management  group  through  Franklin 
E.  Mayer  offered  to  purchase  all  of  the  holdings  of  Messrs.  Ottley 
and  Strange  in  Corporate  Administration,  Inc.  for  $250,000.  Mr. 
Ottley  testified  that  "he  was  not  surprised  by  the  offer  of  $250,000," 
although  the  purchasers  to  the  knowledge  of  Messrs.  Ottley  and 
Strange  were  aware  ^^^  that  the  sum  offered  was  almost  twice  the 
then  value  of  the  entire  assets  of  Corporate  Administration,  Inc. 
and  that  the  company  had  been  a  losing  venture  over  the  entire 
period  of  its  existence.  On  November  29,  1937  Mr.  Ottley  and  Mr. 
Strange  accepted  this  offer.  Mr.  Ottley  received  $150,000  for  his 
holdings  of  the  preferred  and  common  stock  of  Corporate  Administra- 
tion, Inc.  and  Mr.  Strange  received  $100,000  for  his  common  stock 
in  that  company.262  The'total  consideration  of  $250,000  received  by 
Messrs.  Ottley  and  Strange  was  $129,000  -^'^  in  excess  of  their  aggre- 
gate investment  in  Corporate  Administration,  Inc."^* 

Control  of  Corporate  Administration,  Inc.,  carried  with  it  control 
of  the  ap]:>roximately  $4,000,000  of  liquid  assets  of  Administered  Fund 
Second,  Inc.  Notwithstanding  this  fact,  Messrs.  Ottley  and  Strange 
made  no  attempt  to  ascertain  who  the  actual  purchasers  of  their  hold- 

25C  Id.,  at  544. 

2"  Id.,  Commi.ssion's  Exhibit  Xo.  130  at  5-6. 

25sid..  Commission's  Exhibit  No.  132   (Exhibit  Al. 

2«»  Ibid. 

ssoid.,  at  54.5-6. 

281  Id.,  at  545. 

202  Id..  Commission's  Exhibit  No.  130. 

203  The  total  contribution  made  by  Messrs.  Ottley  and  Strange  to  the  company  was 
$121,000.  of  which  $35,000  was  paid  for  common  stock  and  $86,000  for  preferred  stock. 
(Id.,  at  544.) 

2<w  In  addition,  the  Fiscal  Management  group  paid  $14,000  to  Amos  R.  Poole,  and  the 
old  management  paid  him  $10,400.  (Id.,  at  1578-9.1  Mr.  Poole  was  a  partner  in  the  stock 
exchange  firm  of  F.  A.  Willett  &  Co.  and  at  that  time  had  a  contract  with  Mr.  Ottley  which 
provided  that  he  would  participate  in  a  portion  of  the  brokerage  commissions  which  Mr. 
Ottley  received  from  Administered  Fund  Second.  Inc.  (Id.,  Commission's  Exhibit  No.  145.) 
Subsequently  Mr.  Poole  severed  his  relationship  with  F.  A.  Willett  &  Co.,  the  contract  was 
canceled  (id..  Commission's  Exhibit  No.  145)  and  Mr.  Poole  was  employed  by  Corporate 
Administration,  Inc.  (id.,  at  1573).  and  was  to  be  compensated  on  the  basis  of  Ys  of  the 
gross  brokerage  commissions  paid  by  Administered  Fund  Second,  Inc.  (Id.,  Commif;sipn's 
Exhibit  No.  146.")  In  order  to  get  Mr.  Poole  to  release  Corporate  Administration,  Inc., 
from  liability  under  the  contract,  the  payment  of  $24,400  was  made  to  him. 
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inirs  Avere.  Thev  assumed  they  AAere  dealing  -svith  Franklin  E.  Mayer 
as'~principal.-''5  'Mr.  Ottley  testified  : -'^'^ 

Q.  Now.  you  ultimately  sold  control  of  Corporate  Administration,  Inc.,  to 
Continental  Securities  Corporation. 

A.  We  never  knew  to  whom  it  was. 

Q.  Whom  did  you  sell  it  to? 

A.  I  think  we  sold  it  to  Mayer  &  Company. 

However,  the  contract  of  sale  by  ]Messrs.  Ottley  and  Strange  was 
made  with  Conroy  &  Company  as  the  purchaser,- -'  but  the  checks 
received  by  Messrs.  Ottley  and  Strange  in  jiayment  for  their  stock 
were  drawn  by  Calmnr  &  Company.  Inc.  Despite  these  differences 
between  the  buyer  named  in  the  contract  and  the  source  of  the  payment 
v.hich  he  received,  Mr.  Ottley  testified  that  he  made  no  attempt  to 
investigate  Calmur  &  Company.  Inc.,  which  had  not  previously  been 
connected  with  the  transaction.--® 

A.  I  got  $ir.O,nfK)  on  November  29th. 
Q.  Whose  check  was  it,  do  you  remember? 
A.  It  was  drawn  by  Calmnr  &  Company. 
Q.  Do  you  know  who  Calmur  &  Company  was? 
A.  No ;  I  didn't  know  who  Calnmr  &  Company  was. 
Q.  Yon  didn't  ask  about  that? 

A.  It  was  a  certified  check  and  I  presume  that  Calmur  &  Company  is — I  was 
told  later  represented  other  purchasers. 

In  fact,  the  contract  between  Conroy  &  Com])any  and  Messrs. 
Strange  and  Ottley  for  the  sale  of  Corporate  Administration,  Inc., 
was  immediately  transferred  to  Calmur  &  Company,  Inc.,  which  re- 
assigned it  to  Continental  Securities  Corporation  for  $354,000,2*^^  and 
Calmur  &  Company,  Inc.,  the  dummy  corporation  for  some  of  the 
Fiscal  Management"  group,  took  $104,000  as  a  ''profit."'  This  "profit," 
paid  by  Continental  Securities  Corporation,  controlled  at  the  time  of 
this  transaction  by  the  group,  was  divided  as  follows:  Hyslop  and 
Boehm.  $5,250:  James  Callanan.  $10,500:  Clavton  B.  Davis.  $5,250; 
George  H.  Clayton,  Jr.,  $20,000:  Pliilip  A.  Frear,  $20,000;  and  Conroy 
&  Company,  $25,000.-"« 

Up  to  the  time  that  the  various  government  agencies  commenced 
their  investigation  of  the  activities  of  the  Fiscal  Management  group, 
the  assets  of  Administered  Fund  Second,  Inc.  had  not  been  "touched," 
possibly  l>ecause  of  the  charter  restrictions  on  the  investments  which 
might  be  made  by  this  investment  company,^'^  and  possibly  because  of 
the  apparent  opposition  of  Edward  G.  Leffler,  who  was  distributing  the 

2«''I(1..  at  543. 

»  Ibid. 

2«'Id.,  Commission's  Exhibit  Xo.  1.30. 

«"Id.,  at  549. 

=•"  Id.,  at  5nn-601  and  Commission's  Exhibit  Xo.  138. 

^■"  Id.,  at  599-601  ;  1291-2  ;  1408-10  ;  1415  ;  1422-3  ;  and  Commission's  Exhibits  Nos. 
128.  129. 

271  The  cbarter  of  Administered  Fund  Second.  Inc..  permitted  investments  only  in  securi- 
ties listed  on  a  recognized  exchan.a:e  and  in  the  securities  of  banl<s,  trust  and  insurance 
i-ompanies.  and  obligations  of  the  United  States,  the  various  states  and  their  political 
subsidiaries.  Moreover,  not  more  than  5%  of  the  corporation's  assets  could  be  invested  in 
the  securities  of  any  one  enterpri.se.      (Id.,  Commission's  Exhibit  Xo.  116.) 

15337.3— 40— pt.  3—28 
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securities  of  Adniiiiistered  Fund  Second,  Inc.,  under  contract  with 
Corporate  Administration,  Inc.-^- 

On  August  26,  1938,  the  trustee  in  reorganization  of  Continental 
Securities  Corporation  sokl  all  tlie  stock  of  Corporate  Administration, 
Inc.,  consisting  of  5,000  shares  originally  owned  by  Continental  Secu- 
rities Corporation,  which  had  cost  that  investment  company,  as  indi- 
cated above,  $354,000,  to  Edward  G.  Leffler  for  $5,000,  representing 
a  realized  loss  to  Continental  Securities  Corporation  of  approximately 
$350,000.^^" 

5.  ACQUISITION  OF  CONTROL  OF  EEYNOLDS  INVESTING 

COMPANY.  INC. 

It  will  be  recalled  that  Alexander  Beverly  and  other  memljers  of 
the  Fiscal  Management  group  were  desirous  of  acquiring  the  col- 
lateral notes  of  South  American  Utilities  Corporation  held  by  the 
Chase  National  Bank  and  its  associates,  eifect  a  reorganization  of  that 
corporation,  sell  the  notes  of  the  reorganized  company  to  the  public, 
and  retain  a  substantial  part  of  the  common  stock  for  themselves. 
Although  the  contract  with  the  Chase  National  Bank  for  the  sale  of 
the  South  American  Utilities  Corporation  notes  Avas  made  with  the 
National  Construction  Company,  Utd..  the  personal  company  of  Alex- 
ander Beverly,  the  payments  of  $447,000  made  on  that  contract  of  pur- 
chase came,  as  has  been  described,  from  Continental  vSecurities  Corpo- 
ration, and  a  balance  of  $2,000,000  still  remained  to  be  paid.  Because 
the  funds  of  Continental  Securities  Corporation  had  been  depleted 
through  loans  to  the  members  of  the  grotip.  purchase  of  the  Barkley- 
Grow  Aircraft  stock,  purchase  of  the  Fiscal  Management  Com])any, 
Ltd.  preferred  stock,  and  '■'commissions"  and  "profits"  to  the  members 
of  the  group,  Continental  Securities  Corporation  did  not  have  sufficient 
funds  to  pay  the  balance  of  $2,000,000  due  on  the  contract  with  the 
Chase  National  Bank.  It  will  also  be  recalled  that  the  grouj)  had  made 
attempts  to  acquire  control  of  other  investment  trusts,  including  the 
Overseas  Securities  Co..  Inc.  and  American  International  Corporation. 
The  members  of  the  group,  to  impress  the  management  of  the  Ameri- 
can International  Corporation  with  their  financial  responsibility  and 
solvency',  caused  Continental  Securities  Cor])oration  to  purchase  Cor- 
porate Administration,  Inc.  for  $J^54,()00.    However,  as  has  been  indi- 

'-^- On  .laiuiar.v  i;«,  10."!S,  two  months  jil'toi-  the  Fisial  Management  Ri'onp  aciinired  contfol 
of  Corporate  Adniinistiation.  Inc.,  Mi-.  LeIHer  in  a  letter  to  Franklin  E.  Mayer.  w)»o  had 
been  selected  b.v  the  Fiscal  Management  jjronp  to  be  president  of  CoriJorate  Administration, 
Inc.,  stated  :  "I  am  the  person  responsible  for  the  sale  of  the  great  bulk  of  the  shares  of 
Adniinister(Hl  Fund  outstanding  and  I  am  entitled  not  only  to  know  e\ery  detail  about  the 
people  with  whom  I  am  dealing  and  all  about  their  puiposes  and  plans,  but  I  should  be 
satisfied  that  those  people  and  their  plans  and  purposes  ai'e  such  tliat  I  can  honestly 
recommend  them".      (Id.,  Commission's  Exhibit  No.  117.) 

2^»  This  sale  was  made  pursuant  to  the  order  of  the  L'nited  States  District  Court  for  the 
Southern  District  of  New  York  dated  August  18.  19:!8.  As  a  result,  at  the  present  time 
there  is  no  connection  between  Continental  Securities  Corporation  and  Corporate  Adminis- 
tration, Inc.  The  trustee  of  Continental  Securities  Corporation  is.  however,  proceeding 
with  his  claim  against  Robert  Strange  and  (iilbert  Ottley,  who  received  .lia.'iU,!^!)*)  of  the 
money  belonging  to  Continental  Securities  Corporation  when  they  sold  Corporate  Adminis- 
tration, Inc.,  in  November  1937.  (Letter  of  .\ugust  22,  1939,  from  Cook,  Nathan,  Lehman, 
and  (ireenman,  attorneys  for  Mr,  P.allantine,  the  trustee  in  reorganization  for  Continental 
Securities  Corporation,  t<>  the  Securities  and  Exchange  C'ommissiou.) 
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cated.  the  attempts  of  the  trronp  to  acquire  control  of  Overseas  Securi- 
ties Co.,  Inc.,  and  American  International  C\)r[)oration  were  unsuccess- 
ful. It  was  therefore  incumbent  upon  the  ^roup  to  ac(i[uire  control  of 
some  other  investment  comjianies  whose  funds  could  be  used  to  pay  the 
$2,000,000  balance  due  on  the  contract  of  the  Chase  Nati(jnal  Bank,  if 
they  were  to  consummate  their  plans  of  acquiring-  the  collateral  notes 
of  the  South  American  Utilities  Cor])oration  and  etfectinjo:  a  reorgan- 
ization of  that  corporation.  Under  those  circumstances,  Mr.  Ferretti, 
in  Deceml)er  1937,  asked  Franklin  E.  Mayer  to  find  some  other  invest- 
ment companies  control  of  which  covdd  be  acc^uired  by  the  irroup.'-'^ 
Mr.  Mayer  "looked  through"'  the  entire  investment  trust  section  of 
Moody's  Manual  and  selected  Reynolds  Investing-  Company,  Inc.  as 
the  investment  trust  company  Avhich  coidd  be  [)ossib]y  ac({uired.  Mr. 
Mayer  testified :  -"'' 

Q. -What  did  he  [Ferretti]  say? 

A.  Well,  it  is  pretTy  hard  to  i-ecall  what  he  said,  l)nt  I  think  his  actions  spoke 
the  loudest,  so  I  went  and  looked  thronjih  Moody's  to  see  if  I  conld  see  any 
trusts  that  were  officered  by  men  to  whom  I  could  get  an  introduction. 

******* 

Q.  Did  you  start  with  the  letter  "A"  and  jro  right  through V 

A.  I  did.  I  started  at  the  beginning  of  the  alphabet  and  went  clear  through 
the  end  and  listed  four  or  five  trusts,  but  none  except  the  Reynolds  could  I  get 
an  introduction  to  them.  I  told  Mr.  Ferivtti.  I  gave  him  a  rough  idea  of  what 
the  trust  was  and  asked  him  if  he  would  be  interested. 

Q.  That  is,  you  got  it  out  of  Moody's? 

A.   I  got  it  out  of  Moody's. 

Reynolds  Investiu":  Company,  Inc.,  an  investment  company  of  the 
general  mana<rement  type,  liad  been  incorporated  under  the  laws  of 
Delaware  on  March  2,  1928,  by  Reynolds  &  Comi)any  and  Chas.  D. 
Barney  &  Co.-"*' 

Prior  to  1930,  Reynolds  Investinu'  Company,  Inc.,  had  raised  ap- 
proximately $9,300,000.  Of  this  amount,  $8,300,000  had  been  raised 
through  the  sale  of  $5,000,000  princi])al  amount  of  debentures  and 
$3,300,000  of  preferred  stocks  to  the  pul)lic.  The  sponsors  had  pur- 
chased 100,000  shares  which  constituted  all  of  the  outstanding  com- 
mon stock,  for  $1,000,000.-'' 

In  1930,  Reynolds  Investing  Company,  Inc..  acquired  by  merger  all 
of  the  assets  of  Reynolds  Brothers,  Inc.,  a  private  holding  company 
in  which  R.  S.  Reynolds  and  C.  K.  Reynolds  were  the  holders  of 
the  largest  interest.-"^  As  a  result  of  this  merger,  an  additional 
$(),.500.000  was  brought  into  Reynolds  Investing  Company,  Inc.,  of 
Avhich  $5,500,000  constituted  the  s])onsors'  contribution  and  $l,000,00f) 
the    })ublic*s   money. -'■'     The    total    capital    contributed    to    Reynolds 

-"M)|>.  cit.  supra,   note   ],  at   i;U4. 

s^'^Id.,  at  1817-S. 

-'"  Rp))ly  to  th<>  rdiniinssion's  (Htfslioniiairc  for  Rv.viiolfls  liivt^stiiig  Company,   Inc.,   Pt.   I. 

^'Reynolds  &  Company  iiad  i)Mr<'liaKe<l  ".'.OOO  sliaros  ami  ('has.  D.  Barney  &  Co.  had 
punlia.sod  25,000  sharp.s.  By  siih.sccpient  split-ups  and  tliereaftt'i'  as  a  rosult  of  tho  merger 
ol  Reynold.s  Inventing  Company,  Inc..  and  Koynolds  BrotluT.s,  Inc..  rhe  holdings  of  the 
Kt'yiiolds  family  in  R(\vnoids  Investing  Company,  Inc.,  wt'ri'  increa.sed  to  appro.xiniately 
1 . 000.000  shaif's.  (Reply  to  the  ('iinmission"s  qiipstionnaire  for  Reynolds  Investing  Com- 
pny,    Inc.   (I't.   I).) 

-■»  Op.  cit.  supra,  note  1,  at  ]t42-3. 

2™  Id.,  at  1142. 
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Investing  Company.  Inc.  was  therefore  $16,800,000,  of  Avliicli  $6,500,000 
represented  the  investment  of  the  sponsors  and  $9,300,000  the  con- 
tribntion  of  the  public. 

Between  1930  and  1937  Eeynolds  InA^esting  Company,  Inc.  re- 
turned a  total  of  $3,951,000  to  its  secnrity  holders  by  way  of  repur- 
chases of  its  own  outstanding  securities  and  dividends.-®**  As  at 
December  31,  1937  therefore,  the  net  capital  contributed  to  the  com- 
pany by  its  security  holders  was  approximately  $12,000,000,  but  the 
conipany  had  net  assets  of  approximately  $4,900,000,  after  deducting 
all  liabilities  except  bondect  indebtedness.^^^  In  other  words,  the 
company  in  its  operations  to  1937  had  suffered  a  realized  and  un- 
realized loss  of  approximately  $7,000,000.-*^ 

As  at  December  30,  1937  Reynolds  Investing  Company,  Inc.  had 
outstanding  $3,446,900  principal  amount  of  debentures;  9,915  shares 
of  preferred  stock  entitled  on  voluntary  liquidation  of  the  company 
to  an  aggregate  preference  in  assets  of  $1,090,650  '"^^  and  total  accrued 
unpaid  clividend  on  these  preferred  stocks  of  $327,195:  and  1,787,359 
shares  of  common  stock.-®*  The  debentures  and  preferred  stock, 
including  dividend  arrearages,  were  therefore  entitled  to  a  preference 
over  the  common  stocks  of  $4,864,745  -''  so  that  only  $60,193  of  the 
assets  of  the  com]:>any  were  available  to  common  stockholders.  Thus, 
as  at  December  30,  1937.  the  1,787,359  shares  of  common  stock  had  an 
asset  value  of  approximately  four  cents  a  share  -^^  while  the  market 
value  was  8114  cents. 

As  at  December  30,  1937,  a  majority  of  the  outstanding  common 
stock,  which  had  sole  voting  power  (approximately  1.000,000  shares), 
was  owned  by  the  Reynolds  family  and  had  been  originally  acquired 
by  them  at  a  cost  of  $1,000,000.-^"'  At  this  time  this  block  had  an  asset 
value  of  approximately  $40,000  and  a  market  value  of  about  $812,500. 

All  of  the  directors,  except  one,  of  the  Reynolds  Investing  Com- 
pany, Inc.  were  members  of  the  Reynolds  family.-''®  C.  K.  Reynolds 
was  president,  R.  S.  Reynolds  Avas  vice  president,  and  W.  F.  Wood- 
ward was  secretary  and  treasurer. 

C.  K.  Reynolds  conceded  that  the  Reynolds  family's  control  of  a 
majority  of  the  common  stock  of  Reynolds  Investing  Company,  Inc., 
iheir  control  of  the  directorate  of  the  company,  the  association  of  the 
family  name  with  the  investment  company,  their  sponsorship  of  the 

^'0  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  64.  The  company  repurchased 
$1,530,000  face  value  of  its  debentures  and  20,000  shares  of  its  preferred  .stock  having  a 
preference  on  liquidation  of  $2,000,000,  at  an  aggregate  cost  of  $1,274,000  for  both  deben- 
tures and  preferred  stock.  (Id.,  at  1146-7.)  The  security  holders  who  sold  their  debentures 
and  preferred  stock  suffered  a  loss,  measured  by  the  difference  between  the  as.^et  value  of 
their  securities  and  the  sums  which  they  received  for  such  securities  from  the  corporation, 
of  approximately  $2,300,000. 

^^i-Id.,  Commission's  Exhibit  No.  105. 

=^  Id.,  Commission's  Exhibit  No.  64. 

^3  The  preferred  stock  was  entitled  to  a  preference  in  assets  of  $110  per  share  on  any 
voluntary  liciuidation  of  the  company  and  to  a  preference  of  $100  a  share  on  any  invol- 
untary liquidation.      (Moody's  Manual  of  Investments,  Banks,  etc.,  1936.  at  1587.) 

'^  Id..  Commission's  Exhibit  No.  105. 

285  Ibid. 

=»  Id.,  at  1156. 

=«'  Id.,  at  1144. 

2^°8  xhe  other  director  was  W.  F.  Woodward,  whom  Mr.  Reynolds  described  as  an  "inde- 
pendent member  of  the  board.''      (.Id.,   at  1149.) 
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oompany,  and  their  distribution  of  the  company's  securities  created 
in  eacli  sucli  relationship  an  obligation  on  the  part  of  the  Reynolds 
family  to  the  debenture  holders,  the  preferred  stockholders,  and  the 
minority  common  stockholders  of  the  company,  who  were  really  the 
owners  of  all  but  $40,000  of  investment  company's  assets.  Mr.  Reyn- 
olds testified :  -*^ 

Q.  Of  course,  it  was  not  unlikely  because  the  name  of  Reynolds  was  in  the 
investment  company  name,  that  the  public  would  associate  it  with  the 
Reynolds  family,  that  is,  your  own  family? 

A.  I  don't  know  that  we  were  so  well  known. 

******* 

Q.  The  point  I  am  trying  to  make  is  this:  the  fact  that  your  name  was  in 
there,  people  might  rely  on  the  fact  that  this  was  a  Reynolds  company;  isn't 
that  so? 

A.  That  is  right. 

Q.  People  might  also  rely  on  the  fact  that  because  of  your  background,  in- 
tegrity, and  connections,  that  that  was  the  type  of  company  that  they  would 
want  to  be  associated  with;  isn't  that  so? 

A.  I  would  think  so. 

Q.  The  fact  is  that  we  have  been  told  repeatedly  throughout  the  Investigation 
that  when  substantial  responsible  firms  put  their  names  in  an  investment  com- 
pany or  trust  they  did  it  intentionally  with  the  idea  of  imposing  upon  them- 
selves the  responsibility  that  flows  from  the  fact  that  you  have  your  name 
in  the  name  of  the  investment  trust.     Do  you  recognize  that  possibility? 

A.  Yes. 

««***** 

Q.  The  Reynolds  group  always  h,a(l  a  majority  control  of  the  voting  stock, 
and  they  had  that  at  the  very  inception  of  the  company;  isn^  that  so? 

A.  Yes. 

Q.  Do  you  consider,  Mf.  Reynolds,  that  you  had  some  obligation  to  the 
.senior  security  holders  and  the  minority  common  stockholders,  by  virtue  of 
the  fact,  first,  that  you  had  sponsored  this  investment  company  and  organized 
it? 

A.  Yes ;   I  agree  with  you. 

Q.  What   did    you   conceive  your    obligation    and   duty   were    under    the   cir 
cumstances,  aside  from  any  legal  aspects? 

A.  To  give  proper  management  to  the  company.  I  think  our  records  will 
prove  that  I  certainly  feel  that  we  discharged  that  obligation. 

******* 

Q.  As  .sponsors,  you  had  some  obligation  to  these  people  to  see  that  nothing- 
you  did  would  hurt  their  interest;  is  that  right? 

A.  That  is   right. 

Q.  And  then  as  distributors  of  securities,  you  were  the  principal  under- 
writing group,  were  you  not? 

A.  There  was  no  nndm-writiug  group.     There  was  an  agency  contract. 

Q.  I  say  you  and  your  company  distributed  the  securities  to  the  public? 

A.  That  is  right — we  and  our  associates. 

Q.  That  went  for  the  debentures  as  well  as  the  preferred  stock? 

A.  That  is  right. 

Q.  Y"ou  had  the  same  obligation  to  see  that  nothing  was  done  to  hurt  these 
people  ? 

A.  That  is  right. 


Id.,  at  114.J-G,  1149-1155. 
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Q.  You  also,  at  least  at  the  iuception,  had  a  controlling  block  of  the  voting 
stock  which  cost  you  $1,000,000,  and  the  public  put  iu  $6,000,000.  Did  you 
conceive  that  you  had  some  obligation  by  virtue  of  the  fact  that  you  had 
the  common  stock  and  you  controlled  the  company? 

A.  That  is  right. 

Q.  That  created  an  obligation,  did  it  not? 

A.  That  is  right. 

Q.  You  also  had  a  situation,  did  you  not,  that  you  constituted  at  all  times — 
the  Reynolds  group — the  majority  of  the  hoard  of  directors;  isn't  that  so? 

A.   (No  answer.) 

Q.  It  is  true,  after  March  1930;  isn't  it? 

A.  I  would  say  after  1932  anyway. 

Q.  At  least,  it  was  so  at  the  time  that  you  carried  on  the  negotiations  for 
the  sale? 

A.  Oh.  yes. 

Q.  You  were  the  board  of  directors  by  virtue  of  the  fact  that  you  could  vote 
yourself  in;  isn't  that  so? 

A.  Yes. 

Q.  You  owned  the  majority  of  the  controlling  block? 

A.  That  is  right. 

Q.  Did  you  conceive  that  that  created  some  duty  or  obligation  to  the  security 
holders? 

A.  I  believe  so. 

Q.  And  you  were  also  the  offir-ers  of  the  c<mipiiny? 

A.  Yes :  that  is  right. 

Q.  And  that  created  some  obligation,  did  it  not? 

A.  Correct. 

+•  :|i  *  *  *  *  * 

Q.  We  have  the  situation  where  you  have  these  manifold  obligations  that 
arise  from  the  vai-ious  lelationships  that  you  had  with  the  senior  security 
holders  and  the  minority  common  stockholders.  You  can  visualize,  can  you 
not,  Mr.  Reynolds,  that  the  people  p)iroh.-is(>ii  those  securities  with  the  con- 
sciousness that  you  had  these  various  obligations  to  the  various  senior  security 
holders,  can  you  not? 

A.  1  think  so. 

Q.  It  is  not  repugnant  to  your  w.-iy  of  thinking  that  a  i)erson  would  say, 
"Well,  this  is  a  Reynolds  company;  they  are  the  officers,  directors:  they  have 
sold  the  securities:  they  have  the  controlling  block  of  stock:  and  they  are 
the  type  of  people  I  would  like  to  entrust  my  money  to."'  That  is  not  an 
outrageous  assumption,  is  it? 

A.  No. 

Q.  The  fact  is,  you  can  visualize  people  doing  that — isn't  that  so — putting 
reliance  on  those  factors? 

A.  I  think  so. 

^  ^  $  4:  ^  ^  4i 

Q.  And  you  can  appreciate  that  as  long  as  that  name  was  there  people 
might  have  a  riglit  to  assume  that  it  was  still  a  Reynolds  company;  isn't 
that  .so? 

A.  I  would  think  so.  Of  course,  they  would  find  out  if  they  looked  it  up, 
that  they  would  not  find  any  Reynolds  on  the  board  of  directors     *     *     *. 

On  December  15,  1937  Franklin  E.  Mayer,  purportinjj  to  represent 
Sartell  Prentice,  of  the  Xew  York  Stock  Exchang-e  brokerage  firm  of 
Prentice  &  Brady,  approached  C.  K.  Reynolds  to  ascertain  whether 
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tlie  Reynolds  family  would  sell  its  controllin*^  block  of  the  common 
stock  of  Reynolds  Investiiiii  Comi)any,  Inc.  Mr.  Reynolds  testified 
that  he  caused  an  investipition  of  the  financial  responsibility  and 
intejrrity  of  Sartell  Prentice  to  be  matle  and  ascei-tained  that  Mr. 
]*]entice  was  re'ported  to  be  I'elated  to  the  Rockefeller  family  and  that 
the  Hrm  of  Prentice  &  Biady  had  a  ''net  worth  of  $517,000.""  -'''  The 
report  also  stated:  ''There  were  times  when  the  firm  seemed  to  do  a 
pretty  substantial  volume  on  its  capital,  but  a^ain  this  may  be  a  well- 
laid  plan  to  avoid  paying  interest  on  capital  funds;  reco^nizino;  that 
Mr.  Prentice  is  related  to  the  Rockefeller  family,  the  dechiction  seems 
fair  that  he  could  ^et  additional  funds  in  case  of  neecL"  -"^ 

Althouah  C.  K.  Revnolds  had  been  informed  that  Mr.  Prentice  was 
the  actual  buyer  or  principal,"'-  on  December  31,  1937  the  Reynolds 
family  a<ri"eed  -■'■'  to  sell  to  Franklin  E.  Mayer,  as  the  ostensible  pur- 
chaser, between  1,035.000  and  1,055.000  shares  of  the  common  stock  of 
Reynolds  Investinji  Comi)anv.  Inc.  at  $2  a  share,  for  a  total  price 
of 'between  $2,070,000  and  "$2,110,000,  payable  in  installments  of 
$1,499,734  on  December  31,  1937,  the  closing  date  of  the  contract, 
$392,756  on  or  before  Januarv  3,  1938,  and  $217,510  on  January  12, 
1938.-"*  P:ventually.  the  Reynolds  family  obtained  $2,110,000  for 
their  holdings  of  Reynolds  Investing  Company.  Inc.  common  stock 
which  had  cost  them  approximately  $1,000,000  and  which  had.  as 
at  the  date  of  the  sale,  a  market  value  of  approximately  $812,500 
and  an  asset  value  of  $40,000. 

On  December  31,  1937,  Prentice  ct  Brady  delivered  a  check  for 
$1,499,434  to  the  Reynolds  family  and  received  749,867  shares  of  the 
common  stock  of  Reynolds  Investing;  Com])any,  Inc.-''^  The  source 
from  which  Pi-entice  c*c  Brady  derived  these  funds  will  be  described 
later.  Xotwithstandinfr  the  fact  that  on  this  date  Prentice  &  Brady 
had  paid  only  a  portion  of  the  purchase  ])rice,  and  that  they  held 
only  a  minority  block  of  the  conmion  stock  of  Reynolds  Investinof 
Comi)any,  Inc.  and  Avere  still  obli<iated  to  pay  a  balance  in  excess 
of  $5')0,b()0  on  the  contract.-""'  all  of  the  members  of  the  board  of 
directors  of  Reynolds  Investin<r  Company.  Inc.  resigned  and  were 
replaced  by  Prentice  c^  Brady's  nominees-*''  through  the  device  of 
altei'nate  resignations  and  elections  of  members  of  the  board. 

Thus  the  Reynolds  family  turned  over  control  of  the  Reynolds 
Investing  Company,  Inc.,  with  its  approximately  $5,000,000  of  assets, 

=••"'  Id.,  at   11ST. 

=^^1  Id..  Commission's  Exliihit  Xo.   100. 
■■="=  Id.,  iit  lli(»2. 

-■"•■'Id.,  ("oinmission's  Kxhibit  lO.". 

'■"*  Ibid.  The  sliare.s  to  l>e  delivered  ou  each  in.stalliuent  payment  were  740,8<)7  on 
Dereniber  .'{1.  H*,"?  ;  19fi.-S7S  on  .lannary  3.  ID.SS  :  and  not  in  excess  of  108.75.5  on  .January 
12.  I'JMS.  Tli(>  sliares  to  l)e  delivered  on  January  ."i  and  .lanuary  12  were  placed  in  escrow 
pending  payment.      (  n)id. ) 

^^  Id..  Commission's  Exluliit  No.   107.      Xo  explanation  was  offered  for  the  difference  of 
$300  between  this  check  and  the  purchase  price  of  the  shares. 
-■••Mr.  Reynolds  testified  (id.,  at  1100-1201)  : 

Q.   Do  you   remember   when   you   resigned   from   the  Board  after  you   sot   your  first 
check  or  before  you  got  the  tii-st  check?      When  did  you  resijin.  Mr.  Reynolds? 

A.    Well,    it    was    afterwards.      It    was    all    resolved    at    that    meeting;    but    I    think 
Mr.  .Mcl'onnaushy  had  this  clieck  in  his  hand,  our  attorney. 

Q.   Tills  check  was  dated  December  :^1,  1037.      It  was  not  testified  until  .lanuary  o. 
10X.«.  and  cleared  .lanuary  4,  1038;  but  before  it  cleared  or  before  it  was  certified,  you 
nor  offi  the  Board? 
A.   Yes. 

^'- These  nominees  were  Clayton  B.  Davis.  Alexander  McLanahan,  Frnnkliu  E.  Mayer, 
and  Sartell  Prentice.     (Id.,  Commissions  Exhibit  Xo.  04.) 
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which  substantially  were  the  assets  of  the  senior  security  holders 
of  the  company,  to  new  interests  who  had  only  partially  completed 
their  payment  for  control.  The  Eeynolcls  family  took  no  steps  to 
inform  the  security  holders  of  Reynolcls  Investing  Company.  Inc.,  that 
they  contemplated  transferring  control  of  the  company  and  its  assets 
to  a  new  group.     C.  K.  Reynolds  testified :  -^^ 

Q.  Did  you  tell  Mr.  Sartell  Prentice  or  any  of  his  representatives  that  you 
would  like  to  apprise  the  senior  stockholders  and  the  minority  common  stock- 
holders that  you  were  turning  over  the  control  to  him? 

A.  Yes. 

Q.  What  did  he  say? 

A.  Perfectly  agreeable.     You  see 

Q.  I  mean  before  you  turned  the  stock  over,  did  you  say  you  wanted  that? 

A.  No;  we  did  not. 

Q.  There  was  no  announcement  by  Reynolds  either  in  the  public  press  or 
through  letters  to  the  securities  stockholders  that  they  contemplated  selling 
control? 

A.  That  is  right. 

Q.  At  that  time  when  you  did  sell  control.  Mr.  Reynolds,  substantially  all 
of  that  money  of  the  corporation  that  could  be  liquidated  belonged  to  the 
securities  holders — isn't  that  so — except  40  a  share? 

A.  If  we  had  it  liquidated  at  that  time. 

Q.  And  I  suppose  you  were  perfectly  conscious  at  the  time  you  were  turning 
over  to  Sartell  Prentice  control  of  other  people's  money:  isn't  that  so? 

A.  That  is  right. 

Q.  Without  asking  the  senior  securities  holders  whether  they  wanted  to  be 
turned  over  to  Sartell  Prentice — isn't  that  so — or  witliout  even  telling  them 
before  you  did  it  that  you  were  going  to  do  it? 

A.  That  is  right. 

Q.  He  went  to  bed  one  night  with  the  money  in  the  care  of  Re.ynolds — and 
he  woke  up  the  next  morning  and  found  his  mone.v  was  being  managed  by 
Sartell  Prentice.  They  may  not  have  heard  of  him  [Sartell  Prentice].  That 
is  right,  isn't  it? 

A.  I  expect  that  is  correct. 

The  common  stock  of  Reynolds  Investing  Company.  Inc.  had,  as 
has  already  been  indicated,  an  asset  value  of  onlv  four  cents  a  share 
and  a  market  value  of  8I14  cents  a  share.  Yet  C.  K.  Reynolds 
testified  that  the  price  of  $2  a  share  paid  by  Sartell  Prentice  did 
not  create  any  suspicion  in  his  mind  that  it  may  have  been  the  inten- 
tion of  the  buyer  to  recoup  his  investment  in  some  manner  inimical 
to  the  interests  of  the  other  security  holders  of  Reynolds  Investing 
Company,  Inc.,  particularly  in  view  of  the  fact  that  Sartell  Prentice 
had  contracted  to  pay  $2,110,000  for  the  Revnolds  family's  stock 
interest  at  a  time  when  the  net  worth  of  Prentice  &  Brady  was  only 
$517,000.-^^  Mr.  Reynolds  testified  that  he  had  assumed. "because  of 
Mr.  Prentice's  association  with  the  Rockefeller  family,  that  funds 
sufficient  to  meet  the  contract  obliscation  were  assured :  that  profi.table 
investments  could  be  made  by  ReAniolds  Investing  Company,  Inc., 
which  would  redound  particularly  to  the  beuefit  of  thft  common  stock 
of  Reynolds  Investing  Company,  Inc.  with  its  "leverage"  and  thereby 

»sid.,  at  1168-9. 
»9Id.,  at  1187. 
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give  Mr.  Prentice  a  legitimate  profit  on  his  common  stock  holdings; 
and  finally,  that  Sartell  Prentice  was  interested  in  Reynolds  Invest- 
ing Company,  Inc.  as  a  tax-saving  medium.    Mr.  Reynolds  testified. ^"^'^ 

Q.  What  would  you  nssunie  wii.s  the  renson  that  Sartell  Prentice  was  paying 
you  a  premium  of  $1.96  for  the  common  stock? 

A.  One  of  The  reasons  was  it  is  a  leverage  power.  We  have  seen  Reynolds 
Investing  .$l.."i9  to  zero  and  then  it  would  get  back  to  $1.29. 

Q.  The  leverage  works  against  youV 

A.  It  works  both  ways,  like  a  margin  accoimt,  where  you  don't  have  to  put 
up  mole  money.  That  is  the  advantage  of  the  leverage  power.  The  other 
advantage,  we  had  over  .$2,000,000  \nitaken  loss,  which  the  company  over  a 
period  of  years  made  a  protit.  took  its  loss  and  paid  no  taxes.  That  is  very 
valuable. 

Q.  Very  valuable  to  whom? 

A.  To  the  company. 

Q.  Buying  losses? 

A.  Losses  are  a  pretty  good  thing  sometimes. 

Q.  Did  those  losses  accrue  to  Mr.   Sartell  Prentice's  benefit. 

A.  As  a  niiin  that  bought  $2.000.0<iO  worth  of  stock,  it  would. 

Q.  In  what  respect? 

A.  Taxes  for  the  company. 

Q.  Are  investment  trusts  being  l)ought  for  tlie  reason  of  buying  losses? 

A.  That  is  a  new  one  on  you? 

Q.  Yes. 

A.  That  is  a  valuable  thing.  You  asked  me  the  different  reasons  that  I 
thought. 

Q.  Wo  got  the  leverage  and  the  possibility  for  income  tax  purposes. 

A.  And  frankly,  tlie  thing  that  concerned  me  was  whether  Mr.  Prentice  was 
not  in  a  better  position  with  his  connections,  relative  to  the  Rockefellers,  to 
know  Itetter  than  I  did  what  we  were  going  to  get  in  the  way  of  inflation. 

Q.  That  I  do  not  understand.  His  connection  with  the  Rockefellers ;  what  do 
yon  mean? 

A.  He  is  related  to  the  Rockefellers.  That  is  known  in  the  street  all  the  years 
that  I  have  been  there,  and  that  tlie  firm  through  the  connection  received  a 
majority  of  the  business  of  the  Standard  Oil  Company. 

Q.  You  did  not  tliink  the  Standard  Oil  Company  money  was  behind  Sartell 
Pi  entice? 

A.  I  would  not  say  behind  him. 

Q.  You  thought  he  had  an  inside  track  that  you  did  not  have? 

A.  I  would  say  that  that  was  possible. 

Q.  Of  course,  there  were  some  other  ways  he  could  make  his  m-oney  back. 
That  is.  after  getting  control  of  the  securities  and  the  funds  of  the  company,  if  he 
wanted  to  be  outrageous  about  it,  he  could  lay  his  hands  on  those  assets;  isn't 
that  so? 

A.  But  we  did  not  know  that  in  investment  trusts  that  things  happened.  There 
were  about  tliree  or  four  hundred  that  changed  hands  in  the  last  ten  years. 

Q.  You  did  not  think  he  was  more  expert  than  you  in  the  management  of  a 
portfolio,  did  you? 

A.  I  thought  any  man  with  his  connection,  Avilling  to  put  $2,000,000  in  the  com- 
pany, must  have  felt  very  competent  in  his  ability  to  manage  that  company  for 
the  stockholders. 


^  Id.,  at  1170-3. 
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However,  although  Mr.  Eeynolds  testified  that  he  made  these 
assumptions,  he  did  not  ask  Mr.  Prentice  Avhat  he  "expected  to  do  to 
get  back  his  two  million  dollars,"  which  he  was  to  pay  for  the  con- 
trolling block  of  stock.^"^ 

Notwithstanding  these  advantages  which  Mr.  Reynolds  assumed 
motivated  Mr.  Prentice  in  paying  a  ])rice  of  $2  per  share  for  the  com- 
mon stock  of  Reynolds  Investing  Company,  Inc..  only  the  common 
stock  of  Renolds  Investing  Company.  Inc.  held  by  the  Reynolds 
family,  their  friends,  and  business  associates  was  purchased.'"-  C.  K. 
Reynolds  testified  that  he  made  no  effort  to  have  Mr.  Prentice  make  the 
same  offer  to  minority  common  stockholders.^"^ 

Q.  Did  yon  say  to  Mr.  Prentice  that  possibly  he  onght  to  bny  the  stock  of  the 
minority  stockholders  at  the  same  price  he  was  paying-  yon? 

A.  No ;  nothing-  was  said  abont  that. 

*****  *  ♦ 

Q.  Bnt  yon  did  make  snre,  did  yon  not,  that  all  yonr  friend"s  and  family's  stock 
was  indnded  in  the  block  that  was  being  sold  to  Prentice;  isn't  that  so"? 

A.  We  were  trying  to  get  all  the  family. 

Q.  And  friends? 

A.  Well,  associates. 

Q.  When  ycm  say  associate  yon  m-ean  that  they  were 

A.   (Interposing.)   With  onr  cimipanies. 

Q.  Not  only  with  the  Reynolds  Investing  bnt  with  other  companies? 

A.  That  is  right. 

Q.  Business  associates;  people  who  had  made  investments? 

A.  That  were  still  with  the  firm. 

Q.  Bnt  there  was  not  a  single  share  of  stock  of  the  pnblic  minorit.v  stock- 
holders that  provision  was  made  for  in  this  list,  was  there? 

A.  No. 

Q.  And  y<m  did  not  ask  whether  they  wonld  make  the  same  offer  to  minority 
stockholders  ? 

A.  No ;  we  did  not. 

The  Reynolds  family  turned  over  to  Sartell  Prentice  and  his  asso- 
ciates the  control  and  management  of  approximately  $5,000,000  of 
the  public's  liquid  assets  without  ascertaining  the  investment  policies 
which  Mr.  Prentice  intended  to  })ursue  after  he  obtained  control  of 
the  company.  No  provision  was  made  in  the  contract  of  sale  for  a 
continuance  of  Reynolds  Investing  Company,  Inc.'s  existing  policy 
of  investing  only  in  diversified  listed  securities  and  in  a  few  "special 
situations'' — a  policy  which  the  company  had  continuously  disclosed 
in  its  reports  to  stockholders  and  upon  which  these  stockholders  may 
have  relied.  Nor  did  the  contract  require  the  new  controlling  group 
to  obtain  the  prior  approval  of  the  senior  security  holders  and  the 
minority  conunon  stockholders  to  any  contem])lated  cliange  in  the 
investment  policy  of  the  company.  In  fact.  Mr.  Reynolds  testified 
that  in  his  opinion  he  did  not  owe  any  obligation  to  the  senior 
security  holders  to  see  that  substantially  the  same  type  of  business 
would  be  conducted  by  the  new  group :  •^•^'* 

^01  See  Infra,  p.  42.S. 

*'^  Op.  ('it.  supra,  note  1.  at  1190-5  and  Commission's  Exhibit  No.  105. 

s<»Id.,  at  1190-1.  1194-5. 

sw  Id.,  at  1196-9. 
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Q.  Coming  bafk  to  the  activities  of  tlie  Reynolds  Investing  Company,  Inc., 
the  nature  of  its  business  all  during  its  entire  history  was  in  two  big  sulxUvi- 
sions — diversified  securities  and  special  situations,  isn't  that  soV 

A.  Yes,  of  course,  in  the  later  years  we  iiad  more  opportunity  to  dispose  of 
our  special  situations. 

Q.  Did  you  discuss  Reynolds  Investing  Company.  Inc.,  with  Sartell  Prentice, 
iind  tell  him  what  your  investment  policy  had  been? 

A.  No.  I  did  not.    He  was  a  very  sick  man. 

Q.  Did  you  discuss  it  with  any  associates? 

A.  Mr.  Woodward  and  Mr.  May   un«iuestionably  discussed  it. 

Q.  But  you  did  not? 

A.  No. 

Q.  Did  you  ask  him  what  he  intended  to  do  to  continue  the  policy  of  Rey- 
nolds Investing  Company.  Inc.,  after  he  got  control?  What  he  intended  to  do 
with  five  million  dollars  of  other  people's  money? 

A.  I  flunk  that  was  probably  generally  discussed  by  Mr.  Woodward. 

Q.  But  you  did  not  have  any  discussion  with  him? 

A.  No. 

Q.  *  *  *  you  did  not  know  what  he  was  going  to  do  so  far  as  the  invest- 
ment policy  was  going  to  be  after  he  got  control? 

A.  No.  I  knew  he  was  going  to  make  an  investment  of  two  million  dollars 
and  that  he  was  going  to  do  the  right  thing,  of  course. 

Q.  From  his  point  of  view.  Bur  you  did  n<>t  discuss  with  him  how  he 
expected  to  make  back  his  two  million  dollars. 

A.  No;  I  did  not  discuss  it  with  him. 

Q.  Of  course,  people  who  were  buying  your  securities  may  have  bought  them 
on  reliance  tiiat  they  liked  your  type  of  policy,  namely.  New  York  Stock 
Exchange  securities  and  special  situation:  isn't  that  so? 

A.  If  we  mailed  them  a  statement. 

Q.  In  your  report  you  told  them  that  was  your  policy? 

A.  That  is  right. 

Q.  And  you  made  no  provision  in  the  agreement  that  Sartell  Prentice  would 
continue   that   policy? 

A.  No. 

Q.  And,  of  course,  the  only  thing  was  that  you  thought  he  would  do  the  right 
thing  because  he  had  two  million  dolhirs  in  there? 

A.  Yes;  and  his  reputation. 

Q.  However,  it  was  possible  for  him,  when  you  turned  over  control  of  the 
board,  to  go  into  an  entirely  different  tyjie  of  poli<'y  than  the  Reynolds  family 
pursued:   isn't  that  so? 

A.  He  could  do  if.  Of  ccau'se,  in  doing  so,  he  nmst  have  thought  he  was 
acting  for  the  best  interests  of  the  stockholders. 

Q.  I  understand.  Didn't  you  have  any  difficulty  Avith  this  situation,  that  I, 
who  am  putting  my  money  in  an  investment  trust  ought  to  have  something  to 
say,  at  least  as  to  what  the  njifure  of  the  Inisiness  of  that  investment  trust  is 
going  to  be? 

A.  If  you  put  it  in  as  a  minority  stockholder,  you  would  not  expect  that, 
would   you? 

Q.  Suppose  I  put  it  in  in  the  f(jnn  of  senior  money? 

A.  I  think  you  would  still  be  in  the  same  category.     You  would  have  no  vote 

at  all. 

Q.  Probably  tliat  woidd  put  a  greater  obligation  on  the  people  wlio  were  con- 
trolling the  company  because  tlu-y  had  the  vote;  but  here  they  had  an  invest- 
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nient  that  was  running  along  certain  lines,  and  yon  say  nobody  owed  them  any 
obligation  to  see  that  substantially  the  same  type  of  business  was  being  con- 
ducted before  they  were  told  that  the  business  was  being  changed.     You  did  not 
feel  that  any  such  obligation  was  due  to  the  stockholders? 
A.  I  do  not  feel  that  way. 

He  H:  H:  H:  ^  #  Hi 

Q.  But  you  got  nothing  in  the  writing  from  Mr.  Prentice  as  to  what  he  was 
going  to  do  with  the  $5,000,000.    How  he  was  going  to  invest  it? 

A.  No. 

Q.  As  a  matter  of  fact,  you  did  not  discuss  it  with  him  although  Mr.  Wood- 
ward may  have  discussed  it  with  him? 

A.  No ;   that  is  right. 

Finally,  althotigh  C.  K.  Eeyiiolds  testified  that  the  Reynolds  family 
stood  in  a  fiduciary  relationship  to  all  of  the  security  holders  of 
Reynolds  Investing  Company,  Inc.,  the  Reynolds  family  did  not 
insist  on  retaining-  any  representation  on  the  new  board  of  directors 
of  Reynolds  Investing  Company.  Inc.,  in  order  to  observe,  for  the 
protection  of  tJie  holder  of  senior  securities  and  the  minority  com- 
mon stockholders,  the  methods  of  operation  of  the  comj^any  by  the 
new  group.  In  fact,  as  has  already  been  indicated,  all  of  the  old 
directors  resigned  and  elected  the  representatives  of  Mr.  Prentice  in 
their  stead,  at  a  time  when  Mr.  Prentice  had  only  made  his  initial 
payment  on  his  contract  of  purchase  and  had  received  onlj'  a  minority 
block  of  the  company's  common  stock.  Mr.  Reynolds  testified  that 
the  old  directors  resigned  as  a  '"natural  thing'*  after  the  receipt  of  the 
initial  contractual  payment  from  Mr.  Prentice :  ^^'^ 

Q.  When  you  saw  the  statement  "In  effecting  transfer  of  this  commitment,  I 
assume  that  the  entire  board  of  directors  will  resign,  together  with  the  officers," 
did  you  discuss  that  with  Mr.  Woodward? 

A.  No;  I  didn't  discuss  that  with  Mr.  Woodward.  There  was  no  agreement, 
;no  definite  understanding  that  we  would  get  off  the  board  as  far  as  that  is 
concerned. 

:;;  ;'(;  *  ^  Hf  t^  4: 

Q.  Did  you  talk  to  him  about  cleaning  out  the  old  board? 

A.  Not  a  word  was  mentioned  about  it. 

Q.  Ultimately  the  whole  board  got  off? 

A.  That  is  right. 

Q.  When  was  there  any  discussion  about  the  whole  board  getting  off? 

A.  There  was  no  discussion  with  him.  It  was  just  a  natural  thing  after  we 
had  sold  our  stock  that  we  would  get  off  the  board. 

Q.  Of  coiirse,  the  new  board  could  not  be  elected  until  the  next  annual  meet- 
ing.    When  was  that  supposed  to  take  place? 

A.  That  would  be  in  March. 

Q.  And  you  say  there  was  no  discussion  as  to  the  entire  board  resigning  and 
doing  it  through  the  mechanics  of  one  director  resigning  and  a  new  one  being 
elected  ? 

A.  There  was  certainly  no  understanding  or  discussion  with  me  at  all,  all 
along  the  line.     It  was  just  a  natural  course  that  took  place. 

Q.  Did  you  say  to  Mr.  Prentice :  "There  are  the  senior  securities  holders  to 
whom  \\e  sold  securities — we  are  the  directors ;  our  name  is  in  the  company 


JWBid.,  at  1166-7. 
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name ;  we  feel  that  we  ought  to  have  somebody  on  the  board  of  directors  to 
see  what  trauspires  and  what  happens  to  the  company";  was  there  any  dis- 
cussion on  thatV 

A.  No;  there  was  not. 

Q.  You  did  not  ask  for  anybody  on  the  board? 

A.  No. 

Although  the  contract  for  the  purchase  of  control  of  Reynolds 
Investing  Company,  Inc.,  was  made  Avith  ilr.  Mayer,  who  was 
actmg  ostensibly  for  Sartell  Prentice,  Sartell  Prentice  was  not  pur- 
chasing nor  did  he  ever  intend  to  purchase  for  his  own  accoiuit  this 
controlling  block  of  stock  of  Reynolds  Investing  Company,  Inc. 
Sartell  Prentice  and  the  other  members  of  the  Fiscal  Management 
group  were  causing  Continental  Securities  Corporation  which  they 
now  ccmtrolled  to  acquire  control  of  Reynolds  Investing  Company, 
Inc.  The  major  portion  of  the  funds  for  the  payments  on  the  con- 
tract of  purchase  ostensibly  made  by  Sartell  Prentice  ultimately 
came  from  Continental  Securities  Corporation,  yet  the  public  an- 
nouncement in  the  first  instance  vras  to  the  effect  that  Sartell  Pren- 
tice had  acquired  control  of  Reynolds  Investing  Company,  Inc., 
thereby  withholding  from  the  security  holders  of  the  Continental  Se- 
curities Corporation  the  fact  that  their  funds  were  employed  in  that 
venture.^"'' 

It  will  be  recalled  tliat  at  the  closing  of  the  contract  for  the  pur- 
chase of  control  of  Reynolds  Investing  Company,  Inc.,  a  down  pay- 
ment of  $1,499,434  was  made  against  delivery  of  749,867  shares  of 
the  common  stock  of  Reynolds  Investing  Company.  Inc.  This  pay- 
ment was  made  by  a  check  draAvn  by  Prentice  and  Brady.  One-half 
hour  after  this  first  payment,-^"'  Mr.  Mayer,  at  the  request  of  Mr. 
Ferretti,  assigned  to  Continental  Securities  Corjjoration  the  contract 
to  purchase  the  control  block  of  stock  of  the  Reynolds  Investing  Com- 
pany, Inc.     Mr.  Mayer  testified:""*^ 

Q.  When  yon  say  you  never  heard  the  name  Continental  Securities  Corpora- 
tion, up  to  what  time  is  that? 

A.  To  about  seven  o'clock  that  evening. 

Q.  And  where  did  .vou  hear  it? 

A.  I  was  going  out  of  the  door  with  my  hat  and  coat  on  and  I  had  the  con- 
tract in  my — or  I  didn't  have  it,  Mr.  Stevens  had  the  contract,  and  it  was  in 
my  name  and  I  was  going  on  about  m.v  business  with  that  contract  and  Mr. 
Ferretti  called  me  back  and  told  me  that  the  contract  covering  the  control  of  the 
Reynolds  Investing  Company,  Inc.,  could  not  remain  in  my  name  over  the  year 
end. 

Q.  Did  you  ask  him  why? 

A.  Yes,  sir. 

Q.  And  what  did  he  say? 

A.  Something  may  happen  to  me.  And  I  said.  "All  right,  how  about  my  com- 
mission check?"  He  said,  "We  can't  give  you  your  commission,  we  have  no  more 
checks  here,  and  after  all.   Prentice  &   Brady  are  handling  the  deal   for   the 


*"'On  January  13,  1938,  announcement  was  made  that  Sartell  Prentice,  a  partner  of 
Prentice  &  Brady,  and  P.  E.  Mayer  had  taken  over  a  majority  common-stock  interest  in 
and  management  of  Reynolds  Investing  Co.,  Inc.  (Standard  Corporation  Records,  Daily 
News  Section,  January  13,  193&,..at  9839.) 

»wOp.  cit.  supra,  note  1,  at  1331. 

«»  Id.,  at  1329-31. 
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buyers  and  we  can't  expect  them  to  pay  you  your  commission,"  so  there  was 
nothing  for  me  to  do.  I  couldn't  carry  this  two-million-dollar  contract  away 
in  my  name  so  Mr.   Stevens  suggested   I   should  assign  the  contract. 

Q.  To  whom? 

A.  I  started  to  assign  it  at  his  dictation  to  Sartell  Prentice  and  Ferretti 
interrupted  and  said,  "Mr.  Prentice  is  sick  and  just  came  out  of  the  hos- 
pital." *  *  *  And  he  said,  "You  cant  assign  it  to  Mr.  Prentice.  The  man  may 
die.  He  has  a  streiJtococci  infection."  So  they  decided  to  assign  it  to  Con- 
tinental Securities  Corporation.  I  said,  "Why  Continental  Securities?"  Mr. 
Stevens  said,  "Undoubtedly  Mr.  Ferretti  has  arranged  to  lodge  the  contract  tem- 
porarily until  they  can  straighten  this  thing  out  the  first  of  the  year." 

Q.  The  check  was  a  Prentice  &  Brady  check? 

A.  Yes. 

Q.  And  did  you  go  to  the  movies  to  find  out  who  Continental  Securitie.s- 
Corporation  was? 

A.  I  did  nothing. 

Q.  You  did  nothing? 

A.  No,   sir. 

Q.  Did  you  do  it  the  next  day? 

A.  No ;  and  an  unfoi-tunate  happening  took  me  away  from  home  the  next  day. 

Q.  So  a  half  hour  after  the  contract  was  taken  to  Prentice's  name  or  in 
your  name,  rather,  you  were  asked  to  execute  an  assignment  to  Continental 
Securities  Corporation  about  which  you  had  never  heard  before? 

A.   I  never  heard  abnut  Continental  Securities. 

Q.  You  didn't  know  whether  it  was  a  public  company  or  a  private  company, 
is  that  it? 

A.  AVell,  it  seemed  all  right  to  Mr.  Krndy  and  after  all  he  had  paid  out  some 
pretty  good  mone.v  for  it. 

At  this  time  Continental  Securities  Corporation  had  a  cash  credit 
bahmce  of  $1,106,175.77  in  its  account  with  Prentice  &  Brady  ^"^ — the 
account  Avhich  liad  been  o})ened  with  that  firm  immediately  after  the 
Fiscal  Management  gi-onp  had  taken  control  of  Continental  Securities 
Corporation  and  to  which  account  Paine,  Webber  &  Co.  had  trans- 
ferred the  balance  of  the  portfolio  securities  of  Continental  Securi- 
ties Corporation.  In  addition.  Continental  Securities  Corporation 
had  in  that  account  with  Prentice  &  Brady  securities  of  a  value  of 
$93,250,63.  The  cash  in  the  account  was  the  proceeds  of  the  con- 
tinuous liquidation,  commencing  about  December  20,  1937,  of  the 
marketable  securities  in  the  account  on  the  advice  of  Prentice  & 
Brady.''" 

However,  this  $1,106,175.77  cash  balance  of  Continental  Securities 
Corporation  witli  Prentice  &  Brady  was  insufficient  to  meet  the  first 
payment  required  by  the  contract  for  the  purchase  of  the  control 
block  of  stock  of  Reynolds  Investing  Company,  Inc."^  In  order  to 
procure  these  required  additional  funds,  the  firm  of  Prentice  &  Brady 
borrowed  $260,000  from  the  NeAv  York  Stock  Clearing  Corporation 
and  New  York  Curb  Clearing  Corporation  and  an  additional  $200,000 
from  National  City  Bank.  The  bank  loans  were  secured  by  the  un- 
authorized hypothecation  by  Prentice  &  Brady  "-  of  securities  in  the 
brolvpraore  accounts  maintained  with  that   firm  bv  m-^r^ibcrs  of  the 


3'"  Id..  Commissiou's  Exhibit  No.  109. 

»o  Id.,  at  1218-9. 

^  Id.,  at  1213.  1219.  and  Commission's  Exhibit  No.  109. 

»"  Id.,  at  1220  ;  1222-3  ;  1286-7  ;  and  Commission's  Exhibit  No.  llo. 
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family  of  Irwin  Hiltz,  a  partner  in  Prentice  &  Brad3^■''"  These 
loans,'  totaling  $4GU,00(),  were  charged  to  the  account  of  Continental 
Securities  Corporation  with  Prentice  &  Brady.  Mr.  Iffland,  cashier  of 
Prentice  &  Brady  testified :  ^^* 

Q.  Prior  to  tlie  time  tliat  occurred.""  had  you  received  any  instruction  from  Mr. 
Brady  or  Mr.  Prentice  with  respect  to  tlie  banls  lialances? 

A.  Yes.     They  told  me  to  build  them  up  as  much  as  possible. 

Q.  What  does  that  mean,  in  layman's  language? 

A.  That  he  wanted  me  to  carry  as  hii-ge  a  bank  balance  as  possible. 

Q.  And  how  did  you  create  that  bank  balance".' 

A.  By  making  stock  loans. 

Q.  That  is,  you  took  your  customers'  securities,  made  loans  on  them,  and 
built  up  the  bank  balances  in  that  way,  is  that  it? 

A.  That  is  right. 

Q.  When  had  you  received  those  instructions  from  him? 

A.  I  don't  know.     1  think  it  was  around  some  time  in  December. 

Q.  Who  was  the  one  who  gave  you  those  instructions.  Prentice  or  Brady? 

A.  Mr.  Brady. 

Q.  And  <lid  you  commence  building  up  the  bank  balance? 

A.  Yes. 

******* 

Q.  Now  in  order  to  build  up  that  bank  balance  had  you  established  a  credit 
with  the  Curb  Clearing  (  orpijration  and  the  New  York  Stock  Exchange  Clear- 
ing  Corporation   for   a   couple   hundred   thousand   dollars? 

A.  Yes. 

Q.  That  was  .$2(;U,U()0,  and  you  put  that  in  the  bank? 

A.  That  is  right. 

Mr.  Iffland  further  testified:^" 

I}.  You  still  were  short  some  money  to  make  that  $1,499,000  payment  on 
December  31st  for  which  you  drew  the  check  in  that  amount? 

A.  Yes. 

Q.  That  is  where  Hiltz  securities  came  in,  isn't  that  so? 

A.  Yes. 

Q.  You  wei'e  telling  us  the  status  of  the  Hiltz  accounts,  showing  us  some 
had  credit  balance  and  some  had  debit  balance.s.  But  the  fact  of  the  matter 
was  that  the  securities  had  been  segregated  in  some  of  those  accounts,  isn't 
that  so?  They  kept  enough  securities  in  the  account  to  margin  it  in  accord- 
ance with  Regulation  T,^''  did  they  not? 

A.  Yes. 


»' '  111  April  1938  tlie  Coiniiiittoo  on  Business  Conduct  of  tlie  New  York  Stook  Excliange 
expelled  the  partners  of  the  firm  of  Prentice  &  Brady  from  membership  in  the  exchange. 
They  were  charged  with  having  made  improper  use  of  .securities  belonslng  to  certain  cus- 
tomers of  their  firm.  iThc  New  York  Times.  April  27.  1938.)  The  Attorney  General  of  New 
York  olitained  an  injunction  in-ohiliilino;  the  memli(>rs  of  the  firm  of  Prentice  &  Brady  from 
participating;  in  the  lending  of  funds  on  collateral  of  portfolio  securities  or  in  negotiations 
or  purchase  or  sale  of  any  portfolio  securities  held  liy  any  investment  trust  unless  permis- 
sion were  granted  liy  every  stockholder  or  hondholrter  in  the  trust.  (Id..  May  28,  1038, 
p.  1.1  The  firm  of  Prentice  &  Brady  was  dis.solved  on  March  25.  1938.  (Id.,  March  25, 
1938.  p.  27.) 

■'"Op.  cit.  supra,  note  1.  at  1211.  1220. 

•■"'•That  is,  prior  to  December  31,  1937.  the  date  of  the  closing  of  the  contract  for  the 
purchase  of  control  of  Reynolds  Investing  Company,  Inc. 

.•n»Op.  cit.  supra,  note  1.  at  1220-3. 

^'  Regulation  T  refers  to  the  rules  and  regulations  relating  to  margin  requirements 
formulated,  pursuant  to  Section  7  of  the  Securities  Exchange  Act  of  1934,  by  the  Federal 
Re.serve  Board. 
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Q.  And  the  balance  of  the  securities  were  put  into  a  vault  or  box  for  safe- 
keeping; isn't  that  so? 

A.  Yes. 

Q.  Those  securities  which  were  put  into  the  vault  or  box  for  safekeeping 
Prentice  &  Brady  hadn't  any  lieu  against  them,  isn't  that  so? 

A.  Yes. 

Q.  By  "yes"  you  mean  they  had  no  lien? 

A.  I  mean  there  is  a  debit  in  the  account.     I  think  they  had  a  lieu. 

Q.  There  was  a  debit  in  the  account ;  but  why  did  you  segregate  them  out 
and  put  them  in  the  box  if  it  was  not  for  the  fact  that  the  securities  jthat 
you  had  in  the  account  and  that  you  did  not  segregate  were  sufficient  to  satisfy 
the  margin  requirements,  why  did  you  segregate  some  of  the  securities? 

A.  That  was  our  practice  down  there. 

Q.  Now  there  is  no  doubt  if  the  Hiltz  family  came  and  said  "give  usi  the 
securities  that  you  got  in  the  box  and  that  you  segregated  out,"  they  would 
get  them  back? 

A.  Yes. 

Q.  And  those  were  the  securities  in  the  account,  isn't  that  true? 

A.  Yes. 

Q.  Now  those  are  the  securities  that  you  took  and  went  to  the  bank  and 
made  a  loan  on,  isn't  that  so? 

A.  Yes. 

Q.  By  "those"  I  mean  the  securities  that  had  been  selected  out  and  put  in 
the  box  for  safekeeping  for  the  Hiltz  account,  isn't  that  so? 

A.  Yes. 

Q.  Who  told  you  to  do  that? 

A.  Mr.  Brady. 

Q.  Did  Mr.  Prentice  tell  you  to  do  that  too? 

A.  No. 

Q.  Did  you  discuss  it  with  him? 

A.  No. 

Q.  What  did  Mr.  Brady  say  to  you  with  respect   to  these  securitie.s? 

A.  He  .lust  told  me  to  use  the  Hiltz  family  securities  and  borrow  money  on  it. 

Q.  Did  you  say  to  him,  "Mr.  Brady,  these  securities  you  know  have  been 
segregated  out  and  there  are  sufficient  securities  in  the  margin  account  to 
adequately  margin  that  account.  Have  you  authority  to  hypothecate  these 
securities?" 

A.  I  didn't  question  him. 

Q.  You  didn't  question  him?  Now  you  got  those  securities  and  you  hypothe- 
cated them  for  how  large  a  loan,  do  you  rememlter? 

A.  Well,  offhand,  I  don't  know  the  amount. 

Q.  $200,000  at  the  National  City  Bank,  does  that  sound  familiar  to  you? 

A.  Yes. 

Q.  That  is  so,  isn't  it? 

A.  Yes. 

Q.  So  you  had  the  .$260,000  that  you  got  through  the  Stock  Clearing  Corpora- 
tion and  you  had  .$200,000  that  you  borrowed  on  the  securities  which  were  being 
kept  for  safekeeping  for  the  Hiltz  family  and  that  gave  you  .$460,000.  which 
was  the  amount  needed  to  make  up  the  $1,499,000  check,  isn't  that  so? 

A.  Yes. 

On  January  3,  1938.  another  payment  of  $3^2,756  was  due  by  Con- 
tinental Securities  Corporation  to  take  up  an  additional  196.378  shares 
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of  common  stock  of  Reynolds  Investing  Company,  Inc.^^^  At  this 
time,  Continental  Securities  Corporation  was  indebted  to  Prentice  & 
Brady  in  the  sum  of  $400,000,  which  Prentice  &  Brady  had  advanced 
in  order  to  enable  Continental  Securities  Corporation  to  make  the 
first  payment  of  $1,499,434  on  the  contract  of  purchase  of  Reynolds 
Investing  Company,  Inc.,  stock.  It  will  be  recalled  that  this  $400,000 
had  been  raised  in  part  by  Prentice  &  Brady  through  the  unauthor- 
ized hypothecation  of  the  securities  of  the  members  of  the  Hiltz 
famity  with  the  National  City  Bank.^^*^  It  was  incumbent,  therefore, 
upon  Continental  Securities  Corporation  to  raise  additional  cash  in 
order  to  meet  its  contract  commitment  and  to  pay  off  the  loan  from 
Prentice  &  Brady  which  then  would  be  in  a  position  to  pay  off  its  bank 
loans  and  thereby  become  repossessed  of  the  Hiltz  securities.  Prentice 
&  Brady  and  the  others  in  the  Fiscal  Management  group  thereupon 
proceeded  to  use  the  assets  of  Reynolds  Investing  Company,  Inc., 
which  had  come  under  their  control  on  December  31,  1937,  to  raise 
the  cash  to  enable  Continental  Securities  Corporation  to  meet  these 
obligations. 

On  January  3,  1938,  the  members  of  the  group,  without  any  prior 
resolution  of  even  the  new  board  of  directors  of  the  Reynolds  Invest- 
ing Company,  Inc.,  authorizing  such  action,  removed  from  the  vault 
of  that  investment  company  part  of  its  portfolio  securities  with  a 
market  value  of  approximately  $882,500.^^''  On  the  same  day,  Janu- 
ary 3,  1938,  Prentice  &  Brady  then  used  these  portfolio  securities  of 
the  Reynolds  Investing  Company,  Inc.  taken  from  the  vault,  as  col- 
lateral for  loans  in  the  aggregate  amount  of  $450,000  from  the  Public 
National  Bank  and  Trust  Company,  Commercial  Bank  and  Trust 
Company,  and  the  National  City  Bank  of  New  York.^-^  Mr.  Iffland, 
when  examined  on  the  authority  of  Prentice  &  Brady  to  hypothecate 
these  securities  for  these  loans,  testified  as  follows :  ^-^ 

3's  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  105. 
2"^*  See  supra,  pp.  426-7. 

'^  Messrs.  Clayton,  Ferretti,  McLanahan,  Mayer,  and  Stevens  accompanied  Mr.  IfSand, 
Prentice  &  Brady's  cashier,  to  the  Reynolds  Investing  Company,  Inc.,  vault  in  Jersey  City. 
Mr.  Iffland  claimed  that  he  did  not  see  either  Mr.  Prentice  or  Mr.  Brady  there.  (Op.  cit. 
supra,  note  1,  at  1231-4.)  However,  the  access  card  to  the  Reynolds  Investing  Company, 
Inc.,  vault  indicates  that  Mr.  Prentice  signed  the  authorization  for  the  opening  of  the 
vault.  Mr.  Iffland  claimed  that  he  received  the  securities  from  Mr.  Clayton  Davis,  checked 
them  against  a  list  which  he  had  received  from  Mr.  Clayton,  and  brought  them  to  New  York 
to  the  office  of  Prentice  &  Brady.  (Id.,  at  1231,  1235.)  Mr.  Iffland  testified  as  follows  (id., 
at  1235)  : 

Q.    *      ♦      *     somebody  you  say  took  the  securities  out  of  the  box  and  brought  them 
to  you.     Who  handed  these  securities  to  you  :  do  you  remember? 

A.   I  think  it  was  Mr.  Davis. 

Q.   Clayton  Davis? 

A.   Yes. 

Q.  And  what  did  you  do  with  them? 

A.  We  checked  them  against  the  list  and  brought  them  back. 

Q.  And? 

A.  And  brought  them  back  to  New  York. 

Q.  In  bags? 

******* 

A.  No  ;  we  wrai^ped  them  up  in  a  paper. 

Q.  Just  wrapped  up  about  twenty-five  percent  of  that  trust  in  a  newspaper,  was  it, 
and  brought  it  back  to  New  York? 
A.   No  ;  regular  wrapping  paper. 

Q.  Regular  wrapping  paper.     Then  what  did  you  do  with  them? 
A.  We   brought    them   back   to    New   York   and   proceeded   to   make   the  entries    of 
receiving  the  securities  into  the  account. 
221  Id.,  at  1230,  1231-8.     A  "day  loan"  of  $100,000  from  National  City  Bank  was  made. 
(Id.,  at  12.37.) 
s=2Id.,  at  12.30-1. 
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Q.  Did  you  at  any  time  see  a  resolution  in  tlie  Reynolds  Investing  Company 
authorizing  the  sale  of  these  securities  or  permitting  Prentice  &  Brady  to 
hypothecate  them  for  any  loan? 

A.  No. 

Q.  Now  Reynolds  Investing  was  not  making  this  loan,  were  they?  The  securi- 
ties that  you  saw,  the  list? 

A.  Yes. 

Q.  That  wasn't  for  a  loan  for  Reynolds  Investing  Company,  was  it? 

A.  No ;  that  was  various  stocks. 

Q.  And  that  was  going  to  be  used  for  a  loan  for  Mr.  Sartell  Prentice,  ulti- 
mately for  Continental  Securities  Corporation,  who  needed  that  money  and  who 
ultimately  made  a  loan  on  it? 

A.  Yes. 

Q.  Reynolds  Investing  Company  wasn't  making  that  loan,  was  it? 

A.  No. 

Q.  Who  was  making  that  loan? 

A.  That  was  just  made  to  build  up  the  bank  balances. 

Q.  Of  Prentice  &  Brady? 

A.  Of  Prentice  &  Brady. 

Q.  So  that  they  could  make  the  check  for  $392,000  which  they  needed  that  day ; 
isn't  that  so? 

A.  That  is  right. 

Q.  So  the  loan  was  being  made  on  Reynolds  Investing  Company  securities  for 
Prentice  &  Brady's  account;  isn't  that  so? 

A.  That  is  right. 

With  these  borrowings  Prentice  &  Brady  then  had  sufficient  funds 
to  meet  the  second  payment  due  on  the  contract  to  purchase  Reynolds 
Investing  Company,  Inc.  common  stock  and  to  pay  off  the  prior  bank 
loans  which  were  secured  with  the  securities  of  the  members  of  the 
Hiltz  family.-^  These  additional  loans  in  the  sum  of  $450,000  were 
then  charged  against  the  account  of  the  Continental  Securities  Cor- 
poration Avith  Prentice  &  Brady,  thereby  increasing  the  debit  balance 
of  that  investment  company  in  that  account  to  approximately 
$900,000.3-* 

Thus,  portfolio  securities  of  Reynolds  Investing  Company,  Inc., 
with  a  market  value  of  approximately  $882,500,  were  removed  from 
the  vault  of  Reynolds  Investing  Company,  Inc.,  and  were  hypothe- 
cated for  loans  which  were  used  in  part  to  meet  Continental  Securities 
Corporation's  second  installment  jjayment  on  the  purchase  contract 
of  the  controlling  block  of  stock  of  Reynolds  Investing  Company,  Inc., 
and  to  repay  the  loans  made  on  belialf  of  Continental  Securities  Cor- 
poration in  connection  with  the  first  installment  on  the  contract.  Fur- 
thermore, as  has  alread}^  been  indicated,  Continental  Securities  Cor- 
poration was  at  this  time  indebted  to  Prentice  &  Brady  in  the  amount 
of  $900,000.  It  was  therefore  incumbent  upon  the  group  at  this  stage 
to  (1)  "reimburse"  Rejniolds  Investing  Company,  Inc.,  for  the  port- 
folio securities  valued  at  approximately  $882,500  which  had  been  re- 

«^M.,  at  1237. 

»^  Id.,  Commission's  Exhibit  No.  108.  The  amount  of  the  check  which  was  drawn  by 
Prentice  &  Brady  to  meet  the  second  payment  on  the  Reynolds  Investing  Company,  Inc., 
common  stock  was  subsequently  debited  to  the  account  of  Continental  Securities  Corpora- 
tion with  Prentice  &  Brady  which  at  this  time  was  approximately  $900,000.  (Id.,  at 
1239-45.) 
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moved  from  the  vault  of  the  investment  company ,  and  (2)  provide 
Continental  Securities  Corporation  with  sufficient  cash  to  repay  the 
advances  made  on  its  behalf  by  Prentice  &  Brady. 

Accordingly,  on  the  following  day,  January  4,  1938,  Reynolds  In- 
vesting Company,  Inc.  was  caused  to  accept  the  offer  of  the  Conti- 
nental Securities  Corporation  (which  the  group  already  controlled) 
to  sell  Continental  Securities  Corporation's  block  of  8,825  shares  pre- 
ferred stock  of  Fiscal  Management  Company,  Ltd.,  for  $882,500  to 
Reynolds  Investing  Company,  Inc.  (which  the  group  also  con- 
trolled).^-^ The  effect  of  this  transaction  was  to  replace  the  market- 
able portfolio  securities,  valued  at  $882,500,  which  had  been  removed 
from  the  vault  of  Reynolds  Investing  Company,  Inc.  with  8,825 
shares  of  the  preferred  stock  of  Fiscal  Management  Company,  Ltd., 
valued  for  purposes  of  the  transfer  at  $882,500,  and  to  supply 
Reynolds  Investing  Company,  Inc.  with  sufficient  cash  to  pay  Con- 
tinental Securities  Corporation  for  the  8,825  shares  of  preferred  stock 
of  Fiscal  Management  Company,  Ltd.  Further,  as  a  result  of  this 
transaction.  Continental  Securities  Corporation  was  supplied  with  the 
cash  to  meet  the  major  portion  of  its  debit  balance  in  its  account  with 
Prentice  &  Brady. 

In  order  to  raise  the  $882,500  necessary  to  take  up  the  block  of 
preferred  stock  of  Fiscal  Management  Company,  Ltd.,  from  Con- 
tinental Securities  Corporation,  Prentice  &  Brady,  on  January  6, 
7,  10,  and  11,  sold  the  portfolio  securities  of  the  Reynolds  Investing 
Company,  Inc.  which  had  been  removed  from  the  vault  on  January 
3,  1938,'^-*'  part  of  which  securities  had  been  hypothecated  by  Prentice 
c^  Brady  with  banks  as  collateral  on  loans.  The  proceeds  of  the 
sale  of  these  portfolio  securities  were  credited  to  the  account  of  the 
Reynolds  Investing  Company,  Inc.^-'  Prentice  &  Brady  then  issued 
its  check  in  the  sum  of  $882,500  to  the  Reynolds  Investing  Company, 
Inc.^-^  The  officers  of  the  Reynolds  Investing  Company,  Inc.,  en- 
dorsed this  check  over  to  Continental  Securities  Corporation  in  pay- 
ment for  the  8,825  shares  of  preferred  stock  of  Fiscal  Management 
Company,  Ltd.   which  were  sold  to  Reynolds  Investing  Company, 

3"  Id.,  Commission's  Exhibit  No  94.  It  will  be  recalled  that  the  Fi.scal  Management 
Company,  Ltd.,  was  the  company  which  was  controlled  by  the  group  and  which  owned  only 
controlling  blocks  of  stock  of  First  Income  Trading  Torporation  and  of  Continental  Securi- 
ties Corporation.  It  will  also  be  recalled  that  7.000  of  these  preferred  shares  were  placed 
by  the  group  in  the  portfolio  of  Continental  Securities  Corporation  "to  reimburse"  that 
corporation  for  its  portfolio  securities  which  had  been  liquidated  to  raise  the  cash  needed 
by  the  group  to  purchase  the  control  of  Continental  Securities  Corporation  from  the 
J.  Henry  Schroder  interests.  The  remaining  1.825  shares  of  preferred  stock  of  Fiscal 
Management  Company,  Ltd.  had  been  sold  to  Continental  Securities  Corporation  by  First 
Income  Trading  Corporation,  also  controlled  by  the  group.  First  Income  Trading  Corpo- 
ration, as  has  been  indicated,  had  acquired  its  block  of  preferred  stock  of  Fiscal  Manage- 
ment Company,  Ltd.  in  a  manner  similar  to  that  of  Continental  Securities  Corporation,  '"to 
reimburse'"  First  Income  Trading  Corporation  for  its  portfolio  securities  which  had  been 
sold  to  raise  the  cash  needed  by  the  group  to  purchase  control  of  First  Income  Trading 
Corporation  from  Messrs.  Grow  and  Wicks  and  their  associates. 

3-"  Id.,  Commission's  Exhibit  94. 

'"  Id.,  Commission's  Exhibit  No.  112.  The  signature  cards  and  papers  authorizing  the 
receipt  and  sale  of  securities  in  that  account,  were  not  signed  by  the  officers  of  Reynolds 
Investment  Company,  Inc.,  until  .lanuary  10  and  13,  1938.  (Id.,  at  1239,  1352-6  and  Com- 
missidn's  Exhibits  Nos.  122,  123,  125.) 

■■'■^la.,  at  1240  and  Commission's  Exhibit  No.  113. 
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Inc.^^^  The  oiScers  of  Continental  Securities  Corporation  in  turn 
endorsed  this  check  to  Prentice  &  Brady  in  part  settlement  of  the 
debit  balance  of  approximately  $900,000  in  the  account  of  that 
investment  company  with  Prentice  &  Brady — a  debit  balance  which 
was  created  by  loans  which  Prentice  &  Brady  made  on  behalf  of 
Continental  Securities  Corporation  in  order  to  enable  that  invest- 
ment company  to  purchase  the  controlling  block  of  Reynolds  Invest- 
ing Company,  Inc.,  common  stock.^^°  This  check  for  $882,500  never 
was  deposited  in  or  cleared  through  any  bank,  Mr.  Iffland,  the 
cashier  of  Prentice  &  Brady,  testified  that  the  check  with  its  various 
endorsements  had  the  effect,  first,  of  giving  a  "credit  balance  in  favor 
of  Reynolds  Investing  Company,  Inc.,"  then  giving  a  "credit  balance 
in  favor  of  Continental  Securities  Corporation,"  and  finally  wiping 
out  in  part  the  "debit  balance  against  Continental  Securities  Cor- 
poration." When  examined  as  to  the  migrations  of  this  check  which 
never  "touched  a  bank,"  Mr.  Iffland  testified  as  follows :  ^^^ 

Q.  Weren't  you  rather  surprised  to  see  this  clieck  with  tlie  endorsement  of 
Reynolds  Investing  Company  and  then  to  Prentice  &  Brady  and  then  endorsed 
by  Prentice  &  Brady  [to]  Continental  Securities  Corporation,  and  then  back 
again?    Did  you  speak  to  anybody  about  that? 

A.  No ;  I  did  not. 

Q.  Can  you  tell  me  another  case  in  your  entire  association  with  Prentice  & 
Brady  or  any  stock  exchange  firm  where  a  check  for  $882,000  or  any  amount 
was  ever  drawn  that  made  the  rounds  of  endorsements  and  never  cleared 
any  bank? 

A.  No. 

Q.  Didn't  that  look  suspicious  to  you?  Didn't  you  ask  them  how  it  is  this 
thing  never  cleared  any  bank?  Did  you  speak  to  Mr.  Prentice  and  ask  him 
what  is  this  all  about? 

A.  No;  I  didn't. 

Q.  You  didn't  speak  to  anybody  at  all? 

A.  No. 

Q.  You  never  have  seen  a  transaction  like  that  before  in  your  life,  before 
this  one,  did  you? 

A.  No. 

Q.  Now,  after  you  drew  this  check  it  was  endorsed  "pay  to  the  order  of 
Continental  Securities  Corporation."  Then  of  course  you  credited  the  accoimt 
6t  Continental  Securities  Corijoration  in  the  amount  of  this  check,  isn't  that 


so 


*? 


A.  That  is  right. 

Q.  That  washed  out  Continental  Securities  Corporation's  debit  balance,  prac- 
tically, except  the  difference  between  the  $900,000  and  the  $882,000. 

A.  Yes;  $40,000. 

Q.  And  then  this  check  wa^  endorsed  to  Prentice  &  Brady  and  the  account 
of  Reynolds  Investing  was  debited  with  $882,000  which  wiped  out  its  credit 
balance ;  isn't  that  so? 

A.  Yes. 


329  Id.,  at  1245. 

S30  Id.,  at  1245  and  Commission's  Exhibits  Nos.  109,  113. 

331  Id.,  at  1243-7. 
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Q.  Just  a  "ring-around-the-rosy"  to  wash  out  the  credit  balance  in  favor  of 
Continental,  and  the  debit  balance  against  Continental  and  the  credit  balance 
in  favor  of  Reynolds  Investing,  isn't  that  what  it  was? 

A.  Yes;  yes,  it  was  charged  to  the  Reynolds  Investing  and  credited  to  the 

Continental. 

******* 

Q  *  *  *  yy^^  gat  down  and  drew  a  check  for  $882,500  because  you  were 
instructed  to  do  so  and  it  was  endorsed  over  to  Continental  Securities  Corpora- 
tion, and  Continental  Securities  Corporation  then  endorsed  it  over  to  Prentice  & 
Brady,  and  then  Prentice  &  Brady  endorsed  it  over  to  Continental  Securities 
Corporation;  isn't  that  so? 

The  first  endorsement  is  "Pay  to  the  order  of  Continental  Securities  Corpora- 
tion." Then  you  have  got  "Reynolds  Investing  Company,  Inc.,"  by  two  of  its 
officers,  Galvin  and  Mayer,  and  then  it  says  "Pay  to  the  order  of  Prentice  & 
Brady,"  and  then  "Continental  Securities  Corporation  by  Johnson  and  Bahntge." 
So  that  the  check  first  went  to  Continental  Securities  Corporation  and  then 
went  to  Reynolds  Investing  Company,  and  from  Reynolds  Investing  Company  it 
went  to  Continental,  from  Continental  it  went  back  to  Prentice  &  Brady. 

A.  To  Prentice  &  Brady. 

Q.  And  never  touched  the  bank,  isn't  that  so? 

A.  That  is  it. 

The  minute  of  the  board  of  directors  authorizing  Reynolds  In- 
vesting Compan}^,  Inc.,  to  purchase  the  8,825  shares  of  preferred  stock 
of  Fiscal  Management  Company,  Ltd.,  from  the  Continental  Secu- 
rities Company  for  $882,500  was  dated  December  31,  1937,  the  very 
day  that  the  group  obtained  control  of  the  Reynolds  Investing  Com- 
pany, Inc.^"^  This  minute,  however,  was  unsigned.  Franklin  E. 
Mayer,  secretary  of  Reynolds  Investing  Company,  Inc.,  under  the  new 
management,  denied  that  the  purchase  of  this  block  of  Fiscal  Manage- 
ment Company,  Ltd.  preferred  stock  was  ever  discussed  or  mentioned 
in  the  minutes  of  the  meeting  of  December  31,  1937.^^^  Mr.  Mayer 
described  these  minutes  as  "a  tire  patch — something  they  thought  of 
afterwards."  ^^*  On  January  10, 1938,  when  Mr.  Mayer  returned  from 
a  trip,  he  was  requested  by  the  members  of  the  group  to  sign  a  minute 
of  the  board  of  directors  of  Reynolds  Investing  Company,  Inc.,  dated 
January  4,  1938,  ratifying  the  purchase  of  the  $882,500  of  preferred 
stock  of  Fiscal  Management  Company,  Ltd.  Mr.  Mayer  testified  that 
he  protested  both  against  the  purchase  and  its  ratification :  ^^^ 

A.  I  told  him  that  I  thought  the  new  group  had  taken  unfair  advantage  of 
the  Board  of  Directors,  that  the  deal  in  the  Fiscal  Management  stock  was  not 
an  approved  investment  because  it  was  approximately  one-sixth  or  thereabouts 
of  the  assets  of  the  trust  and  that  was  too  much  to  go  into  one  situation.  Mr. 
Ferretti  said  the  Board  was  agreeable,  that  I  was  apparently  the  only  one  that 
was  not  agreeable.  I  told  him  if  it  had  been  more  like  $200,000  I  might  be 
agreeable,  but  that  this  transaction  was  not  a  prudent  transaction  and  I  could 
not  see  my  way  clear  to  agree  with  him'. 


*32  Id.,  Commission's  Exhibit  No.  94. 
333  Id.,  at  1327-9. 
^■•'•'Id.,  at  1328,  1351-2. 
ss^id.,  at  1354-5,  1357. 
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I  told  Mr.  Ferretti  that  I  could  not  confirm  the  sale  of  securities,  that  I  had 
nothing  to  do  with  it.  I  told  him,  furthermore,  that  the  securities  had  been 
sold  to  raise  $882,000  which  had  been  put  into  the  South  American  deal,  as  far 
as  I  know. 

Q.  $882,000? 

A.  Yes.  In  the  stock  of  Fiscal  Management,  which  indirectly  meant  the 
South  American  Utility  deal.  I  asked  him  to  put  the  entire  South  American 
Utility  deal,  the  securities,  the  bonds,  or  notes,  whatever  they  had,  into  the 
vaults  of  the  Reynolds  Investing  Company  in  Jersey  City.  He  said  he  could 
not  do  that  very  well,  that  his  clients  could  not  do  that  very  well — they  had  the 
bulk  of  the  funds  in  this  deal — so  I  told  him  that  I  could  not  accept  the  respon- 
sibility for  the  absence  of  that  volume  of  public  funds  in  the  shape  it  was  in  at 
the  present  time,  that  is,  having  Fiscal  stock.  So  I  took  it  that  when  I  con- 
sented to  sign  the  confirmations  that  we  would  be  given  the  entire  South 
American  deal  to  be  put  in  the  vaults  of  the  Reynolds  Investing  Company.  It 
might  take  a  day  or  two  to  do  it,  but  it  was  understood  that  the  securities  were 
to  be  put  there,  and  while  we  would  not  attempt  to  control  the  reorganization, 
we  would  have  a  large  part  to  say  in  it. 

Thus,  the  effect  of  this  transaction  was  to  have  liquid  portfolio 
securities  of  Reynolds  Investing  Company,  Inc.,  valued  at  $882,500 
liquidated  and  the  proceeds  used  to  pay  the  Reynolds  family  for  a 
portion  of  the  control  block  of  stock  of  Reynolds  Investing  Company, 
Inc.,  acquired  by  Continental  Securities  Corporation.  Mr.  Reynolds 
testified  in  this  connection  as  follows :  "^^ 

Q.  I  am  looking  back  now  in  the  light  of  what  we  know  today,  or  what  you 
understand  today.  Don't  you  understand  today  that  $882,000  of  the  $2,200,000 
that  ,vou  got  came  out  of  Reynolds  Investing? 

A.  Yes ;  I   understand  that. 

*(•  fl«  -S*  "I*  •(•  V  •!* 

Q.  You  wouldn't  even  remotely  dream  of  having  the  investment  trust,  the 
Reynolds  Investing  Company,  buy  your  stock  back  at  $2  a  share,  at  the  time 
you  sold  to  Sartell  Prentice,  would  you? 

A.  Well,  of  course,  we  would  not  sell  any  stock  to  the  company. 

Q.  You  would  not  even  dream  of  selling  your  own  stock  back  to  the  Reynolds 
Investing  Company,  would  you? 

A.  We  certainly  would  not  sell  our  stock  to  the  company. 

Q.  And  particularly  you  would  not  sell  it  back  at  $2  a  share  when  the  asset 
value  was  4  cents,  isn't  that  so? 

A.  We  just  would  not  sell  it  to  the  company,  that  is  the  answer  to  that. 

Q.  Why  not? 

A.  Why  not?    I  think  we  would  be  selling  it  to  ourselves. 

Q.  You  would  be  on  both  sides  of  the  table,  is  that  right? 

A.  That  is   right. 

Q.  But  you  know  now  that  that  was  what  transpired.  That  the  Reynolds 
Investing  Company  bought  your  stock  back  at  $2  a  share. 

A.  Well,  that  is  the  understanding. 

******* 

Q.  (Interrupting.)  You  would  not  have  countenanced  it  if  Sartell  Prentice 
said  to  you,  "Mr.  Reynolds,  we  are  going  to  pay  you  two-million-odd  thousand 
dollars  for  your  stock  and  we  are  going  to  raise  $882,000  of  that  by  selling 


338  Id.,  at  1158-63. 
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immediately  portfolio'  securities  of  the  Reynolds  Investing  Company."     Would 
you  have  done  business  witli  them? 

A.  Certainly  not. 

Q.  Why  not? 

A.  It  just  would  not  be  right. 

Q.  You  would  have  the  situation  where  he  was  virtually  buyiiig  control  of 
the  investment  trust  with  the  investment  trust's  own  money.     Is  that  right? 

A.  Right. 

Q.  And  then  putting  in  stock  at  least  of  a  dubious  value  in  that  portfolio? 

A.  That  is  right. 

Q.  Yet  the  fact  is,  Mr.  Reynolds,  that  you  understand  today  that  that  is  the 
way  he  did  it,  is  that  so? 

A.  That  is  correct. 

Q.  *  *  *  How  would  you  characterize  a  deal  like  that,  when  they  paid 
you  $2,200,000  and  then  immediately  the  same  day,  sold  the  investment  trust 
$882,000  of  the  stock  of  the  Fiscal  Management  Company  which  had  nothing 
except  First  Income  Trading  and  the  Continental  Securities?  Did  you  con- 
ceive that  that  was  an  honest  deal  with  the  Reynolds  Investing  Company? 

A.  Certainly,  nothing  that  I  would  have  done. 

Q.  And  yet  you  can  see  what  the  present  situation  is,  that  the  $882,000  is 
today  in  the  possession  of  the  Reynolds  family  by  virtue  of  something  done  by 
Sartell  Prentice,  which  you  would  not  have  done.     Isn't  that  so? 

A.  That  is  correct. 

However,  Reynolds  Investing  Company,  Inc.,  as  a  result  of  this 
transaction,  held  in  place  of  diversified  marketable  securities  with  a 
market  value  of  $882,500,  a  block  of  8,825  shares  of  the  preferred  stock 
of  Fiscal  Management  Company,  Ltd.  This  preferred  stock  had  no 
market  and  represented  an  interest  in  a  company  which  held  only  a 
controlling  block  of  management  stock  of  First  Income  Trading  Cor- 
poration, which  had  no  market  and  a  liquidating  value  of  only  $5,000, 
and  a  controlling  block  of  the  common  stock,  which  had  no  asset 
value,  of  Continental  Securities  Corporation,  which  in  turn  held 
the  controlling  block  of  common  stock  of  Reynolds  Investing  Com- 
pany, Inc.,  itself,  which,  as  a  result  of  this  transaction,  had  no  asset 
value.^"  Subsequently,  on  January  12,  1938,  First  Income  Trading 
Corporation,  still  controlled  by  the  group,  supplied  approximately 
$217,000  needed  to  take  up  the  third  and  last  block  of  108,565  shares 
of  the  common  stock  of  Reynolds  Investing  Company,  Inc.^^® 

To  recapitulate,  of  the  funds  required  to  meet  the  commitment  on 
the  Reynolds  contract,  made  in  the  name  of  Franklin  E.  Mayer,  but 
ostensibly  on  behalf  of  Sartell  Prentice,  approximately  $1,000,000 
came  from  Continental  Securities  Corporation,  $882,500  from  Reyn- 
olds Investing  Company,  Inc.,  itself,  and  $217,000  from  First  Income 
Trading  Corporation.  The  Fiscal  Management  group  therefore  ac- 
quired control  of  Reynolds  Investing  Company,  Inc.  without  having 
"put  a  nickel"  into  the  entire  transaction.^^® 

Not  only  did  the  members  of  the  group  not  invest  any  of  their 
funds  in  this  venture,  but  they  took  substantial  sums  as  "commis- 

^'"  A.s  a  result  of  this  transaction,  Fiscal  Management  Company,  Ltd.  controlled  Con- 
tinental Securities  Corporation,  which  in  turn  controlled  Reynolds  Investing  Company, 
Inc.,  which  in  turn  held  the  outstanding  preferred  stock  of  Fiscal  Management  Company, 
Ltd.,  thereby  creating  a  system  of  circular  ownership. 

3^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  75. 

»»  Id.,  at  1366. 
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sions"  in  connection  with  this  transaction.  Prentice  &  Brady  took 
$52,000  from  Continental  Securities  Corporation  as  "commissions" 
alone  on  this  deal.^*°  Mr.  Mayer  received  $40,000,  which  was  divided 
as  follows :  $5,000  to  Mr.  Clayton  or  Mr.  Callanan ;  ^^^  $8,500  to  Mr. 
Davis;  $2,750  to  Mr.  Henroten;  $2,750  to  Mr.  Rowe;  $3,000  to  Mr. 
Feurst ;  $8,500  to  Mr.  Conroy ;  and  $8,500  to  Mr.  Mayer.^*^  rpj^^  ^j^^^j^ 
for  $40,000  which  Mayer  received  was  drawn  on  Calmur  &  Company, 
Inc.  (the  dummy  corporation  of  the  group),  by  Mr.  Ferretti  but 
the  funds  came  from  Continental  Securities  Corporation. 

Immediately  upon  the  completion  of  the  acquisition  of  the  control  of 
Reynolds  Investing  Company,  Inc.,  Messrs.  Beverly,  Ferretti  (charac- 
terized as  the  "message  sender"  in  this  transaction  ^^s)^  and  Clayton, 
"without  much  ceremony"  '**  insisted  that  the  new  officers  and  directors 
of  Reynolds  Investing  Company,  Inc.  supply  $2,000,000  "to  lift  the 
deal  from  the  Chase  Bank"  "*^— Mr.  Beverly's  commitment  to  purchase 
the  South  American  Utilities  Corporation  collateral  notes.  Mr.  Mayer 
testified  that  when  the  Fiscal  Management  group  asked  him  "to  liqui- 
date sufficient  portfolio  securities  of  Reynolds  Investing  Company, 
Inc.,  to  raise  the  $2,000,000,  he  took  refuge  behind  the  110  percent 
clause  to  give  [him]  a  chance  to  collect  [his]  thoughts."  ^'^'^  However, 
Mr.  Mayer  and  other  officers  did  request  Manufacturers  Trust  Com- 
pany to  advance  to  Reynolds  Investing  Company,  Inc.  $2,000,000  in 
order  that  the  investment  in  South  American  Utilities  Corporation 
notes  could  be  effected.'*^  As  has  already  been  indicated,  the  Manu- 
facturers Trust  Company  refused  to  make  the  loan,^** 

Messrs.  Mayer  and  McLananan  then  approached  the  Chase  National 
Bank  for  the  loan,  which,  as  has  been  indicated,  was  likewise  refused 
on  the  ground  that  the  Chase  National  Bank  was  trustee  for  the  deben- 
tures of  Reynolds  Investing  Company,  Inc.^*^ 

The  Fiscal  Management  group  continued  to  exert  pressure  on  Mr. 
Mayer  and  the  other  directors  of  the  Reynolds  Investing  Company, 
Inc.,  to  make  available  the  balance  of  $2,000,000  still  due  on  the  con- 
tract to  purchase  the  South  American  Utilities  Corporation  collateral 
notes  from  the  Chase  National  Bank  and  associates.  Mr.  Mayer  and 
one  other  director  of  Reynolds  Investing  Company,  Inc.  then  consid- 
ered it  advisable  to  consult  an  attorne}^  with  respect  to  the  entire 
situation.^°°  Accordingly,  on  February  11,  1938,  approximately  one 
month  after  the  Fiscal  Management  group  had  acquired  control  of 

««  Id.,  at  593. 

^"  Cf.  testimony  of  Mr.  Mayer,  id.,  at  1355.  Mr.  Mayer  indicated  that  Mr.  Ferretti  had 
asked  him  to  give  $5,000  to  Callanan,  since  Ferretti  "had  had  to  use  Mr.  Callanan 
extensively." 

«2id.,  at  1380-1. 

^  Id.,  at  970. 

»«Id.,  at  1359. 

»«  Id.,  at  1359-61. 

"8  Id.,  at  1361.  The  110-percent  clause  refers  to  the  provision  in  the  debenture  which 
provided  that  if  the  assets  of  the  company  were  not  in  excess  of  110  per  cent  of  the  amount 
of  the  debentures  outstanding,  then  the  debentures  were  in  default,  and  the  debenture 
holders  could  take  steps  to  liquidate  the  company. 

»"^Id.,  at  1372-3. 

"*  Id.,  Commission's  Exhibit  No.  127.  This  transaction  has  been  described  in  detail 
under  the  discussion  of  the  acquisition  by  the  Fiscal  Management  group  of  control  of 
Continental  Securities  Corporation. 

^  Id.,  at  527-8,  531,  1373,  1375-6. 

3S0  Id.,  at  1368. 
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Reynolds  Investing  Company,  Inc.,  Mr.  Mayer  and  his  associates  in- 
vited Mr.  Cliadboiirne,  of  the  law  firm  of  Chadbourne,  Hunt,  Jaeckel  & 
Brown,  to  act  as  the  attorney  for  Reynolds  Investing  Company, 
Inc.3=^ 

As  the  result  of  the  resistance  of  Mr.  Mayer  and  Mr.  Chadbourne  to 
the  activities  of  the  group,  the  remaining  assets  of  Reynolds  Investing 
Company,  Inc.  were  not  used  by  the  Fiscal  Management  group. 

In  May  1938  involuntary  proceedings  were  instituted  for  the  reor- 
ganization of  Reynolds  Investing  Company,  Inc.^"" 
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C.  Activities  of  Northern  Fiscal  Group  in  the  Acquisition  of 
Control  of  Insuranshares  Corporation  of  Delaware,  Bond  and 
Share  Trading  Corporation,  and  Burco,  Inc. 

1.  INTRODUCTION 

Almost  contemporaneously  with  the  activities  of  the  Fiscal  Man- 
agement group  in  connection  with  the  acquisition  of  control  of  First 
Income  Trading  Corporation,  Continental  Securities  Corporation, 
ODrporate  Administration,  Inc.,  and  Reynolds  Investing  Company, 
Inc.,  S.  Leo  Solomont,  Ralph  A.  Robb,  and  Thomas  W.  Morris,  all  of 
whom  had  been  associated  with  some  aspect  of  the  program  of  the 
Fiscal  Management  group,"^^  commenced  an  independent  program  to 
acquire  control  of  other  investment  companies  by  methods  similar  to 
those  that  had  been  employed  by  the  group. 

Mr.  Solomont  and  his  associates  caused  to  be  organized  under  the 
laws  of  the  Dominion  of  Canada  a  personal  holding  company,  known 
as  Northern  Fiscal  Corporation,  Ltd.  This  corporation  was  to  be 
utilized  in  a  manner  similar  to  that  of  Fiscal  Management  Company, 
Ltd. 

Between  December  1937  and  March  1938,  a  period  of  approximately 
four  months,  Messrs.  Robb,  Morris,  and  Solomont,  and  their  as- 
sociates, hereinafter  referred  to  as  the  Northern  Fiscal  group,  ac- 
quired control  of  three  investment  companies — Insuranshares  Cor- 
poration of  Delaware,  Bond  and  Share  Trading  Corporation,  and 
Burco,  Inc. — with  aggregate  assets  of  approximately  $2,000,000. 
During  that  period  virtually  all  of  these  assets,  like  the  assets  of  the 
investment  companies,  which  had  come  under  the  control  of  the  Fiscal 
Management  group,  were  dissipated  by  the  Northern  Fiscal  group. 
By  March  1938,  two  of  these  investment  companies — Insuranshares 
Corporation  of  Delaware,  and  Burco,  Inc. — had  been  placed  in  re- 
ceivership, like  the  investment  companies  acquired  by  the  Fiscal 
Management  group. 

851  Id.,  at  1376-7. 

^2  Three  debenture  holders  instituted  these  proceedings,  urging  among  other  things  that 
the  "net  assets  of  the  company  are  less  than  110%  of  the  funded  debt  of  the  company" 
and  that  the  company  "has  committed  acts  of  bankruptcy  *  *  *  in  that  within  the 
past  four  months  the  investment  company  "conveyed  and  transferred  various  moneys 
amounting  in  the  aggregate  to  a  sum  in  excess  of  $880,000  to  Continental  Securities  Cor- 
poration with  intent  to  hinder,  delay,  and  defraud  the  creditors"  of  the  investment  com- 
pany. (In  the  matter  of  Reynolds  Investing  Company,  Inc.,  United  States  District  Court, 
District  of  New  Jersey,  May  18,  1938.) 

353  See  supra,  p.  357  et  seq. 
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2.  ACQUISITION  OF  CONTKOL  OF  INSUKANSHAEES 
CORPORATION  OF  DELAWARE 

The  first  investment  company  to  come  under  the  control  of  the 
Northern  Fiscal  group  was  Insuranshares  Corporation  of  Delaware, 
an  investment  company  of  the  general  management  type.  The  his- 
tory of  that  investment  company  prior  to  the  time  when  the  Northern 
Fiscal  group  acquired  control  will  be  briefly  outlined. 

Insuranshares  Corporation  of  Delaware  had  been  organized  under 
the  laws  of  Delaware  on  July  31,  1928,  under  the  sponsorship,  among 
others,  of  Sterling  Pile,  Edward  B.  Twombly,  and  The  Goldman 
Sachs  Trading  Corporation.^^*  The  authorized  capital  of  Insuran- 
shares Corporation  of  Delaware  consisted  of  Class  A  common  stock 
entitled  to  one  vote  per  share  in  the  election  of  directors  and  to  a 
preference  of  $20  per  share  on  liquidation  of  the  company;  and 
Class  B  common  stock  entitled  to  three  votes  per  share  in  the  election 
of  clirectors,^^^  and  junior  to  the  Class  A  stock  upon  liquidation. 

Insuranshares  Corporation  of  Delaware  sold  250,000  shares  of  its 
Class  A  stock  to  The  Goldman  Sachs  Trading  Corporation  for  $5,000,- 
000  and  500,000  shares  of  such  stock  to  the  public  for  $10,000,000.^56 
All  of  the  500,000  shares  of  the  Class  B  common  stock  of  Insuran- 
shares Corporation  of  Delaware  were  sold  for  $50,000  to  Insuran- 
shares and  General  Management  Company  ^°'  (controlled  by  the 
sponsors  of  Insuranshares  Corporation  of  Delaware ),"=^  which  held 
the  management  contract  with  Insuranshares  Corporation  of  Dela- 
ware. In  INIarch  1930,  The  Goldman  Sachs  Trading  Corporation 
sold  its  entire  block  of  the  Class  A  common  stock  of  Insuranshares 
Corporation  of  Delaware  to  other  investment  companies  known  as 
the  United  Founders  Corporation  group.^'^°  On  May  31,  1931,  In- 
suranshares Corporation  of  Delaware  was  recapitalized  under  a  plan 
whereby  a  reverse  split-up  of  stock  was  effected,  the  750,000  outstand- 
ing shares  of  Class  A  stock  were  exchanged  for  375,000  shares  of 
new  common  stock  and  the  500,000  outstanding  Class  B  shares  were 
similarly  exchanged  for  250,000  shares  of  Class  B  common.^^°     At 

^  Public  Examination.  Allied  General  Corporation,  at  4946,  4948-50.  5046,  5051.  Among 
the  other  organizers  of  the  compan.v  were  Schoellkopf,  Hutton  &  Pomeroy  and  Edward  S. 
Goodwin  of  Goodwin.  Beach  &  Co.  of  Hartford.  Connecticut. 

355  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit 
No.  1908. 

3^"  Public  Examination,  Allied  General  Corporation,  at  5046,  5048  ;  Public  Examination, 
The  Goldman  Sachs  Trading  Corporation,  Commi.ssion's  Exhibit  No.  1908;  Public  Examina- 
tion, First  Income  Trading  Corporation,  et  al.,  at  1054. 

'^^  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit 
No.  1908. 

8^  See  note  356,  supra. 

2^  Op.  cit.  supra,  note  1,  at  1055.  This  group  included  United  Founders  Corporation, 
American  Founders  Corporation,  International  Securities  Corporation  of  America,  Ameri- 
can (&  General  Securities  Corporation.  Second  International  Securities  Corporation  of 
America,  United  States  &  British  International  Corporation,  Founders  General  Corpora- 
tion, and  American  &  Continental  Corporation.  (Stenographer's  minutes,  Benedict  v.  Sea- 
grave,  Supreme  Court  of  the  State  of  New  York,  New  York  County,  Special  Term,  Part  III, 
Index  No.  45607-1933,  at  1382.) 

^^ Moody's  ManuaH  of  Investments,  Banks,  etc.,  1932.  at  2479.  The  new  common  stock 
was  entitled  to  85%  of  the  corporate  assets  on  any  dissolution  of  the  company  and  the 
new  B  stock  was  entitled  to  the  remainder  of  such  assets.  The  voting  rights  of  the  shares 
remained  unchanged.      (Ibid.) 
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the  same  time  an  additional  93,750  shares  of  Class  A  common  stock 
were  offered  by  the  Insuranshaves  Corporation  of  Delaware  to  its 
common-stock  holders  at  $9  a  share.  As  a  result  of  this  offering,  an 
additional  $843,750  was  raised  by  the  company,  increasing  the  total 
capital  contributed  by  its  stockholders  to  $15,893,750.='" 

As  at  April  1932,  the  total  assets  of  Insuranshares  Corporation  of 
Delaware  had  a  market  value  of  approximately  $4,500,000,'''-  inclicating 
a  loss,  realized  and  unrealized  by  the  company,  of  approximately 
$11,000,000.  However,  the  company's  portfolio  at  that  time  consisted 
entirely  of  dividend-paying  stocks  of  well-known  banks  and  insurance 
companies. '•'^^  By  April  21,  1932,  the  United  Founders  Corporation 
group  had  acquired  161,605  shares  of  the  new  common  stock  of  Insur- 
anshares Corporation  of  Delaware,  or  34%  of  the  468,750  shares  then 
outstanding,  and  had  also  acquired  a  majority  of  the  voting  stock  of 
Insuranshares  and  General  Management  Company  which  held  all  of 
the  Class  B  stock  of  Insuranshares  Corporation  of  Delaware.^"^'^  On 
that  date  the  United  Founders  Corporation  group  contracted  to  sell 
these  holdings  and  certain  other  securities  to  Insurance  Equities  Cor- 
poration for  a  total  consideration  of  approximately  $2,000,000.^*^^  This 
price  was  approximately  equal  to  the  asset  value  of  the  securities  to  be 
sold  and  was  $600,000  in  excess  of  the  market  value  of  such  securities.^^® 
The  contract  provided  that  Insurance  Equities  Corporation  was  to  pay 
$450,000  on  the  closing  date  of  the  contract  and  the  balance  of  the  pur- 
chase price  in  two  equal  installments  of  $550,004  and  $819,297,  due  on 
May  31,  1932,  and  July  31,  1932,  respectively.^'s^ 

Insurance  Equities  Corporation  which  was  then  controlled  by  one 
Frank  Cohen,  a  vice  president  of  Lloyds  Casualty  Company  of  New 
York,^*^*'  was  insolvent  at  the  time  of  the  making  of  this  contract,^^" 
and  the  United  Founders  Corporation  group  had  not  made  any  inves- 
tigation of  the  financial  condition  ""'^  of  the  purchaser.  Associated 
with  Mr.  Cohen  in  this  venture  was  Julius  H.  Barnes,  chairman  of  the 
Chamber  of  Commerce  of  the  United  States.  Frank  Cohen  intended 
to  use  the  assets  of  Insuranshares  Corporation  of  Delaware  to  finance 
the  acquisition  of  control  of  several  casualty  and  life  insurance  com- 
panies which  were  then  in  a  precarious  financial  condition,^'^  with  the 

»"!  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  64. 

s82Id.,  at  1063. 

3"8Id.,  at  1059. 

«w  Id.,  Commission's  Exhibit  No.  98. 

386  Ibid. 

^'"'  Stenographer's  minutes,  Benedict  v.  Seagrax^e,  Supreme  Court  of  the  State  of  New  Yorlt, 
New  York  County,   Special  Term,  Part  III,  Index  No.  45607-1933,  Exhibit  No.  22. 

»«'  Op.  cit.  supra,  note  1,  at  1057,  and  Commission's  Exhibit  No.  98.  As  Insurance 
Equities  Corporation  made  its  payment.s  the  Founders  group  was  to  release  to  it  a  block  of 
the  Insuranshares  Corporation  of  Delaware  common  stock,  but  the  Insuranshares  and 
General  Management  Company  stock  was  to  be  held  by  the  Founders  Group  as  collateral 
until  Insurance  Equities  Corporation  paid  all  of  its  installments  on  the  purchase  price. 
(Ibid.) 

^'sid.,  at  1112. 

••>«»  Op.  cit.  supra,  note  .366.  at  533,  535-6. 

"""Op.  cit.  supra,  note  1,  at  796. 

'"I  Id.,  at  1666.     .lulius  H.  Barnes  testified  : 

fr>  r>f  ncniiirinp'  n   Tinmhpr  of  insurance  com- 

?ferred 
Dr   facing  receivership,   o 
It  correct,  in  general? 
A.  Those  were  the  only  kind  of  companies  for  sale. 
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ultimate  purpose  of  merging  such  companies  into  a  single  large  cas- 
ualty and  into  a  group  of  life  insurance  companies."'-  Mr.  Cohen 
testified  that  "the  only  interest  [he]  had  in  these  investment  trusts 
was  to  be  able  to  carry  through  a  program  on  these  insurance  com- 
panies." "^  This  purpose  was  made  known  to  the  United  Founders 
Corporation  group  prior  to  the  making  of  the  agreement  for  the  sale 
of  control  of  Insuranshares  Corporation  of  Delaware.^^* 

On  May  3,  1932  the  closing  of  the  contract  for  the  sale  of  control  of 
Insuranshares  Corporation  of  Delaware  took  place.  On  the  morning  of 
that  day,  the  United  Founders  Corporation  group  placed  Insurance 
Equities  Corporation  in  control  of  the  directorate  of  Insuranshares 
Corporation  of  Delaware  before  the  down  payment  of  $450,000  was 
made.^^^  The  nominees  of  Insurance  Equities  Corporation  on  the  board 
of  directors  of  Insuranshares  Corporation  of  Delaware  immediately 
caused  Insuranshares  Corporation  of  Delaware  to  purchase  for  $650,- 
000  a  block  of  the  preferred  and  common  stock  of  Insurance  Equities 
Corporation.  In  order  to  obtain  part  of  the  funds  necessary  to  pay 
for  this  Insurance  Equities  Corporation  stock,  Insuranshares  Cor- 

g oration  of  Delaware  was  compelled  to  borrow  from  a  bank  and 
ypothecate  as  collateral  a  substantial  portion  of  its  portfolio  securi- 
ties.^'^^  This  collateral  was  later  sold  by  the  bank  to  satisfy  the 
loan.^"  With  the  funds  obtained  by  this  loan.  Insurance  Equities 
Corporation  late  in  the  afternoon  of  May  3,  1932  paid  to  the  United 
Founders  Corporation  group  the  $450,000  down  payment  required 
under  the  contract.  The  initial  payment,  therefore,  on  the  contract 
to  acquire  control  came  from  the  sale  of  portfolio  securities  of  Insur- 
anshares Corporation  of  Delaware.  To  "reimburse"  this  investment 
company  for  its  portfolio  securities  it  was  caused  to  take  into  its 
portfolio  the  preferred  and  common  stock  of  Insurance  Equities 
Corporation  which  in  turn  controlled  Insuranshares  Corporation  of 
Delaware.  The  method  of  acquiring  control  employed  in  May  1932 
and  the  circular  ownership  that  resulted  was  similar  to  the  technique 
employed  in  the  latter  part  of  1937  by  the  Fiscal  Management  group 
in  acquiring  control  of  First  Income  Trading  Corporation,  Con- 
tinental Securities  Corporation,  and  Reynolds  Investing  Company, 
Inc.,  and  was  similar  to  the  technique  employed  by  the  Northern 
Fiscal  group  in  the  latter  part  of  1937  in  acquiring  control  of  Insur- 
anshares Corporation  of  Delaware. 

Thereafter,  in  order  to  obtain  the  necessary  funds  to  meet  the  subse- 
quent payments  due  on  its  purchase  contract.  Insurance  Equities 
Corporation  caused  Insuranshares  Corporation  of  Delaware  to  liqui- 
date virtually  its  entire  portfolio  of  securities  of  well-known  divi- 
dend paying  insurance  company  and  bank  stocks  and  to  purchase 
from  Insurance  Equities  Corporation  to  replace  these  securities,  large 
blocks  of  nondividend  paying  stocks  of  various  casualty  and  life 
insurance  companies  many  of  which  subsequently  went  into  receiver- 

™  Id.,  at  286-7,  664,  6T3,  1609. 

'"^  Id.,  at  1254. 

""*  Id.,  at  286,  664. 

sw  Op.  cit.  supra,  note  366,  at  609,  652,  1569. 

s^"  Op.  cit.  supra,  note  1,  at  1059,  and  Commission's  Eshiibit  No.  99. 

"'Id.,  at  1058. 
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ship."^  With  the  funds  derived  by  these  sales  of  insurance  company 
stocks  to  Insuranshares  Corporation  of  Delaware,  Insurance  Equities 
Corporation  by  August  1933  had  been  enabled  to  pay  to  the  United 
Founders  Corporation  group  all  but  $175,000  of  the  contract  price 
for  control  of  Insuranshares  Corporation  of  Delaware. 

Harry  M.  Blair,  who  became  director  of  Insuranshares  Corporation 
of  Delaware  on  September  20,  1933,^'^  under  circumstances  which  will 
be  described  later,^^°  testified  as  follows  with  reference  to  the  use  of 
the  funds  of  Insuranshares  Corporation  of  Delaware  by  Insurance 
Equities  Corporation  and  Frank  Cohen :  ^^^ 

Q.  Well,  then  what  did  Cohen  and  Barnes  and  the  Board  of  Directors  continue 
doing? 

A.  They  continued  selling  good  dividend  paying  stocks  in  insurance  companies 
and  bank  stocks,  liquidated  them,  and  buying  what  they  supposed  would  be 
control  in  certain  insurance  companies,  paying  control  prices  for  minority  hold- 
ings on  mostly  nondividend  paying  stocks. 

Q.  Now,  most  of  those  stocks  came  from  Cohen  and  Barnes  personally ;  isn't 
that  so? 

Q.  Well,  I  don't  say  that  they  came  from  them  personally,  but  they  went  out 
to  buy  control  of  this,  that,  or  the  other  company,  sold  securities  from  Insuran- 
shares that  were  paying  dividends,  at  the  lowest  price  up  to  that  date  in  the 
history  of  the  insurance  company  stocks,  and  buying  minority  holdings  in  insur- 
ance— life  insurance  companies  or  other  insurance  companies  that  were  not,  as 
a  rule,  paying  dividends. 

George  E.  Devendorf,  a  vice  president  of  American  Founders  Cor- 
poration (an  investment  compawy  in  the  United  Founders  Corpora- 
lion  group)  at  the  time  of  the  sale  of  control  of  Insuranshares 
Corporation  of  Delaware  to  Insurance  Equities  Corporation,  testified 
that  the  proceeds  of  the  liquidated  portfolio  securities  of  Insuran- 
shares Corporation  of  Delaware  had  been  used  at  least  in  part  to  pay 
the  United  Founders  Corporation  group  for  its  transfer  of  control  of 
Insuranshares  Corporation  of  Delaware.^®- 

^^  For  example,  Insuranshares  Corporation  of  Delaware  had  invested  $247,500  in  the 
stock  of  Lloyds  Insurance  Company  of  New  Yorlv  which  went  into  receivership  on  August 
17,  1933.  (Id.,  Commission's  Exhibit  No.  99;  Moody's  Manual  of  Investments,  Banks,  etc., 
1934,  at  1104.)  $144,500  was  invested  in  the  stock  of  Missouri  State  Life  Insurance 
Company  which  went  into  receivership  in  1933.  (Op.  cit.  supra,  note  1.  Commission's 
Exhibit  No.  99;  Moody's  Manual  of  Investments,  Banks,  etc.,  1934,  at  2008.) 

»™  Op.  cit.  supra,  note  1,  at  1051. 

380  See  infra,  p.  442. 

»8iOp.  cit.  supra,  note  1,  at  1059. 

382  Mr.  Devendorf  testified  (Public  Examination,  General  Investment  Corporation,  at 
15046-7;  op.  cit.  supra,  note  1,  Commission's  Exhibit  Nos.  99  and  100)  : 

Q.  Did  you  participate  in  the  negotiations  which  looked  forward  to  the  sale  of 
control  of  Insuranshares  Corporation  of  Delaware  by  the  Founders  group  to  these  two 
new  sponsors,  Barnes  and  Frank  Cohen? 

A.  Yes. 

Q.  And  after  Barnes  and  Cohen  got  into  that  picture  they  had  bought  control  of 
Insuranshares  Corporation  of  Delaware  from  the  Founders  on  the  installment  plan, 
isn't  that  so? 

A.   On  time  payments. 

Q.  You  are  not  squeamish  about  installment  plan,  are  you? 

A.  No. 

Q.  It  subsequently  turned  out  that  Mr.  Barnes  and  Mr.  Cohen  made  these  payments 
with  receipts  that  they  had  obtained  from  tlie  sale  of  *  *  *  securities  to  Insuran- 
shares Corporation  of  Delaware,  isn't  that  so? 

A.  At  least  partly  ;  yes. 

Q.  At  least  a  good  part  of  it,  isn't  that  so? 

A.   I  don't  remember  just  what  part  of  it  it  was. 
A  more  detailed  discussion  of  the  acquisition  of  control  of  Insuranshares  Corporation 
of  Delaware  by  Frank  Cohen  and  Insurance  Equities  Corporation  Is  given  in  Ch.  IV  of  this 
part  of  the  report. 
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As  has  been  stated,  Insurance  Equities  Corporation  was,  because 
of  its  access  to  the  funds  of  Insuranshares  Corporation  of  Delaware, 
able  to  complete  all  but  $175,000  of  its  installment  payments  due  to 
the  United  Founders  Corporation  group. ^^^  In  August  1933,  Insur- 
ance Equities  Corporation  failed  to  meet  its  final  payment  of  $175,000 
and  the  United  Founders  Corporation  group  sold  its  note  and  the 
collateral  consisting  of  the  controlling  block  of  stock  of  Insuran- 
shares and  General  Management  Company,  which  in  turn  held  all 
of  the  Class  B  stock  of  Insuranshares  Corporation  of  Delaware,  to 
one  John  H.  Orgill,  a  Cleveland  attorney,  for  $100,000.^84  -^^,  Qr- 
gill  then  designated  Harry  M.  Blair  as  his  representative  on  the 
board  of  directors  of  Insuranshares  Corporation  of  Delaware.^^" 

By  December  31,  1933,  all  of  the  representatives  of  Insurance 
Equities  Corporation,  including  Frank  Cohen,  had  resigned  from  the 
board  of  directors  of  Insuranshares  Corporation  of  Delaware.  At 
that  date,  the  total  assets  of  Insuranshares  Corporation  of  Delaware 
had  a  value  of  approximately  $300,000,^*^*^  as  compared  with  the  ap- 
proximately $4,500,000  of  assets  of  the  company  as  at  April  1932, 
when  Insurance  Equities  Corporation  took  control,  and  as  compared 
with  the  $15,000,000  originally  contributed  by  the  public  to  Insuran- 
shares Corporation  of  Delaware.  In  the  period  of  approximately 
one  year  and  a  half  during  which  Insurance  Equities  Corporation 
controlled  Insuranshares  Corporation  of  Delaware,  the  latter  com- 
pany was  caused  to  liquidate  its  entire  portfolio  of  well-known  insur- 
ance company  stocks  at  a  realized  loss,  on  the  basis  of  original  cost, 
of  approximately  $11,000,000 ;^8'  and  these  portfolio  securities  were 
replaced  with  nondividend  paying  stocks  of  the  lesser  known  casu- 
alty and  life  insurance  companies.  Had  the  securities  which  were 
in  the  portfolio  of  Insuranshares  Corporation  of  Delaware  prior  to 
the  passage  of  its  control  to  Insurance  Equities  Corporation  been 
kept  intact,  those  securities  would  have  had  a  value  of  about 
$7,000,000  at  the  end  of  1936.3«« 

Early  in  1937,  Insuranshares  Corporation  of  Delaware  received  from 
the  United  Founders  Corporation  group  approximately  $320,000^^^ 
in  settlement  of  a  suit  brought  against  the  United  Founders  Corpora- 
tion group  to  recover  the  amount  paid  by  Insurance  Equities  Cor- 
poration to  United  Founders  Corporation  group  on  the  contract  to 
purchase  control  of  Insuranshares  Corporation  of  Delaware,  which 
payments  were  made  with  the  cash  realized  by  the  sale  of  the  port- 
folio  securities  of  Insuranshares   Corporation   of   Delaware.^^°     Of 

383  Op.  cit.  supra,  note  1 ;  Commission's  Exhibit  No.  100. 

381  Op.  cit.  supra,  note  366,  at  1563. 

a8«0p.  cit.  supra,  note  1,  at  1051. 

«» Id.,  at  1063-4.     Mr.  Blair  testified  : 

Q.   Well,  after  thev  got  tlirough  liquidating,  wliat  was  the  value  of  that  portfolio? 
A    I   think  we   could   have  liquidated   in   October,   November,   December   1933,   for 
about  $250,000  to  .$300,000. 

Q.   So  that  the  portfolio  which,  if  they  had  lodged  it  up  at  that  time,  you  said,  m 
October  1933,  was  only  worth  a  quarter  of  a  million  dollars,  is  that  so? 
A.   Under  the  hammer,  that  is  all  we  could  have  gotten  for  it. 
s8'  Id.,  at  1062-3,  and  Commission's  Exhibit  No.  99. 
ass  Id.,  at  1063. 
»*9Id.,  at  1069. 

3w  The  suit  was  settled  by  the  payment  of  $750,000  by  American  General  Corporation 
(successor  by  consolidation  of  the  United  Founders  Corporation  group  of  companies),  and 
of  this  amount  approximately  $320,000  was  received  by  Insuranshares  Corporation  of 
Delaware,  $239,605  by  counsel  (39  Col.  L.  R.  814  [1939]),  and  the  remainder  by  Insurance 
Equities  Corporation. 
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this  sum  received  in  settlement,  $300,000  was  invested  by  Insiiran- 
shares  Corporation  of  Delaware  in  21,500  certificates  of  beneficial 
interest  in  New  En^-land  Fund,  an  open-end  investment  trust  of  the 
general  management  type.^^^ 

By  December  1937,  Insuranshares  Corporation  of  Delaware  had 
total  assets  of  approximately  $800,000  "^-  and  had  outstanding  284,032 
shares  of  its  common  stock.^^^  The  original  purchasers  of  these  shares 
had  contributed  approximately  $13,778,931  net  to  Insuranshares  Cor- 
poration of  Delaware  so  that  as  at  December  31,  1937,  the  stock- 
holders ^^'^  had  experienced  a  loss,  realized  and  unrealized,  of  approxi- 
mately $13,000,000  on  their  investment.^^s 

Of  284,032  shares  of  the  common  stock  of  Insuranshares  Corpora- 
tion of  Delaware  outstanding  on  December  31,  1937,  an  aggregate  of 
approximately  80,000  was  held  ''-^^  by  Mr.  Blair  who  was  president  and 
a  director  of  the  company,  by  the  Continental  Bank  &  Trust  Com- 
pany of  New  York,  and  by  three  Philadelphia  banks.^^''  Mr.  Blair 
had  acquired  4,000  shares  of  the  common  stock  of  Insuranshares  Cor- 
poration of  Delaware  in  the  open  market  '^®  at  a  cost  of  $3,200  and, 
in  addition,  he  and  C.  J.  Simmons,  another  director  and  the  counsel 
for  Insuranshares  Corporation  of  Delaware,  were  jointly  obligated 
to  purchase  an  additional  10.000  shares  of  this  common  stock  from  a 
certain  bank  at  a  cost  of  $20,000.-^'^^  Thus  Mr.  Blair,  in  effect,  was 
the  owner  of  14,000  shares  of  the  common  stock  of  Insuranshares  Cor- 
poration of  Delaware  which  had  cost  him  $13,200. 

In  September  1937,  Mr.  Solomont  and  his  associates  through  one 
Lorimer  A.  Davidson  had  commenced  negotiations  on  behalf  of  the 
Fiscal  Management  group  with  Mr.  Blair  for  the  acquisition  of  con- 
trol of  Insuranshares  Corporation  of  Delaware.*""  At  that  time,  Mr. 
Blair  refused  to  entertain  the  offer  of  Mr.  Davidson  because  the  latter 
was  unwilling  to  disclose  his  principal.*"^  Subsequently,  the  principal 
was  disclosed  as  Mr.  Beverly.     Mr.  Blair  testified: 

A.  *  *  *  He  came  in  and  said,  "Mr.  Blair,  I  know  a  group  that  is  building 
a  great  big  super  investment  trust  and  tliey  are  buying  up  these  little  trusts. 
You  cannot  afford  to  run  the  trust  with  the  big  overhead,  why  don't  you  sell  out 
to  them  and  make  your  stockholders  more  money  V"  Well,  he  talked  to  a  deaf  ear 
for  the  first  four  or  five  times. 

Q.  Why? 

A.  Because,  frankly,  I  was  drawing  a  $7,500  a  year  salary  and  I  could  use  it. 


'"iQp.  cit.  supra,  note  1,  at  1093. 

3»2Id.,  Exhibit  64. 

"^  Id.,  at  1070,  and  Commission's  Exhibits  Nos.  .53  and  64.  By  this  time  Insuranshares 
and  General  Manaf;enient  Company  had  been  liquidated  and  its  lioldings  of  all  of  the 
Class  B  stock  of  Insuranshares  Corporation  of  Delaware  had  been  ac((uired  and  retired  by 
the  Insuranshares  Corporation  of  Delaware.  (Moody's  Manual  of  Investments,  Banks,  etc., 
1938,  at  luS.'),  and  op.  cit.  supra,  note  1,  at  1510.) 

*'*  As  at  December  18,  1037,  there  were  4,G58  shareholders  of  Insuranshares  Corporation 
of  Delaware.     (Op.  cit.  supra,  note.  Commission's  Exhibit  No.  .53,  at  3.) 

^'^  Id.  Commission's  E.xhibit  No.  64.  Tlie  total  capital  raised  by  the  company  was 
.$15,893,750,  but  the  company  as  at  December  31.  1937.  had  returned  to  its  stockholders  by 
way  of  dividends  and  repurchases  of  its  shares  $2,014,817.     (Ibid.) 

s"*  Id.,  Commission's  Exhibit  No.  53. 

a»Md.,  at  llOG-7. 

=«'8Id.,  at  1071. 

^oid,.  at  1072-3. 

^  Id.,  at  779-84. 

«>  Id.,  at  1094-5. 
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But  as  the  trouble  thickened  I  said,  "Now  who  is  buying  tliese  securities 
and  investment  trusts?"  He  said,  "I  am  not  privileged  to  tell."  I  said,  "I  am 
not  going  to  talk  to  you."  I  said  I  wasn't  going  to  see  a  Frank  Cohen  used  on 
me.  We  used  that  expression,  "pulling  a  Frank  Cohen."  Finally,  he  came  over 
one  day  and  he  said,  "My  associates  told  me  I  could  tell  you  in  confidence  the 
principals."  I  said,  "Why  tell  me?"  He  said  it  was  Alexander  Beverly,  of 
Toronto. 

Mr.  Blair  made  an  investigation  of  Mr.  Beverly  and  was  informed 
that  his  financial  responsibility  was  between  $250,000  and  $500,000.^°^ 
Thereafter  Mr.  Blair  agreed  to  arrange  for  the  sale,  ostensibly  to  Mr. 
Beverly,  by  the  larger  stockholders  of  Insnranshares  Corporation  of 
Delaware,  of  their  holdings  and  also  agreed  to  turn  over  all  the 
offices  and  directorships  of  Insnranshares  Corporation  of  Delaware  to 
Mr.  Beverly  and  his  associates.**'" 

Mr.  Beverly  in  reality  was  representing  the  Fiscal  Management 
group  in  these  negotiations.  In  connection  with  this  transaction,  S. 
Leo  Solomont,  in  behalf  of  the  Fiscal  Management  groups  had  re- 
quested Paine,  Webber  &  Co.  to  liquidate  the  investment  of  Insnran- 
shares Corporation  of  Delaware  in  New  England  Fund,''"''  then 
valued  at  $300,000  to  $320,000,*°^  and  to  advance  an  additional  $40,000 
to  $50,000,  with  the  other  portfolio  securities  of  Insnranshares  Cor- 
poration of  Delaware  as  collateral.*"^  Paine,  Webber  &  Co.  agreed 
to  make  this  advance  and  issued  three  checks  totaling  $310,000  pay- 
able to  S.  Leo  Solomont.*"^  Although  these  checks  were  held  by  a 
representative  of  Paine,  Webber  &  Co.  for  delivery  to  S.  Leo  Solo- 
mont, they  were  never  used  because  the  Fiscal  Management  group 
refused  to  consummate  its  deal  with  Mr.  Blair.*"® 

Thereafter,  in  December  1937,  when  Mr.  Solomont  and  his  asso- 
ciates determined  independently  to  acquire  control  of  investment  com- 
panies for  their  own  account,  they  first  directed  their  attention  to 
the  acquisition  of  control  of  Insnranshares  Corporation  of  Delaware. 
Negotiations  for  the  purchase  of  Insnranshares  Corporation  of  Dela- 
ware were,  in  this  instance,  also,  carried  on  by  Lorimer  A.  Davidson, 
who  represented  that  the  principals  in  these  negotiations  were  the 
same  "fellows  *  *  *  without  Ferretti."  ^°^  Although  Mr.  Blair 
was  assured  that  he  was  dealing  with  the  same  persons  who  had 


*«2  Id.,  Commission's  Exhibit  No.  101. 

^»3  Id.,  Commission's  Exhibit  No.  88. 

*«*  Id.,  at  272-4. 

^«=  Ibid. 

■"w  Id.,  at  272. 

'o^  Id.,  at  276-8  and  Commission's  Exhibit  No.  28. 

*^  Id.,  at  781-2.  It  appears  that  the  Fiscal  Management  group  was  unwilling  to  "fo 
through  with  the  contract"  for  the  purchase  of  the  stocls  of  Insuranshares  Corporation  of 
Delaware,  since  the  cash  balance  of  the  company  had  been  reduced  to  $9,000  during  the 
course  of  the  negotiations.  By  the  time  of  closing  of  the  contract,  $27,000  had  been  paid 
to  Mr.  Simmons  in  legal  fees  in  connection  with  suits  brought  by  and  against  Insuranshares 
Corporation  of  Delaware  involving  the  activities  of  Insurance  Equities  Corporation  in  the 
tatter's  management  of  Insuranshares  Corporation  of  Delaware.  (Id.,  at  1098  and  Commis- 
sion's Exhibit  No.  98.) 

*<»  Id.,  at  1105. 
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previously  approached  him  in  October  1937,  Mr.  Beverly's  association 
with  the  transaction  was  not  emphasized.  On  the  contrary,  the  per- 
sons introduced  in  December  1937  as  the  principals  in  the  transaction 
were  Messrs.  Robb,  Morris,  and  Solomont.  Mr.  Blair  testified  that 
he  was  particularly  impressed  with  Mr.  Kobb :  *^° 

Q.  Was  Beverly's  name  mentiouecl  the  second  time? 

A.  Well,  I  was  told  it  was  tlie  same  group.  Now,  I  don't  think  we  ever  em- 
phasized that  the  day  tliey  came  down  to  make  that — to  close  that  contract, 
I  think  it  was  October  21st,  Mr.  Robb  made  an  especially  good  impression  on 
me. 

Q.  What  did  he  say  that  impressed  you? 

A.  Oh,  the  general  thing.  You  know,  you  judge  a  man  by  his  appearance, 
and  so  forth. 

Q.  What? 

A.  First  by  his  appearance,  by  the  way  he  comports  himself.  I  had  quite  a 
conversation  with  him.  I  happened  to  know  some  people  in  Boston  that  lie 
knew  and  we  exchanged  notes.  I  was  really  impressed.  He  was  the  one  man 
that  I  got  best  acquainted  with. 

On  December  15,  1937,  Mr.  Blair  agreed  to  sell  his  holdings  and  to 
cause  the  other  large  stockholders  of  Insuranshares  Corporation  of 
Delaware,  the  Continental  Bank  and  Trust  Company  of  New  York, 
and  other  banks  located  in  Philadelphia  to  sell  their  holdings  of  the 
common  stock  of  Insuranshares  Corporation  of  Delaware  to  Thomas 
W.  Morris.  Mr.  Morris  agreed  to  purcliase  an  aggregate  of  78,260 
shares  of  the  common  stock  of  Insuranshares  Corporation  of  Delaware 
at  a  price  of  $3.60  a  share  and  also  agreed  to  pay  to  Mr.  Blair  a  com- 
mission of  $10,091  for  his  services  in  "arranging  that  sale  *  *  * 
to  me  of  this  stock."  *"  Both  Mr.  Morris  and  the  sellers  of  the  stock 
were  aware  tliat  the  then  liquidating  value  of  the  stock  to  be  sold  was 
$2.87  per  share  ^^^  so  that  Mr.  Blair  and  the  other  large-selling  stock- 
holders of  Insuranshares  Corporation  of  Delaware  were  conscious  of 
the  fact  that  Mr.  Morris  was  willing  to  pay  a  total  premium  above 
the  asset  value  of  their  shares  of  approximately  $78,000. 

That  Mr.  Morris  was  paying  this  price  solely  to  obtain  control  is 
evident  from  the  fact  that  although  the  total  number  of  shares  he 
had  agreed  to  purchase  constituted  only  approximately  28%  of  the 
outstanding  stock  of  Insuranshares  Corporation  of  Delaware,  he  in- 
sisted upon  the  resignation  of  all  the  existing  directors  and  officers 
of  the  company  and  upon  their  replacement  by  his  own  nominees. 
Mr.  Blair  and  the  other  stockholders  selling  their  shares  acceded 
to  this  demand.*^^  Mr.  Blair  also  agreed  that  the  21,500  shares  of 
New  England  Fund  held  by  Insuranshares  Corporation  of  Dela- 
ware would  be  converted  into  cash  prior  to  the  closing  date  of  the 

«« Id.,  at  1105-6. 

*"  Id.,  Commission's  Exhibit  No.  53. 

*"  Ibid. 

*i»  Ibid. 
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contract."*  The  fact  that  Mr.  Morris  agreed  to  pay  this  substantial 
premium  on  a  minority  block  of  the  company's  stock,  his  evident  in- 
sistence upon  obtaining  control  of  the  management  of  the  company, 
and  his  demand  that  the  New  England  Fund  stock  be  converted  into 
cash  prior  to  the  date  of  the  closing,  might  have  suggested  that  Mr. 
Morris  may  have  intended  to  recoup  his  investment  in  the  company 
in  a  manner  detrimental  to  the  interest  of  the  company's  stock- 
holders. Yet  Mr.  Blair  took  no  steps  to  protect  the  majority  stock- 
holders of  Insuranshares  Corporation  of  Delaware,  who  it  will  be 
recalled,  had  already  suffered  tremendous  losses  as  a  result  of  a  prior 
change  in  the  management  of  their  company-*^^  Mr.  Blair  when  ex- 
amined on  that  aspect  testified  :  *^^ 

Q.  Did  you  ask  these  people  whether  they  would  make  the  same  offer  to  other 
stockholders  so  that  they  could  get  the  same  price  and  get  out? 

A.  No,  I  didn't. 

Q.  Did  you  ask  for  any  representation  on  the  Board  of  Directors,  the  new 

Board? 

A.  No,  I  didn't  want  it. 

Q.  Did  you  get  any  agreement  in  writing  that  they  were  not  going  to 
change  the  nature  of  the  portfolio? 

A.  No. 

The  closing  date  for  the  contract  was  set  for  December  21,  1937."^ 
Prior  thereto  Paine,  Webber  &  Co.  had  agreed  to  advance  to  Mr. 
Solomont  $310,000."«  Of  this  amount,  $270,000  was  to  constitute 
an  advance  cash  payment  on  21,500  shares  of  beneficial  interest  in 
New  England  Fund,  which  were  owned  by  Insuranshares  Corpora- 
tion of  Delaware."^  Paine,  Webber  &  Co.  were  informed  that  these 
shares  were  to  be  liquidated  for  the  account  of  Insuranshares  Corpo- 
ration of  Delaware  and  the  proceeds  were  to  be  invested  in  "a  Ca- 
nadian  investment   company."  *-°     The   balance   of   $40,000,   to   the 

*wThis  was  not  done.  However,  on  December  16,  1937,  five  days  before  the  closing  of 
the  contract  for  the  sale  of  control  of  Insuranshares  Coi-poration  of  Delaware,  the  board 
of  directors  of  that  corporation,  all  of  whom  were  either  the  owners  or  represented  the 
owners  of  the  stock  which  was  to  be  sold  to  the  Northern  Fiscal  group,  "authorized  the 
New  England  Fund  to  transfer  certificates  of  beneficial  interest  of  said  New  England  Fund 
standing  in  the  name  of  Insuranshai-es  Corporation  of  Delaware  and  aggregating  21,500 
shares  to  S.  Leo  Solomont,"  and  "further  that  they  shall  not  be  placed  in  the  name  of 
S.  -Leo  Solomont  until  he  is  duly  elected  and  qualified  as  treasurer"  of  Insuranshares  Cor- 
poration of  Delaware.  (Id.,  Commission's  Exhibit  No.  52.)  As  will  be  seen  infra,  the  New 
England  Fund  shares  were  used  by  the  Northern  Fiscal  group  to  derive  the  major  part  of 
the  funds  necessary  to  purchase  control  of  Insuranshares  Corporation  of  Delaware. 

41"  See  supra,  p.  443. 

"»  Op  cit.  supra,  note  1,  at  1113-4. 

*"  Id.,  Commission's  Exhibit  No.  53. 

«s  Id.,  at  350-1. 

"9  Id.,  at  351-3.  Mr.  Paine  testified  that  he  could  not  consider  the  investment  in  New 
England  Fund  as  collateral  for  a  loan  since  it  was  not  listed  security.  He  suggested  to 
Mr.  Solomont  that  the  board  of  directors  of  Insuranshares  Corporation  of  Delaware  author- 
ize the  liquidation  of  this  stock.  The  transfer  of  the  shares  in  New  England  Fund  to 
Paine.  Webber  &  Co.  therefore  constituted  merely  a  transfer  for  the  purposes  of  their  sale 
on  behalf  of  Insuranshares  Corporation  of  Delaware.     (Id.,  at  352.) 

In  order  to  have  these  shares  in  projjer  negotiable  form,  the  board  of  directors  repre- 
senting the  old  management,  on  December  16.  1937.  provided  that  the  21,500  shares  of 
beneficial  interest  in  New  England  Fund  be  placed  in  the  name  of  S.  Leo  Solomont  as  soon 
as  he  was  elected  and  qualified  as  treasurer  of  Insuranshares  Corporation  of  Delaware.  (Id., 
at  1109-11.) 

*«>  Id.,  at  1701-2. 
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knowledge  of  Paine,  Webber  &  Co.,  was  to  constitute  a  loan  to  be 
secui-ed  by  "other  securities"  of  Insuranshares  Corporation  of  Dela- 
ware as  collateral.^-'^ 

On  December  21,  1937  checks  of  Paine,  Webber  &  Co.  totaling 
$310,000  were  made  payable  to  Mr.  Blair  and  the  other  sellers  of  the 
stock  of  Insuranshares  Corporation,  of  Delaware."-  Immediately 
upon  the  payment  for  this  stock,  the  representatives  of  the  old  man- 
agement resigned,  in  accordance  with  the  terms  of  the  contract  of 
sale,  and  the  nominees  of  the  Northern  Fiscal  group  were  placed  on 
the  board.*-^  The  new  board  of  directors  of  Insuranshares  Corpora- 
tion of  Delaware,  using  the  same  technique  employed  by  the  Fiscal 
Management  grouj)  (with  whom  Messrs.  Solomont,  Robb.  and  Morris 
had  been  associated)  in  connection  with  their  acquisition  of  control 
of  investment  companies,  immediately  caused  that  investment  com- 
pany to  purchase  5,000  shares  of  preferred  stock  of  Northern  Fiscal 
Corjporation,  Ltd.,  the  personal  company  of  Messrs.  Solomont,  Robb, 
and  Morris  at  $100  per  share  for  a  total  of  $500,000  from  Arthur 
Quint,  a  representative  of  S.  Leo  Solomont.*-*  Portfolio  securities 
of  Insuranshares  Corporation,  valued  at  $500,000,  including  the  New 
England  Fund  shares,  were  turned  over  to  Mr.  Quint,  as  considera- 
tion for  the  5,000  shares  of  preferred  stock  of  Northern  Fiscal  Cor- 
poration, Ltd.,*-^  sold  to  Insuranshares  Corporation  of  Delaware. 

Mr.  Quint  immediately  assigned  these  portfolio  securities  to  Messrs. 
Solomont  and  Robb  with  the  clirection  that  they  liquidate  these  securi- 
ties, retain  $310,000  which  constituted  the  amount  of  the  advance 
made  by  Paine,  Webber  &  Co..  and  return  the  balance  to  Northern 
Fiscal  Corporation,  Ltd.*-**  These  portfolio  securities  were  removed 
on  December  21,  1937  from  the  vault  of  Insuranshares  Corporation 
of  Delaware  and  were  transferred  to  Paine.  Webber  &  Co.  for  the 
account  of  Insuranshares  Corporation  of  Delaware  in  the  name  of 
Solomont  and  Robb.*-" 

Paine,  Webber  &  Co.  liquidated  these  securities,  deducted  its 
$310,000  advance  and  transmitted  a  balance  of  $152,321.40  to  Northern 


^-^Id.,  at  351—3.  These  "other  securities"  were  already  in  marketable  form.  (Id.,  at 
1111.)  The  contract  had  permitted  the  new  management  between  December  15  and 
December  21,  1937,  to  check  the  portfolio  securities  of  the  investment  company  and  pro- 
vided that  these  securities  be  in  bearer  form.      (Id.,  Commission's  Exhibit  No.  53.) 

*'^  Id.,  Commission's  Exhibits  Nos.  49  and  53. 

<=•'•  The  new  officers  and  directors  were  Ralph  H.  Robb,  S.  Leo  Solomont,  Harold  J.  Tracy, 
D.  C.  Morgan,  Thomas  F.  Stanton,  Thomas  W.  Morris,  and  Arthur  Quint.  Mr.  Robb  was 
elected  president  of  the  company  and  Mr.  Solomont  was  elected  treasurer.  (Id.,  Commis- 
sion's Exhibit  No.  52.) 

"*  Mr.  Solomont  and  his  associates  had  organized  Northern  Fiscal  Corporation,  Ltd..  in 
Canada  on  December  14,  1937,  as  a  personal  holding  company,  of  which  S.  Leo  Solomont 
was  president,  Ralph  H.  Robb  was  vice  president,  and  Thomas  W.  Morris  was  treasurer. 
Ten  thousand  shares  of  common  stock  were  authorized,  of  which  9,997  shares  were  issued 
to  Priscilla  French,  who  was  an  employee  of  Messrs.  Morris  and  Robb,  in  consideration  for 
3,000  shares  of  Amm  Gold  Mines,  Ltd.,  6,000  shares  of  Cook  Lake  Gold  Mines,  Ltd.,  and 
$1,000  in  cash.  (Id.,  Commission's  Exhibit  No.  54.)  The  remaining  three  shares  of  com- 
mon stock  were  issued  to  Messrs.  Solomont,  Robb,  and  Morris. 

*-'^  Id.,  Commission's  Exhibit  No.  48. 

^^  Ibid. 

*^"  Id.,  Commission's  Exhibits  Nos.  48  and  50. 
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Fiscal  Corporation,  Ltd.^^s  In  addition  to  this  $152,321.40,  as  lias 
been  stated,  the  78,260  shares  of  Insuranshares  Corporation  of  Dela- 
ware common  stock  were  also  transferred  to  Northern  Fiscal  Corpo- 
ration, Ltd.,  by  Messrs.  Eobb,  Morris,  and  Solomont,  as  consideration 
for  the  sale  of  5,000  shares  of  its  own  preferred  stock  to  Insuranshares 
Corporation  of  Delaware.*^'' 

To  sum  up  the  transaction,  portfolio  securities  of  Insuranshares 
Corporation  of  Delaware,  valued  at  $500,000,  were  liquidated  and 
$310,000  of  the  proceeds  were  used  by  the  Northern  Fiscal  group  to 
acquire  control  of  Insuranshares  Corporation  of  Delaware.  In  place 
of  these  liquid  portfolio  securities,  valued  at  $500,000,  thus  removed 
by  the  Northern  Fiscal  group,  Insuranshares  Corporation  of  Dela- 
ware held  5,000  shares  of  the  preferred  stock  of  Northern  Fiscal 
Corporation,  Ltd.  This  preferred  stock  of  Northern  Fiscal  Corpo- 
ration, Ltd.,  held  by  Insuranshares  Corporation  of  Delaware  repre- 
sented an  interest  in  a  corporation  which  held,  in  turn,  78,260  shares 
or  28%  of  Insuranshares  Corporation  of  Delaware's  common  stock, 
$152,321  in  cash,  and  various  Canadian  mining  stocks  of  uncertain 
value.*^°  At  the  conclusion  of  these  transactions,  the  portfolio  of 
Insuranshares  Corporation  of  Delaware  consisted  only  of  its  holdings 
of  the  preferred  stock  of  Northern  Fiscal  Corporation,  Ltd.,  which 
had  no  market,  and  certain  other  unmarketable  blocks  of  securities 
of  insurance  companies  and  other  companies  which  had  been 
acquired  by  Insuranshares  Corporation  of  Delaware  from  Insurance 
Equities  Corporation  during  the  period  of  the  latter's  control  and 
management  of  Insuranshares  Corporation  of  Delaware. 

Thus,  within  a  space  of  five  years,  from  1932  to  1937,  the  stock- 
holders of  Insuranshares  Corporation  of  Delaware  suffered  a  loss  of 
practically  their  entire  investment  in  the  company  as  the  result  of  the 
transfer  of  its  control  to  Insurance  Equities  Corporation  and  there- 
after to  Northern  Fiscal  Corporation,  Ltd.  In  each  case  the  new  con- 
trolling interests  paid  for  their  control  by  the  use  of  the  investment 

*=s  Francis  Xavier  Mancuso,  a  former  judge  of  the  Court  of  General  Sessions  of  the 
County  of  New  York,  and  Lorimer  A.  Davidson  received  $15,000  as  "commissions"  for 
effecting  this  transaction.  (Id.,  Commission's  Exhibit  No.  89.)  Upon  the  consummation  of 
the  transaction  Messrs.  Mancuso  and  Davidson  received  §7,500  in  cash.  (Id.,  at  791.)  Two 
days  after  the  closing  of  the  contract  on  December  23,  1937,  Messrs.  Mancuso  and  Davidson 
received  the  balance  in  the  form  of  a  telegraphic  postal  money  order.  (Id.,  at  792.)  Mr. 
Mancuso  denied  that  there  was  anything  unusual  in  this  practice.  He  testified  (id.,  at 
792)  : 

Q.   Let  me  understand,  when  you  say  cash,  do  you  mean  dollars? 
A.   Currency,    actual    cash.     There    were    one-hundred-dollar    bills — no,    there   were 
several  five-hundred-dollar  bills  and  one-hundred-dollar  bills. 

Q.  And   the   second   seventy-flve   hundred   dollars   you   got   in   a   money   order ;    is 
that  it? 

A.   Western  Union  Telegraph  Company. 

Q.  Didn't  it  seem  strange  to  you,  Judge,  that  you  were  being  paid  in  cash  and  not 
by  check  ;  did  you  give  these  people  a  receipt  for  this  seventy-five  hundred  dollars  ? 
A.   I  think  we  did.     There  was  nothing  strange.     As  a  matter  of  fact,  I  understand 
that  is  the  usual  way  brokers  in  those  deals  are  paid,  in  cash. 
Q.   By  hundred-dollar  bills? 
A.  Five-hundred  and  one-hundred  bills. 
However,   when  Mr.   Mancuso  received  a  commission  from  the  same  individuals  for  a 
subsequent  transaction  involving  the  acquisition  of  control  of  another  investment  company, 
he  was  paid  by  check.      (See  infra,  p.  452,  note  456.)      This  change  in  procedure  did  not, 
however,  arouse  Mr.  Mancuso's  suspicions. 

*29  Op.   cit.    supra,   note   1,   Commission's  Exhibit   No.    54.     In   addition.   Northern   Fiscal 
Corporation,  Ltd.,  received  an  assignment  of  an  oil  and  gas  lease  consisting  of  about  127 
acres  on  the  G.  Anderson  survey  in  Texas.     (Ibid.) 
*3o  See  supra,  pp.  445-6. 
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company's  own  assets.     Mr.  Blair,  when  examined  on  that  phase  of  the 
company's  history,  testified :  *^^ 

Q.  And  do  the  things  that  have  transpired  in  the  last  couple  of  months  kind 
of  remind  you  of  the  things  that  transpired  in  that  corporation  in  1932? 

A.  The  only  difference  is  in  the  size. 

Q.  And  the  difference  in  the  name;  isn't  that  so? 

A.  Yes. 

Q.  Instead  of  Northern  Fiscal  Corporation,  Ltd.,  that  you  have  now,  all  you 
have  to  do  is  substitute  the  name  Insurance  Equities  Corporation,  and  you  have 
precisely  the  same  picture  in  1932. 

A.  And  other  subordinate  corporations  that  followed  that. 


Q.  The  Northern  Fiscal  Corporation  sold  Insuranshares  Corporation  of  Dela- 
ware only  .$500,000  of  its  own  stock,  and  in  1932  Insurance  Equities  Corporation 
sold  Insuranshares  Corporation  of  Delaware  $600,000  of  its  own  stock. 

A.  $&50,000. 


Q.  They  made  a  loan  to  make  the  initial  down  payment  on  the  contract  and 
then  they  went  in  and  sold  Insurance  Equities  Corporation  stock  to  Insuranshares 
Corporation  of  Delaware  and  paid  off  the  loan  with  the  bank ;  isn't  that  so? 

A.  They  took  out  of  the  portfolio  of  Insuranshares  Corporation  of  Delaware — 
they  took  out  enough  good  securities  to  turn  it  over  to  the  bank  and  gave  them 
carte  blanche  to  sell  them  and  pay  them. 

Q.  In  the  case  of  the  sale  of  control  of  Insuranshares  Corporation  of  Dela- 
ware in  1938,  there  was  an  assignment  to  Robb-Morris-Solomont  to  sell  enough 
securities  to  pay  the  $300,000? 

A.  Yes. 


Q.  And  you  know  that  Insurance  Equities  Corporation  which  sold  the  insur- 
ance stocks  to  Insuranshares  Corporation  of  Delaware — that  Insurance  Equities 
Corporation  was  Cohen  and  Barnes ;  isn't  that  so? 

A.  Practically. 

Q.  Now,  that  Insurance  Equities  Corporation  corresponds  to  the  Northern 
Fiscal  Corporation,  Ltd.,  which  was  the  holding  company  that  they  organized 
specifically  for  the  transaction;  isn't  that  so? 

A.  I  think  it  was. 

On  June  15,  1938,  Insuranshares  Corporation  of  Delaware  was 
placed  in  receivership.  ^^- 

3.  ACQUISITION  OF  CONTROL  OF  BOND  AND  SHARE 
TRADING  CORPORATION 

After  assisting  Messrs.  Solomont,  Robb,  and  Morris  in  their  acqui- 
sition of  control  of  Insuranshares  Corporation  of  Delaware,  Francis 
X.  Mancuso  and  Lorimer  A.  Davidson  continued  their  activities  as 
"finders"  of  investment  companies  on  behalf  of  the  Northern  Fiscal 
group.     These  "finders"  testified  that  they  had  sought,  but  without 

i>^Op.  cit.  supra,  note  1,  at  1053-4,  1058-9,  1064. 

*'2  On  June  15,  1938,  a  custodial  receiver  was  appointed  on  the  petition  of  a  stockholder 
to  protect  the  company's  assets  against  further  depletion  by  the  Northern  Fiscal  group. 
(The  Neic  York  Times,  .Tune  16,  1938,  p.  33.) 
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success,  to  interest  Messrs.  Morris,  Robb,  and  Solomont  in  the  pur- 
chase of  Investors  Syndicate  of  Minneapolis,  Minnesota,*^^  and 
Utility  Equities  Corporation.*^*  However,  in  the  early  part  of  Jan- 
uary 1938,  Messrs.  Mancusco  and  Davidson  recommended  to  the  North- 
ern Fiscal  group  the  purchase  of  control  of  Bond  and  Share  Trading 
Corporation,  an  investment  company  of  the  general  management 
type. 

Bond  and  Share  Trading  Corporation,  incorporated  in  Nevada  on 
July  20,  1932,  had  been  sponsored  by  C.  F.  Coombs,  Frank  V.  Erwin, 
and  William  A.  Gutekunst.*^^  The  authorized  capital  structure  of 
the  company  consisted  of  200,000  shares  of  preferred  stock  with  a 
$25  par  value,  500,000  shares  of  Class  A  no  par  common  stock,  and 
500,000  shares  Class  B  no  par  common  stock.  Although  both  Class  A 
and  Class  B  stock  had  voting  rights,  the  Class  A  stock  as  a  class  was 
entitled  to  one  and  one-half  times  the  number  of  votes  of  the  out- 
standing B  stock.*^" 

Bond  and  Share  Trading  Corporation  had  raised  a  total  of  $435,475 
through  the  sale  of  its  own  securities.*"  Of  this  amount,  $122,649 
had  been  returned  to  the  stockholders  by  way  of  dividends  and  repur- 
chases by  the  investment  company  of  its  own  outstanding  securities, 
so  that  the  net  capital  contributed  to  the  company  was  $312,825.*^^ 
As  at  January  1938  when  negotiations  were  commenced  on  behalf 
of  the  Northern  Fiscal  group  for  the  acquisition  of  control  of  Bond 
and  Share  Trading  Corporation,  the  assets  of  the  investment  com- 
pany were  $231,915,*^^  and  there  were  outstanding  2,292  shares  of 
preferred  stock,  71,661  shares  of  Class  A  common  stock,  and  302,400 
shares  of  Class  B  common  stock.***^ 

On  January  7,  1938  Mr.  Gutekunst  and  his  associates  contracted 
to  sell  to  Insuranshares  Corporation  of  Delaware,  which  was  con- 
trolled at  this  time  by  the  Northern  Fiscal  group,  36,000  shares  of 
Class  A  common  stock  and  302,400  shares  of  the  Class  B  common 
stock  of  Bond  and  Share  Trading  Corporation  for  $153,500.*"  The 
contract  provided  that  the  members  of  the  old  board  of  directors 
would  resign  and  that  their  places  would  be  taken  by  nominees  of  the 
new  management.**-  In  addition,  representatives  of  the  new  man- 
agement were  to  be  given  an  opportunity  during  the  period  prior 
to  the  consummation  of  the  contract  to  check  the  securities  in  the 
portfolio  of  Bond  and  Share  Trading  Corporation.**^ 

Simultaneously,  Mr.  Gutekunst  entered  into  a  "separate  agreement" 
with  the  Northern  Fiscal  group,  which  provided  that,  immediately 
upon  the  consummation  of  the  contract  for  the  sale  of  control  of  Bond 
and  Share  Trading  Corporation,  the  new  management  was  to  sell 

«3  Op.  cit.  supra,  note  1,  at  805-6,  814-20. 
«*  Id.,  at  803-4,  823. 

**5  Id.,  at  1117.     Messrs.   Coombs,  Enviu.   and  Gutekunst  bad  been  associated  with  the 
United  Founders  Corporation  group,  Messrs.  Coombs  and  Erwin  in  the  capacity  of  sponsors. 
^^  Moody's  Manual  of  Inicsi ineiits.  Baiiki.  rtc,  l".i-">7.  at  2262. 
*"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  64. 
«^s  Ibid. 

^  Id.,  Commission's  Exhibit  No.  103. 
^^°  Id.,  Commission's  Exhibit  No.  102. 
**^  Id.,  Commission's  Exhibit  No.  103. 
"'-  Id.,  Commission's  Exhibit  No.'  102. 
**3  Ibid. 
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to  Mr.  Gutekiiiist  portfolio  securities  of  that  company  valued  at 
$131,000.*" 

On  January  8, 1938,  the  closing  date  of  the  contract,  Northern  Fiscal 
Corporation,  Ltd.,  the  personal  holdino;  company  of  Messrs.  Solomont, 
Robb,  and  Morris,''*^  issued  an  uncertified  check  for  $131,000  to  the 
order  of  Insuranshares  Corporation  of  Dela^yare.**"  Insuranshares 
Corporation  of  Delaware  endorsed  the  check  over  to  Mr.  Gutekunst 
in  part  payment  for  the  control  block  of  stock  of  Bond  and  Share 
Trading-  Corporation.**'  Although  ostensibly  this  control  block  of 
stock  of  Bond  and  Share  Trading  Corporation  was  purchased  on 
behalf  of  Insuranshares  Corporation  of  Delaware,  actually  Northern 
Fiscal  Corporation,  Ltd.  was  the  principal  in  this  transaction  and 
acquired  the  control  block  of  stock  of  Bond  and  Share  Trading 
Corporation.**® 

As  part  of  the  same  transaction,**^  representatives  of  the  Northern 
Fiscal  group  were  elected,  "just  for  purposes  of  the  closing,"  *®°  as 
directors  of  Bond  and  Share  Trading  Corporation  to  replace  the  old 
management. *^^  They  immediately  authorized  the  sale  of  $131,000 
worth  of  the  liquid  portfolio  securities  of  Bond  and  Share  Trading 
Corporation  to  Mr.  Gutekunst,*^-  pursuant  to  the  ''separate  under- 
standing" entered  into  between  the  Northern  Fiscal  group  and  Mr. 
Gutekunst.  Mr.  Gutekunst  paid  for  these  securities  by  endorsing  over 
to  Bond  and  Share  Trading  Corporation  the  uncertified  check  of 
$131,000  which  he  and  his  associates  had  received  in  payment  for  their 
control  block  of  stock  in  Bond  and  Share  Trading  Corporation.*^^ 

«*Id.,  at  1121. 
*•*  See  note  424,  supra. 

""Op.  cit.  supra,  note  1,  at  1127-1128.  Mr.  Gutekunst  testified  as  follows  with  respect 
to  the  use  of  the  uncertified  check   (id.,  at  1129)  : 

Q.  I  say,  was  the  reason  why  you  didn"t  insist  on  certification  of  this  check  because 
you  didn't  expect  that  you  would  hold  onto  the  check  very  long? 

A.   Well,   I   believe  that  there  was  a   distinct  possibility  that  we  would  be  buying 
securities  in  view  of  the  fact  that  in  the  Insuranshares  of  Delaware  they  insisted  that 
the  securities  they  sold  were  frozen  and  could  not  be  liquidated  otherwise. 
"'  Id.,  at  1128.     In  addition,  $22,000  in  cash  was  paid  for  the  balance,  of  which  $10,000 
Was  returned  immediately  to  the  corporation  in  payment  for  the  purchase  of  stamps  to 
cover  the  transfer.     (Id.,  at  1130.) 
■"*  Id.,  Commission's  Exhibit  No.  52. 
«»Mr.  Gutekunst  testified  (id.,  at  1124)  : 

Q.  Now  had  you  received  your  check  prior  to  your  resignation? 

A.  Everything  was  more  or  less  put  on  the  table  and  they  were  going  over  the 
accounting — that  is,  the  counting  of  securities  and  the  inspection  of  the  money,  and 
the  cash  and  checks  and  that  sort  of  thing  while  this  transaction  period  was  on. 

^"'Id.,  at  1123. 

451  These  directors,  Richard  .1.  McReady,  Abraham  C.  Wolf,  and  .Tohn  S.  Mead,  acted  as 
directors  for  this  one  meeting  held  on  January  8,  1938.  (Id.,  at  1122-7.)  Mr.  Gutekunst 
testified    (id.,  at  1131)  : 

Q.  Were  you  at  all  suspicious  at  the  time  that  this  closing  took  place  and  these 
three  men  came  out  of  nowhere  and  were  supposed  to  go  on  the  board  for  just  the 
duration  of  a  meeting? 

A.  I  didn't  like  it,'  but  it  seemed  to  me  that  those  things  had  happened  before.  It 
seemed  to  me  that  some  time,  a  great  many  years  ago,  that  I  had  been  on  the  board 
for  a  very  short  time  and  I  never  could  see  the  reason  for  it  and  don't  yet.  I  didn't 
like  it  and  so  said. 

^■'^M.,  Commission's  Exhibit  No.  103.  These  shares  included  21,000  shares  of  the 
Class  A  stock  of  St.  Joe  Consolidated  Mines  Company,  95.000  shares  of  the  common  stock  of 
St.  Joe  Consolidated  Mines  Company,  14,300  shares  of  Gold  Circle  Consolidated  Mines,  7,000 
shares  Como  Mines.  3.200  shares  of  Class  A  Hendrick  Hudson  Distilling  Co..  3,400  shares  of 
the  common  stock  of  Hendrick  Hudson  Distilling  Co..  262  shai'es  of  Trembler  Oil  Co.,  5,000 
shares  of  California  Standard  Gold  Mines  Corporation,  and  9.000  shares  of  Salt  Dome  Oil 
Corporation. 

**»  Id.,  at  1128-30  and  Commissions  Exhibit  No.  103. 
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As  a  result,  the  uncertified  check  of  Northern  Fiscal  Corporation,  Ltd., 
for  the  amount  of  $131,000  became  part  of  the  assets  of  Bond  and  Share 
Trading  Corporation.  In  substance,  therefore,  Messrs.  Erwin  and 
Gutekunst  received  for  their  block  of  Bond  and  Share  Trading  Cor- 
poration Class  A  common  stock  and  Class  B  common  stock  one-half 
of  the  portfolio  securities  in  kind  of  the  Bond  and  Share  Trading 
Corporation,  the  investment  company  which  they  had  sponsored, 
managed,  and  controlled. 

At  the  same  time  the  new  board  of  directors  of  Bond  and  Share 
Trading  Corporation  authorized  the  purchase  of  1,750  shares  of  the 
preferred  stock  of  Northern  Fiscal  Corporation,  Ltd.  from  Insuran- 
shares  Corporation  of  Delaware  for  $175,000.*®*  To  meet  this  payment, 
Bond  and  Share  Trading  Corporation  turned  over  the  same  check  for 
$131,000  to  Insuranshares  Corporation  of  Delaware,  together  with  a 
cash  payment  of  $44,000,  which  it  derived  by  liquidating  some  of  its 
portfolio  securities.  Thus  Bond  and  Share  Trading  Corporation  held 
the  1,750  shares  of  the  preferred  stock  of  Northern  Fiscal  Corporation, 
Ltd.,  and  Insuranshares  Corporation  of  Delaware  again  held  the 
uncertified  check  of  Northern  Fiscal  Corporation,  Ltd.  for  $131,000 
and  also  $44,000  in  cash. 

On  the  same  date,  January  8,  1938,  Insuranshares  Corporation  of 
Delaware  transmitted  the  $175,000  to  Northern  Fiscal  Corporation, 
Ltd.,  for  the  36,000  shares  of  the  Class  A  stock  and  302,400  shares  of 
the  Class  B  stock  of  Bond  and  Share  Trading  Corporation  which 
Insuranshares  of  Delaware  acquired  from  Northern  Fiscal  Corpora- 
tion, Ltd.*^"  In  this  manner  Northern  Fiscal  Corporation,  Ltd. 
received  its  own  uncertified  check  for  $131,000  and,  in  addition, 
$44,000  in  cash. 

Northern  Fiscal  Corporation,  Ltd.  thus  derived  a  profit  of  $22,000 
on  the  transactions,  since  $153,500  had  originally  been  paid  to  Mr. 
Gutekunst  and  his  associates  for  the  control  block  of  stock  of  Bond  and 
Share  Trading  Corporation.^^^ 

Moreover,  the  Northern  Fiscal  group,  which  controlled  Insuran- 
shares Corporation  of  Delaware,  owning  at  this  time  the  control  block 
of  stock  of  Bond  and  Share  Trading  Corporation,  had  acquired  a 
second  investment  company  without  any  expenditure  of  their  own 
funds.  This  had  been  made  possible  in  large  measure  through  the 
vehicle  of  the  uncertified  check  for  $131,000  issued  by  Northern  Fiscal 
Corpora!tion,  Ltd.,  which  never  cleared  through  any  bank,  and  which 
was  ultimately  returned  to  Northern  Fiscal  Corporation,  Ltd.     Mr. 

*=*  Id.,  Commission's  Exhibit  No.  52  and  Commission's  Exhibit  No.  103. 

*'^  Id.,  Commission's  Exhibit  No.  52. 

4^  See  supra,  pp.  450-1.  Messrs.  Mancuso  and  Davidson  received  $5,000  as  commissions 
for  effecting  the  purchase  of  Bond  and  Share  Trading  Corporation.  Mr.  Mancuso  testified 
(id.,  at  799-800)  : 

Q.  Did  you  get  the  $5,000  commission? 

^  *  *  *  ^g  asked  for  our  commission  and  they  told  us — Morris  told  us  to  go 
to  the  oflBces  of  Insuranshares.  We  went  there  and  there  was  a  check  given  to  us 
for  the  sum  of  $5,000. 

Q.  Drawn  by  whom? 

A.  Well,  now,  there  were  two  names — signatures  appearing 

Q.  Was  it  an  Insuranshares  check  ? 

A.  No,  no  ;  it  was  a  Canadian  bank  check,  that  is  my  recollection. 

Q.  Go  on. 

A.  My  recollection  is  that  it  was  signed  by  Morris  and  by  Solomont. 

Q.  Do  you  remember  the  name  of  Northern  Fiscal  on  the  check? 

A.  I  could  not  say  with  definiteness. 
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Giitekunst  admitted,  in  view  of  this  transaction,  that  he  had  erred 
in  transferring  control  of  Bond  and  Share  Trading  Corporation  to 
the  Northern  Fiscal  group.     He  testified :  "*" 

Q.  I  asked  you,  in  view  of  tlie  circumstances  that  developed  at  the  closing, 
in  view  of  the  fact  that  the  check  was  not  certified,  in  view  of  the  fact  that 
three  new  men  were  introduced  at  the  closing  and  were  stated  to  be  there  only 
for  the  purpose  of  that  one  meeting,  and  in  view  of  the  fact  that  there  was 
no  further  explanation  given,  although  you  asked  for  it,  and  in  view  of  the 
fact  that  the  controlling  system  that  you  purchased  from  them  out  of  the 
portfolio  of  Bond  and  Share  Trading  Corporation,  and  in  view  of  the  fact 
that  the  check  was  a  Canadian  check  made  out  by  Insuranshares  and  endorsed 
by  them  to  you,  did  you  think  you  did  right  in  going  ahead  with  the  trans- 
action? 

A.  It  seemed  so  at  the  time. 

Q.  Does  it  now? 

A.  Of  course,  with  the  information  we  have  on  hand  now,  of  course  it  doesn't. 
It  would  seem  quite  the  opposite. 

Bond  and  Share  Trading  Corporation  held,  as  a  result  of  the 
transactions,  1,750  shares  of  the  preferred  stock  of  Northern  Fiscal 
Corporation,  Ltd.  in  place  of  liquid  portfolio  securities  valued  at 
$175,000.  This  preferred  stock  of  Northern  Fiscal  Corporation,  Ltd., 
represented  an  interest  in  a  company  whose  assets  consisted  practi- 
cally only  of  a  minority  block  of  the  common  stock  of  Insuranshares 
Corporation  of  Delaware.  The  substantial  part  of  the  assets  of  In- 
suranshares Corporation  of  Delaware  consisted  of  its  holdings  of  the 
control  block  of  stock  of  Bond  and  Share  Trading  Corporation  and 
3,250  shares  of  the  preferred  stock  in  Northern  Fiscal  Corporation, 
Ltd.  It  will  be  recalled  that  on  June  15,  1938,  Insuranshares  Cor- 
poration of  Delaware  was  placed  in  receivership.*^® 

4.  ACQUISITION  OF  CONTROL  OF  BURCO,  INC. 

After  the  acquisition  of  control  of  Bond  and  Share  Trading  Cor- 
poration, the  Northern  Fiscal  group  in  March  1938  directed  their 
attention  to  the  acquisition  of  control  of  Burco,  Inc.,  an  investment 
company  of  the  general  management  type,  organized  by  George  H. 
Burr  &  Co.  under  the  laws  of  Delaware  on  September  13,  1929. 

The  capitalization  of  Burco,  Inc.  consisted  of  $3  cumulative  pre- 
ferred stock  entitled  upon  liquidation  to  $50  and  a  no  par  common 
stock  which  had  the  sole  voting  power.*^^  In  September  1929  75,000 
shares  of  the  preferred  stock  and  75,000  shares  of  the  common  stock 
were  sold  to  the  public,  for  proceeds  to  the  investment  company  of 
$4,500,000.*^°  At  the  same  time  George  H.  Burr  &  Co.,  the  sponsors 
of  the  company,  purchased  1,000,000  shares  of  its  common  stock  for 
$1,000,000.*«^ 

1=7  Id.,  at  1133. 

*^  See  note  432,  supra. 

*«'  The  preferred  stock  was  entitled  to  one  vote  per  share  in  the  event  of  default  in 
payment  of  four  successive  quarterly  dividend  payments.  (Id.,  Commission's  Exhibit  No.  92, 
Pt.  I  [Exhibit  A-1  at  8].) 

^oid..  Commission's  Exhibit  No.  92,  Pt.  I  (Exhibit  E). 

«i  Ibid. 
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Between  1929  and  1938,  Burco,  Inc.  had  returned  to  its  security 
holders  by  way  of  repurchases  and  dividends  a  total  of  $3,207,393.*''2 
As  at  March  1,  1938,  therefore,  the  net  capital  contributed  to  the 
company  was  approximately  $2,300,000.  However,  at  that  date  the 
assets  of  the  company  had  a  market  value  of  approximately 
$1,250,000,  so  that  the  company  during  this  period  of  its  opera- 
tions had  suffered  a  realized  and  unrealized  loss  of  approximately 
$1,000,000.*«3 

As  at  March  1,  1938,  Burco,  Inc.,  had  outstanding  29,745  shares  of 
preferred  stock  entitled  on  any  liquidation  of  the  compan}^  to  $50  per 
share  or  to  an  aggregate  preference  in  assets  before  the  common-stock 
holders  of  $1,487,250.  In  addition,  94,405  shares  of  common  stock 
were  outstanding.  The  then  $1,250,000  market  value  of  the  assets 
of  the  company  was  insufficient  to  meet  the  amount  to  which  the  pre- 
ferred stock  was  entitled  on  liquidation  of  the  company — the  preferred 
stock  had  an  asset  value  of  $42  per  share  and  therefore  was  "under 
water" — and  the  common  stock  had  a  minus  asset  value.  Before  the 
common  stock  of  the  company  could  acquire  any  asset  value  the  assets 
of  the  company  would  have  had  to  increase  by  approximately 
$287,000. 

At  this  time.  Carroll  E.  Gray,  Jr.  owned  36,000  shares,  or  approx- 
imately 38%  of  the  outstanding  common  stock  of  Burco,  Inc.**^*  He 
had  acquired  6,000  shares  in  the  open  market  for  a  total  of  $18,000.**^^ 
The  balance  of  30,000  shares  he  had  purchased  in  1932  from  George 
H.  Burr  for  a  total  of  $140,000.^66 

George  H.  Burr  had  been  a  partner  in  the  investment  banking 
firm  of  George  H.  Burr  &  Co.  which  had  sponsored  Burco,  Inc.  On 
January  1,  1933  this  firm  was  dissolved  and  its  good  will  was  suc- 
ceeded to  by  Burr  &  Company,  Inc.,  a  Delaware  Corporation,***" 
which  was  organized  by  Carroll  E.  Gray,  Jr.  in  February  1933.*^**® 
George  H.  Burr  remained  associated  with  this  new  firm  of  Burr  & 
Company,  Inc.*'''" 

Carroll  E.  Gray,  Jr.  became  president  and  a  director  of  Burco, 
Inc.*^"     In  March  1938,  Mr.  Gray  and  his  associates  *"^  controlled  the 

^^^  Id.,  Commission's  Exhibit  No.  64.  However,  tlie  stockholders  who  had  resold  their 
share.s  to  the  company  had  suffered  substantial  losses.  Mr.  Carroll  E.  Gray,  Jr.,  who 
became  president  of  Burco,  Inc..  in  1933,  testified  (id.,  at  897-8)  : 

Q.  That  preferred  stock,   when  it  was  retired  had  been  repurchased  at  substantial 
discounts? 

A.   Yes  ;  below  its  liquidating  value. 

Q.   So,    although   part   of   the   money   was   returned   to   the   public   in   the   form   of 
repurchases  of  preferi'ed  stock,  the  public  had  taken  a  licking-  on  that  preferred  stock 
because  it  may  have  been  repurchased  from  persons  who  bought  it  at  par  originally 
and  were  having  it  bought  back  for  them  at  less  than  par;  is  that  so? 
A.  Yes  ;  the  stock  was  bought  on  the  New  York  Curb  Exchange. 
*^  Id.,  at  850,  and  Commission's  Exhibit  No.  64. 

*'*  Id.,  at  859-60.     In  addition  he  held  approximately  250  shares  of  the  preferred  stock 
of  Burco,  Inc.      (Id.,  at  865.) 
^"^Id.,  at  845,  891. 
^«8Id.,  at  843,  845. 

^'  Id.,  Commission's  Exhibit  No.  92,  Part  I  at  3. 
^»»Id.,  at  842. 

«»  Ibid. 

''TO  Id.,  Commission's  Exhibit  No.  92,  Ft.  I. 

4T1  T^yfQ  of  the  five  directors  of  Burco,  Inc.,  were  associates  of  Mr.  Gray — George  H. 
Burr,  of  Burr  &  Company,  Inc.,  and  R.  P.  Buell,  of  the  law  firm  of  Graham,  McMahan, 
Buell  &  Knox,  attorneys  for  Burco,  Inc.,  and  Burr  &  Company.      (Id.,  at  861.) 
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company,*'-  despite  the  fact  that  Mr.  Gray  hekl  only  a  minority 
stock  interest  in  Burco,  Inc. 

In  January  1938,  when  the  Northern  Fiscal  group  commenced 
negotiations  with  Mr.  Gray  for  the  acquisition  of  control  of  Burco, 
Inc.,*^^  the  market  value  of  the  assets  of  the  company  was  "a  little 
under  a  million  dollars."  Thus  there  were  not  sufficient  assets  avail- 
able to  cover  the  preferential  value  of  the  preferred  stock  *^*  and 
the  common  stock  had  a  minus  asset  value.  As  a  consequence,  all 
of  the  assets  of  the  company  at  this  time,  in  theory,  at  least,  "be- 
longed" to  the  preferred  stockholders  of  Burco,  Inc.  Had  Burco, 
Inc.  been  liquidated  at  that  time,  the  preferred  stockholders  would 
have  received  all  of  the  company's  assets  and  the  36,000  shares  of 
the  common  stock  of  Burco,  Inc.  held  by  Mr.  Gray  would  have 
received  no  part  of  the  assets. 

Nevertheless,  despite  the  fact  that  the  common  stock  held  by  Mr. 
Gray  then  represented  no  ownership  interest  in  any  of  the  assets 
of  Burco,  Inc.,  his  possession  of  the  largest  single  block  of  the  common 
stock  gave  him  the  power  to  prevent  the  preferred  stockholders  from 
liquidating  the  company  and  obtaining  their  aliquot  interest  in  the 
assets  of  the  company ;  and  enabled  Mr.  Gray  to  transfer  the  control 
of  the  funds,  which  substantially  "belonged"  to  the  preferred  stock- 
holders, to  others  without  the  prior  knowledge  or  consent  of  these 
senior  security  holders.  As  had  been  indicated,  the  preferred  stock- 
holders, since  they  had  no  voting  power  at  that  time,  were  powerless  to 
reach  their  assets  by  dissolving  the  company.*"^  This  power  resided 
solely  in  the  common  stock  in  which,  as  has  been  stated,  Mr.  Gray  had 
the  largest  single  interest.  Moreover,  Mr.  Gray  and  the  other  common 
stock  holders  who,  because  of  their  voting  power,  controlled  the  man- 
agement of  the  company  had  been  enabled  to  ''speculate,"  *""'  as  is  the 
case  of  every  investment  company  with  senior  securities,  with  the 

<^  Id.,  at  880. 

*■''  Id.,  at  859. 

*''*  See  supra  for  analy.sis  of  value  of  preferred  stock  on  liquidation  when  the  market 
value  of  the  assets  of  the  company  was  $1,250,000. 

47^  Even  if  the  preferred  stockholders  had  possessed  the  power  to  vote  they  would  have 
been  unable  to  compel  a  dissolution  of  their  company.  The  Delaware  Corporation  law, 
under  which  Burco,  Inc.,  was  incorporated,  required  the  consent  of  the  holders  of  two- 
thirds  of  the  voting  stock  to  a  dissolution  of  a  corporation.  (Del.  Rev.  Code.  1915,  ch.  65, 
Sec.  39.)  In  January  1938  there  wei-e  outstanding  29,745  shares  of  the  preferred  stock  and 
94,405  shares  of  the  common  stock  of  Burco,  Inc.  Since  the  common  stock  had  no  asset 
value,  it  would  seem  improbable  that  any  large  number  of  the  holders  of  such  stock  would 
have  consented  to  a  dissolution  of  the  company. 

*'•'  Mr.  Gray  testified  as  follows  with  respect  to  the  investment  policy  pursued  by  him  In 
the  management  of  the  company's  assets   (op.  cit.  supra,  note  1,  at  870)  : 

Q.  You  had  operated  that  trust  generally  as  a  diversified  management  company,  is 
not  that  so? 

A.   It  had  been  operated  as  a  trade  corporation. 

Q.   You  did  not  go  into  what  we  call  special  situations,  did  you? 

A.  Very  seldom. 

Q.  You  had  marketable  securities,  and  by  trading  corporation  you  mean,  as  counter- 
distinguished  possibly  from  long-term  investment,  you  were  interested  in  trading 
profits  as  counter-distinguished  from  the  long  pull? 

A.  The  policy  of  the  corporation  was  to  operate  in  trading  profits,  constant  swings 
in  the  portfolio. 

Q.  That,  of  course,  entailed  having  listed  securities,  is  not  that  so,  or  securities 
with  a  fairly  active 

A.   Securities  that  could  be  bought  or  sold. 

Q.    Securities 

A.  Yes  ;  over-the-counter  securities  or  listed  securities. 

Q.  It  involves  over-the-counter  securities  which  had  pretty  active  over-the-counter 
market? 

A.   In  most  instances,  yes. 
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funds  contributed  to  the  enterprise  by  the  preferred  stockholders 
without  accountability  to  them  for  losses.  In  essence,  the  common 
stockholders  had  been  empowered  to  operate  Burco,  Inc.  as  a  "margin 
account,"  the  "margin"  being  supplied  by  the  funds  of  the  preferred 
stockholders.  Mr.  Gray,  when  examined  on  this  aspect  of  the  capital 
structure  of  Burco,  Inc.,  testified :  *^^ 

Q.  When  you  sat  there  with  the  common  stock  and  the  public  was  in  the  pre- 
ferred stock  and  the  balance  of  the  common — I  am  just  addressing  myself  to  the 
preferred  stockholders,  I  just  want  to  find  out  what  a  preferred  stock  really  is, 
aside  from  its  theoretical  attributes — the  effect  of  that  is  that  you  were  speculat- 
ing with  the  public's  money.     Is  that  not  so? 

A.  In  what  manner? 

Q.  Well,  in  this  manner :  When  you  come  to  analyze  what  the  preferred  stock 
really  is  and  try  to  analogize  to  a  margin  account,  the  preferred  stock  is  really 
in  the  position  of  a  broker  [in]  that  he  is  putting  up  the  fund  with  which  the 
common-stock  holder  speculates;  is  not  that  so? 

A.  That  is  so  in  any  business. 

Q.  I  am  not  unmindful  of  that. 

A.  Your  premise  is  correct. 

Q.  That  is  right,  so  that  capital  structure  which  has  senior  securities  in  it  is 
nothing  more  nor  less  than  a  margin  account  for  the  common  stockholders ;  is 
not  that  so? 

A.  No  ;  I  would  not  put  it  in  those  terms. 

Q.  Well,  you  are  not  squeamish  about  the  term  "margin  account"?  They  are 
even  recognized  by  Regulation  T,  Mr.  Gray. 

A.  I  will  say  that  the  preferred  stockholder  put  his  money  in  any  corporation 
with  the  knowledge  that  the  common  stockholder  is  going  to  manage  the  cor- 
poration. 

Q.  Well,  no ;  but  I  am  not  talking  about  managing  the  corporation.  The  pre- 
ferred stockholder  puts  up  the  money ;  is  not  that  so? 

A.  Correct. 

Q.  He  has  got  a  ceiling  on  what  his  return  can  be,  he  cannot  get  more  than  $50 
on  liquidation,  no  matter  what  the  assets  of  the  company  are. 

A.  That  is  correct. 

Q.  He  cannot  get  more  than  a  fixed  percentage  of  the  income,  is  not  that  so? 

A.  That  is  correct. 

Q.  That  is  similar  to  a  broker  putting  up  margin  for  an  account  of  his.  The 
only  thing  he  can  get  is  his  money  back. 

A.  Yes. 

Q.  And  his  interest  on  the  amount  of  money  he  loans  to  the  customer,  is  not 
that  so? 

A.  Yes. 

Q.  So  the  money  contributed  by  the  preferred  stockholder  in  that  respect,  I 
say,  was  like  the  margin  supplied  by  a  brokerage  firm  to  a  fellow  who  is  going 
to  trade  in  common  stock,  is  not  that  so?    That  is  what  you  were  doing? 

A.  No  ;  I  do  not  think  so.  You  are  drawing  an  analogy  between  floating  capital 
and  fixed  capital. 

Q.  Well,  if  anything,  the  analogy  is  stronger  because  if  that  was  a  margin 
account  when  your  account  was  under  water,  you  would  have  gotten  a  tele- 
phone call  to  put  up  more  margin. 

A.  That  is  correct. 


<"Id..  at  877-9. 
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Q.  But  in  this  case  you  did  not  even  have  to  put  up  more  money  even 
though  preferred  stock  was  under  water;  is  that  so? 

A.  Correct. 

Q.  So,  if  anything,  tliis  analogy  was  stronger.  You  were  speculating,  and 
I  am  not  being  critical  of  that,  just  analyzing  what  the  situation  is  in  an 
investment  trust  that  has  senior  securities.  The  fact  of  the  matter  is  that 
you  had  better  than  a  margin  account  because  there  was  no  broker  to  call 
you  on  the  phone  to  say,  "Mr.  Gray,  you  are  under  water,  put  up  more  money." 

A.  Correct. 

The  preferred  stockholders  of  Biirco.  Inc.  may  have  purchased  their 
securities  to  obtain  a  preference  in  the  company's  earnings  and 
in  its  assets  upon  its  dissohition.  However,  at  the  time  when  the 
preferential  rights  of  the  preferred  stockholders  became  of  impor- 
tance— that  is,  after  the  company  had  sustained  such  losses  as  to  make 
its  assets  insufficient  to  meet  the  liquidating  preference  of  the  pre- 
ferred stockholders  who  were  then  the  substantial  "owners"  of  all 
the  assets — the  preferred  stockholders  were  powerless  to  realize  such 
preferences.  At  this  point  the  common  stockholders  whose  shares 
were  without  asset  value  and  who  had  the  sole  power  to  dissolve 
the  company  had  a  pecuniary  interest  in  preserving  the  existence  of 
the  company  possibly  adverse  to  that  of  the  j)referred  stockholders. 
Mr.  Gray,  when  examined  with  reference  to  the  illusory  nature  of 
the  preferential  rights  of  the  preferred  stockholders  of  IBurco,  Inc., 
testified  as  follows :  ^^^ 

Q.  You  know  sometimes  I  wonder  what  a  bond  or  preferred  stock  means 
in  the  investment  trust  industry.  Usually  the  justification  for  the  issuance 
or  rationale  or  raison  d'etre  for  a  bond  or  preferred  stock  is  that  the  investor 
is  interested  primarily  in  the  safety  of  his  principal,  and  he  just  wants  a 
moderate  return.  Is  not  that  so?  That  is  the  underlying  philosophy  of  a 
senior  security.  The  investor  does  not  want  to  gamble,  does  not  want  to  sub- 
ject his  money  to  any  risk.  All  he  iwants  to  be  sure  of  is  when  the  time^ 
comes  when  he  can  get  his  money  back,  that  he  is  going  to  get  it,  and, 
therefore,  he  does  not  want  a  big  cut  in  the  profits.  He  is  satisfied  with  a 
moderate  return  of  5%  or  6%. 

A.  He  wants  his  principal  intact. 

Q.  His  principal  intact,  that  is  the  thing  that  is  bothering  him.  He  just 
wants  a  reasonable  return.  It  is  the  fellow  who  has  the  common  stock, 
who  is  willing  to  take  the  longer  shot  and  speculate,  and  get  the  greatest 
appreciation,    if   there   is   going    to    be   an    appreciation.     Is    not   that    so? 

A.  Yes ;  correct. 

Q.  While  the  company  is  healthy,  and  there  is  no  pathological  condition, 
and  there  is  enough  money  to  cover  the  preferred  stock,  then  of  course,  he 
does  not  have  to  be  worried  about  his  principal.     Is  not  that  so? 

A.  That  is  correct. 

Q.  The  only  time  his  preferential  position  means  anything  to  him  is  when  the 
company  has  not  sufficient  assets,  or  just  enough  to  pay  the  preferred  stock. 
When  the  company  is  going  broke,  or  has  not  sufficient  money,  there  his  prefer- 
ence is  supposed  to  mean  something.    Is  not  that  so? 

A.  That,  not  alone,  can  be  applied  to  the  assets,  because  a  great  many  preferred 
stocks  rely  to  a  great  degree  on  earning  power. 


*«Id.,  at  871-6. 
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Q.  Oil  earning  power.  I  assume  that  the  sales  point  for  selling  preferred 
stock,  or  the  thing  that  motivates  people  in  buying  preferred  and  other  senior 
securities  as  counter  distinguished  from  common  stock,  is,  "This  is  my  life  earn- 
ings. I  do  not  want  to  shoot  crap  with  this.  I  want  to  make  sure  my  principal 
comes  back  to  me,  and  therefore  I  am  willing  to  take  a  moderate  rate."  Is  not 
that  so? 

A.  Yes  ;  as  a  result  of  earning  power. 

******* 

Q.  Of  earning  power  ? 

A.  Coupled  with  principal. 

******* 

Q.  So,  during  the  normal  course  of  the  history  of  the  corporation  or  the 
investment  trust,  if  they  have  enough  money  to  cover  the  preferred,  and  have 
something  for  the  common,  then  this  preference  does  not  mean  anything.  The 
only  thing  this  preference  means  is,  he  is  getting  less  income  than  the  common- 
stock  holders. 

A.  That  is  correct. 

Q.  The  time  that  his  preferred  position  is  vital  is  when  there  is  not  enough 
money  to  pay  common  stockholders  anything ;  the  preferred  stockholder  becomes 
concerned  then  as  to  whether  his  preference  is  going  to  mean  anything.  Is  not 
that  so? 

A.  That  is  correct. 

Q.  That  was  the  situation  at  the  time  you  carried  on  tlie  negotiations  for  the 
sale  of  your  common  stock.    Is  not  that  so? 

A.  Correct. 

Q.  The  common  stock  theoretically,  if  there  was  a  liquidation,  had  no  value 
at  all,  and  here  was  the  fellow  who  had  the  preferred  stock,  who  was  sitting  with 
his  preferred  stock,  taking,  shall  I  say,  less  income  than  the  common  stock? 
Had  you  been  paying  dividend  on  your  common  stock  all  along? 

A.  In  1936. 

Q.  *  *  *  I  may  be  making  less  than  the  common  stockholders,  but  when 
the  judgment  day  comes  and  there  is  not  enough  money  to  pay  the  common 
stocks  and  preferred  stocks,  then  at  least  I  feel  I  am  going  to  get  my  principal 
back;  is  not  that  so? 

A.  Correct. 

******* 
Q.  If  his  preferred  stock  meant  anything  at  all  to  him  at  any  time,  that  is  the 
time  it  meant  something  to  him? 

A.  Not  any  more  than  any  other  time. 

*  *  *  *  *  *  * 

Q.  You  do  not  deny  that  if  at  that  time  there  was  a  liquidation  he  would 

get  every  dollar  of  the  money? 

A.  That  is  correct. 

Q.  And  the  comni'on  stockholder  would  get  nothing? 

A.  That  is  correct. 

?****** 

Q.  You  do  not  deny,  Mr.  Gray,  that  if  you  decided  that  you  thought  the  trust 
should  be  liquidated  at  that  time  that  you,  with  your  block  of  stock,  would  have 
had  that  trust  liquidated  and  turned  the  assets  over  to  the  preferred? 

A.  I  did  not  think  it  sliould  be  liquidated  at  that  time  or  any  other  time. 

Q.  I  am  not  saying  that.  I  am  just  propounding  a  hypothetical  question. 
Your  block  of  stock  would  have  played  a  material  part  in  any  attempt  to  liqui- 
date.    Is  not  that  so? 

A.  That  is  correct. 
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Mr.  Gray  conceded  in  his  testimony  that  as  the  president  and  a 
director  of  Burco,  Inc.  and  as  its  principal  common  stockholder  he 
"owed  a  duty"  to  protect  the  interests  of  the  preferred  stockholders  of 
Burco,  Inc. 

In  January  1938  Lansing  MacVickar  first  approached  Mr.  Gray  to 
determine  whether  he  would  sell  his  36,000  shares  of  the  common  stock 
of  Burco,  Inc.*'*'  Although  Mr.  Gray  refused  to  accept  the  offers  of 
Mr.  McVickar  at  this  time  on  the  ground  that  he  "was  not  dealing  with 
princijDals,  and,  secondly,  the  price  was  not  high  enough,"  ■**"  he  tes- 
tified ^^^  that  he  found  no  difficulty  in  selling  his  common  stock  in 
Burco,  Inc.,  which  carried  with  it  virtual  control  of  the  company, 
whose  assets  "belonged"  to  the  preferred  stockholders. 

Q.  You  liad  no  feeling  about  selling  your  block  of  stock,  no  diificulty  with  that 
aspect,  just  a  matter  of  price  and  whom  you  were  dealing  withV 
A.  Correct. 

Subsequently,  Mr.  MacVickar  represented  that  his  principals  in 
this  transaction  were  Messrs.  Morris  and  Robb.^®-  Mr.  Gray  agreed 
to  carry  on  negotiations  with  these  persons,  having  determined  that 
Messrs.  Morris  and  Robb  were  Boston  attorneys  with  "a  good  reputa- 
tion*" and  that  their  associate  Mr.  Solomont  was  "counsel  for  Paine, 
Webber  &  Company."  ^^^  On  February  28,  1938,  Mr.  Gray  con- 
tracted to  sell  to  Mr.  Robb  his  block  of  36,000  shares  of  the  common 
stock  of  Burco,  Inc.  for  $9  a  share,  or  a  total  of  $340,000.*'**  The 
purchase  price  exceeded  the  market  value  of  the  shares  sold  by  ap- 
jDroximately  $286,000.**^^  The  substantial  disparity  between  the  pur- 
chase price  of  this  minority  block  of  stock  in  Burco,  Inc.  and  the 
asset  value  and  the  market  value  of  such  stock  evidently  did  not  impel 
Mr.  Gray  to  investigate  fully  the  course  of  action  that  Messrs.  Robb, 
Morris,  and  Solomont  intended  to  pursue  with  respect  to  the  use 
of  the  assets  of  Burco,  Inc.  That  Mr.  Gray's  suspicions  were  aroused 
may  be  evident  from  his  following  testimony  :^^'^ 

*  *  *  I  then  asked  them  what  they  wanted  of  the  investment  trust.  They 
said  they  had  varied  interests  in  varied  companies,  that  they  felt  inflation  was 
coming,  wished  to  underwrite  securities  and  they  had  the  funds  available  to 
buy  this  trust. 

Nevertheless,  Mr.  Gray  made  no  attempt  to  verify,  by  investiga- 
tion, the  financial  resources  of  Messrs.  Robb,  Morris,  and  Solomont.**^ 
As  has  been  stated,  he  relied  primarily  on  their  "good  reputation" 
as  Boston  attorneys. 

Although  Mr.  Gray  was  disposing  only  of  a  minority  block  of  the 
common  stock  of  Burco,  Inc.,  he  agreed,  without  consulting  the 
majority  common  stockholders  whose  vote  had  elected  the  existing 

<™Id.,  at  851. 
*«»  Id.,  at  859. 
«!  Ibid. 
^«  Id.,  at  862. 
is^Id.,  at  863. 

«*Id.,  Commission's  Exhibit  No.  91. 

"^  The  market  value  of  Burco,   Inc.   common   stock  was  approximately   $1.50  per   share. 
(Id.,  at  865.) 
«»Id..  at  86.3. 
«7  Id.,  at  863. 
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directors  at  their  previous  annual  meeting,^^^  to  place  Messrs.  Kobb, 
Morris,  and  Solomont  in  control  of  the  company  by  delivering  to 
them  all  of  its  offices  and  directorships.     Mr.  Gray  testijfied :  ^^^ 

Q.  Was  it  made  a  condition  to  the  purchase  of  the  stock  from  you  that  every- 
body on  the  board  would  get  off? 

A.  Not  in  the  contract. 

Q.  But  that  was  the  talk? 

A.  General  understanding. 

Q.  And  pursuant  to  that  understanding  that  is  what  happened ;  is  not  that  so? 

A.  That  is  correct.  I  might  add  provided  the  new  directors  were  satisfactory 
to  us. 

Q.  Well,  let  me  ask  you  this :  Suppose  that  you  put  Leonard  and  Shearer 
on  and  two  days  later  Leonard  and  Shearer  resigned  and  that  put  two  other 
people  on.    There  was  nothing  you  could  do  about  it? 

A.  Nothing  on  earth. 

Q.  Nothing  on  earth?    That  was  a  possibility,  you  knew  that.     Is  not  that  so? 

A.  Always. 

1|S  ■  *  *  *  *  *  * 

Q.  *     *     *     Now  when  does  the  annual  meeting  of  Burco,  Inc.,  take  place? 
A.  Usually   in   either   November    or   December.     The   fiscal   year   ends    Sep- 
tember 30th. 
Q.  Had  the  annual  meeting  already  been  held? 

A.  Prior  to 

Q.  Just  a  short  time  before. 
A.  Several  months. 

Q.  And  those  stockholders  had  voted  for  you  and  the  rest  of  the  directors? 

A.  Correct. 

Q.  Were  satisfied  to  have  you  handle  their  money? 

A.  Correct. 

Q.  For  another  year,  at  least;  is  not  that  so? 

A.  Correct. 

Q  *  *  *  The  old  Board  could  not  be  put  out  by  the  stockholders  and  a 
new  Board  put  in  except  at  an  annual  meeting,  is  not  that  so? 

A.  Unless  directors  resigned. 

Q.  Unless  directors  resigned  and  that  "unless  directors  resigned,"  Mr.  Gray, 
was  to  cover  the  contingency  if  a  vacancy  occurred  through  sickness  or 
resignation,  et  cetera ;  is  not  that  so? 

A.  Or  unless  they  did  not  wish  in  their  own  disposition  to  resign. 

Q.  And  do  you  honestly  assert  that  it  was  really  intended  to  cover  a  situa- 
tion where  the  directors  were  going  to  bodily  pass  over  control  to  somebody 
else,  and  the  procedure  just  took  the  form  of  one  resigning,  electing  a  new 
one,  and  another  resigning  electing  a  new  one? 

A.  I  think  that  is  a  general  proctice. 


^  The  general  corporation  law  of  Delaware  permits  directors  to  resign  and  to  elect  their 
successors  between  annual  meetings  of  the  stockholders  (Del.  Rev.  Code,  1935,  Ch.  65,  Sec. 
30).  However,  some  courts  have  held  that  a  contract  by  which  minority  stockholders  agree 
to  transfer  to  the  purchasers  of  their  stock  control  of  the  directorate  or  a  participation 
in  the  management  of  the  company  whose  shares  are  sold  is  unenforceable  as  against  public 
policy.  Fennessy  v.  Ross,  90  Hun.  298,  35  N.  Y.  Supp.  868  (1895)  ;  id.,  5  App.  Div.  842, 
39  N.  Y.  Supp.  323  (App.  Div.  1st  Dept.  1896)  ;  cf.  McClure  v.  Law,  161  N.  Y.  78,  55  N.  B. 
389   (1899). 

^  Op.  cit.  supra,  note  1,  at  886-8. 
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Q.  That  is  a  general  practice.  Is  that  what  you  thought  the  articles  of 
incorporation  or  bylaws  meant  when  they  stated  that  if  there  was  a  vacancy, 
the  Board  could  fill  the  vacancy;  is  that  right? 

A.  I  was  guided  by  my  attorneys  in  that  action,  as  I  was  when  I  bought  the 
stock  originally. 

In  essence,  Mr.  Gray  was  transferring  the  funds  of  the  preferred 
stockholders  of  Burco,  Inc.,  to  the  control  of  the  Northern  Fiscal 
group.  Despite  his  conceded  fiduciary  relationship  to  the  preferred 
stockholders,  Mr.  Gray  took  no  steps  to  inform  them  or  the  majority 
common  stockholders  of  his  intention  to  transfer  control  of  their 
funds  to  others,  nor  did  he  inform  these  stockholders  of  the  per- 
sonnel of  the  new  management.  Mr.  Gray  testified  that  he  consid- 
ered such  a  procedure  "utopian" :  '^^^ 

Q.  You  made  no  public  announcement  before  you  did  it? 

A.  None. 

Q.  You  did  not  send  out  any  letters  to  the  preferred  stockholders  that  you 
contemplated  doing  it? 

A.  No. 

Q.  You  did  not  send  out  any  notices  to  the  other  common  stockholders  that 
you  contemplated  doing  it? 

A.  None. 

******  i): 

Q.  Yet  you  felt  you  owed  no  duty,  or  that  it  would  have  been,  shall  I  say, 
well,  the  new  thing  to  do,  to  say  "Mr.  Preferred  Stockholder,  I  managed  your 
money.  I  hold  the  common  stock.  I  have  been  trading  in  securities  on  your 
money.  For  reasons  best  known  to  myself  I  would  like  to  turn  over  the  man- 
agement of  this  company  to  somebody  el.se."     What  do  you  think  about  it? 

A.  I  think  it  is  Utopian. 

Q.  You  think  it  is  Utopian,  and  why?     Because  it  is  decent? 

A.  Can  you  cite  a  case,  a  similar  case  in  corporate  history? 

Q.  Well,  by  Utopian  you  do  not  mean  it  was  an  impossibility.  You  mean 
it  had  never  been  done  before  to  your  knowledge? 

A.  Correct. 

Q.  *     *     *     It  was  not  physically  impossible  for  you  to  do  it? 

A.  Not   physically   impos.sible. 

Q.  You  mean  the  mores  and  ethics,  in  your  analysis  of  corporate  and  invest- 
ment trust  finance,  is  such  that  it  is  Utopian  to  tell  the  people  whose  money 
you  are  controlling  that  you  contemplate  turning  over  the  control  of  their 
money  to  somebody  else? 

A.  No ;  I  did  not  say  that.  I  said  that  when  you  purchase  an  interest  in  a 
company  with  cash  and  administer  it  to  the  best  of  your  ability,  it  is  per- 
fectly proper  that  yoxi  should  sell  it. 

Furthermore,  although  Mr.  Gray  was  aware  of  the  fact  that  the 
investment  policies  of  Burco,  Inc.  could  be  easily  changed  by  the  new 
controlling  interests,^''^  he  accepted  only  the  oral  assurances  of  Messrs. 
Robb,  Morris,  and  Solomont  that  the  company's  existing  policy  of 
"in-and-out  trading"  in  securities  which  had  been  inaugurated  in 

*"•'  Id.,  at  876,  881-2. 

■•s"^  The  Certificate  of  Incorporation  of  Burco,  Inc.  contained  no  restrictions  on  the 
investments  which  the  management  might  make.  (Id.,  Commission's  Exhibit  No.  92,  Part  I, 
Exhibit  A.) 

153373— 40— pt.  3 31 
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1933  by  Mr.  Gray  himself  would  be  continued.*^-  Mr.  Gray  did  not 
condition  the  sale  of  his  stock  upon  the  maintenance  of  the  company^s 
existing  investment  policy.  Nor  did  he  insist  on  remaining  as  a 
director  of  the  company  in  order  to  observe  the  investment  activities 
of  the  new  group  for  the  protection  of  the  company's  preferred  stock- 
holders.    Mr.  Gray  testified :  "^^^ 

Q.  Let  me  ask  you  this  question,  Mr.  Gray — an  inyestmeut  trust  is  a  peculiar 
kind  of  corporation  in  this  respect,  is  it  not — it  is  cash,  is  it  not? 

A.  Or  the  equivalent. 

Q.  Or  the  equivalent.  It  is  not  like  a  steel  company,  vphere  you  sell  the 
fellow  bricks  and  mortars  and  if  he  vi^anted  to  walk  off  with  the  plant  he  might 
have  some  diflSculty,  although  listening  to  some  of  this  testimony  possibly  not, 
I  do  not  know.  But  from  the  very  nature  of  an  investment  trust — its  assets 
being  liquid,  either  cash  or  marketable  securities — the  chances  for  embezzle- 
ment, larceny,  or  conversion  are  greater  in  that  type  of  situation  than  it  is 
with  a  steel  company,  is  not  that  soV 

A.  That  is  correct. 

Q.  Another  thing  is  the  mobile  nature  of  the  business  of  an  investment  trust, 
the  fellow  in  the  steel  business  cannot  over  night  make  up  his  mind  to  go  into 
the  fish  business:  is  not  that  so? 

A.  Correct. 

Q.  So  that  a  stockholder  in  a  steel  company  has  some  assurance,  for  a  little 
while,  at  least,  even  if  the  control  passes,  that  he  is  going  to  be  in  the  steel 
business  and  not  any  other  kind  of  business ;  is  not  that  so? 

A.  Correct. 

Q.  That  is  not  true  of  investment  trust? 

A.  No. 

Q.  You  can  have  marketable  securities  one  day  and  the  next  day  you  find 
out  you  are  in  the  oil  business  down  in  Venezuela? 

A.  Correct. 

Q.  Yoii  were  conscious  of  all  these  things? 

A.  Certainly. 

Q.  Those  attributes  of  an  investment  trust? 

A.  Certainly. 

Q.  Now,  even  not  taking  the  extreme  case,  you  can  visualize  situations,  can 
you  not,  where  persons  might  want  to  be  interested  in  a  trading  corporation 
because  they  did  not  believe  in  long-term  investments,  but  believed  in  quick 
profits,  in-and-out  trading? 

A.  That  is  correct. 

Q.  You  could  change  the  fimdamental  nature  of  that  business  over  night  by 
changing  from  a  trading  corporation  to  a  diversified  long-pull  investment 
company? 

A.  That  is  correct. 

Q.  Now  a  person  who  bought  the  stock  in  reliance  on  that  fact  that  he  was 
buying  into  a  trading  corporation,  if  control  was  to  pass,  do  you  think  any 
duty  was  owed  to  him  to  apprise  him  of  that  fact  before  the  fundamental  nature 
of  the  business  of  the  investment  trust  was  to  be  changed? 

A.  If  you  knew  it,  yes. 


***■-■  Id.,  at  89.3-5.  Prior  to  193-3,  Mr.  Gray  testilied,  the  "trust  was  run  as  an  investing 
corporation  that  bought  shares  of  stock  in  corporations  and  sat  tight  with  very  little 
trading".     (Id.,  at  894.) 

^'  Id.,  at  882—5. 
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Q.  If  you  knew  it;  hut  you  are  also  conscious  of  the  fact  that  in  connection 
with  investment  trusts  *  *  *  there  was  no  impediment  at  all  to  such  a 
change,  was  there? 

A.  None ;  no. 

******* 

Q.  Did  you  consider  that  that  was  a  matter  of  consequence?  You  had  run 
it  as  a  trading  corporation.  People  bought  the  securities  in  reliance  that  it 
was  a  trading  corporation.     Is  not  that  so?     They  may  have? 

A.  They  may  have;  yes. 

Q.  And  people  may  have  retained  their  stock  in  reliance  that  they  were  still 
going  to  be  in  a  trading  corporation.     Is  not  that  so? 

A.  That  is  right. 

Q.  You  would  not  say,  Mr.  Gray,  that  if  you  were  going  to  change  the  funda- 
mental nature  of  tlie  investmput  trust  that  the  stockholders  should  not  be 
considered  on  that  question? 

A.  They  should  be. 

Q.  However,  when  it  came  to  the  question  of  transferring  the  power  to 
change  the  fundamental  nature,  then  you  say  that  is  "utopian"?     Is  that  right? 

A.  Correct. 

Q.  Now,  did  you  get  any  written  provision  in  the  agreement  to  the  effect  that 
they  would  maintain  the  same  policy,  Mr.  Gray? 

A.  No. 

Q.  One  of  the  finest  checks  on  whether  the  investment  policy  was  to  be  con- 
tinued would  be  to  have  somebody  on  the  board  of  directors.     Is  not  that  so? 

A.  That  is  correct. 

Q.  Did  you  ask  for  somebody  on  the  board? 

A.  I  did  not. 

The  closing  date  of  the  contract  of  the  sale  of  Mr,  Gray's  stock  to 
Messrs.  Robb.  Solomont,  and  Morris  was  fixed  for  March  3,  lOSS."*^* 
Prior  to  that  date,  Mr.  Solomont  had,  as  in  the  pre^aous  instances, 
arranged  with  Paine,  Webber  &  Co.  to  have  that  firm  advance  the 
funds  necessary  to  effect  this  transaction.^^^  Paine,  Webber  &  Co.. 
however,  was  only  willing  to  advance  $290,000  to  be  secured  by  a  list 
of  stocks  submitted  to  it  by  Mr.  Solomont.***"  The  securities  con- 
tained in  tlie  list  were  the  portfolio  securities  of  Burco,  Inc. 

The  contract  price  for  the  control  block  of  stock  of  Burco,  Inc., 
however,  was  $340,000.  To  make  up  the  difference,  Mr.  Robb  gave 
Paine,  Webber  &  Co.  a  certified  check  for  $50,000  and  that  firm  ar- 
ranged to  have  the  Guaranty  Trust  Company  of  New  York  issue  a 
cashier's  check  for  $340,000,*'''  payable  either  to  S.  Leo  Solomont  or 
to  Graham,  McMahon,  Buell,  and  Knox,  Mr.  Gray's  attorneys.*^^ 

Between  March  1  and  March  3,  1938,  members  of  the  Northern 
Fiscal  group  had  cliecked  the  portfolio  securities  of  Burco,  Inc.*^^ 
which  were  held  by  Commercial  Trust  Company  of  New  Jersey  under 

*«+  Id.,  Commis.sion's  Exhibit  No.  91. 

^»  Id.,  at  .372,  379-80. 

«8  Id.,  at  379-80. 

««  Ibid.  Paine,  Webbor  &  Co.  drew  its  cliecli  for  $340,000  to  the  Guaranty  Trust  Com- 
pany (id.,  Commission's  Exhibit  No.  .57)  and  then  that  bank  drew  a  cashier's  check  made 
payable  to  Messrs.  Solomont  or  Graham,  McMahon,  Buell,  or  Knox.  (Id.,  Commission's 
Exhibit  No.  58.)  This  check  took  the  form  of  a  cashier's  check  to  comply  with  the  condition 
in  the  .sales  contract.     (Id.,  Commission's  Exhibit  No.  91.) 

<*«  Id.,  Commission's  Exhibit  No.  58. 

«*  Id.,  at  868,  895. 
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a  custodian  agreement.^""  In  order  that  these  securities,  which  had 
been  held  in  the  name  of  Mr,  Gray,  might  "be  handled"  by  the  new 
management,  they  were  endorsed  in  blank.^*'^ 

On  March  3,  1938,  the  closing  date  of  the  contract,  the  Northern 
Fiscal  group  turned  over  the  cashier's  check  for  $340,000  to  Mr. 
Gray's  attorneys  and  received  the  3C,000  shares  of  stock  of  Burco, 
jjj(.  502  ^j^g  qJ^i  directors  of  Burco,  Inc.  thereupon  resigned  and 
their  places  were  taken  by  nominees   of  the  new   management.^"* 

^  Id.,  at  868. 
^  Id.,  at  803. 
^  Id.,  at  869. 

™5  The  new  directors  consisted  of  Americus  J.  Leonard,  John  B.  Shearer,  and  George  A. 
Becker,  associates  of  Howard  Hansell  (id.,  at  666,  677,  698,  732-3),  Arthur  Quint,  and 
Kalph  H.  Robb,  associates  of  Mr.  Solomont  (id.,  at  683).  Messrs.  Shearer  and  Leonard 
had  been  invited  by  Howard  Hansell  to  be  members  of  the  board  of  Burco,  Inc.,  a  few 
days  prior  to  the  consummation  of  the  restrictions  for  the  purchase  of  the  control  block 
of  stock  of  Burco,  Inc.   (id.,  at  670-1,  677,  733-4). 

Mr.  Leonard  testified  as  follows  with  respect  to  the  manner  in  which  he  was  invited  on 
the  Board  of  Burco,  Inc.    (id.,  at  670-3)  : 

Q.   Who  is  the  first  one  who  spoke  to  you  about  it? 
A.  Hansell. 

******  0 

Q.  When  was  that? 

A.  He  called  me  up  on  that  morning  and  asked  me  if  he  met  me  at  the  Bankers 
Club  would  I  buy  him  a  lunch  on  Saturday,  February  26th. 

>^  *****  * 

Q.  You  sat  down,  I  assume  you  had  lunch,  and  then  you  started  to  talk,  is  that  it? 

A.  Discussed  some  of  the  mining  matters  first. 

Q.  Then  after  you  discussed  the  mining  matters,  the  conversation  veered  around 
to  Burco,  Inc.  ? 

A.  Right. 

Q.   What  did  he  say  to  you? 

A.  He  said,  "Three  lawyer  friends  of  mine  iu  Boston,"  he  named  them,  one  of  them 
was  Paine,  Webber's  attorney,  were  buying  control  of  Burco,  Inc.  Then  I  asked  him 
what  Burco  was.  He  said  they  were  forming  a  directorate  and  asked  if  I  would  be 
willing  to  go  iu  there  as  a  director  and  as  president.  I  told  him  I  was  opijn-minded, 
wanted  to  know  more  about  it.  and  he  asked  what  I  was  doing  later  in  the  afternoon. 

Q.  Now.  you  say  he  mentioned  the  names  of  three  lawyers,  one  of  whom  was  the 
attorney  for  Paine,  Webber? 

A.  Leo  Solomont,  Thomas  Morris,  Ralph  Robb. 

Q.  Did  you  ask  him  where  they  were  going  to  get  the  money  to  buy  the  controlling 
stock  of  Burco? 

A.  He  made  the  statement  they  were  buying  it  with  their  own  money. 

******* 

Q.  Just  asking  vou  whether  you  would  be  interested  in  becoming  president  of  Burco 
after  these  throe  iawvers  with  their  own  money  bought  control  of  the  corporation,  is 
that  it? 

A.   Right. 

******* 

Q.  *  *  *  You  said  you  never  heard  of  Burco  except  that  you  possibly  may  have 
read  its  name  in  the  newspapers? 

A.  That  is  right     *      *      *. 

Mr.  John  B.  Shearer  testified  as  follows  with  respect  to  the  manner  in  which  he  was 
Invited  to  be  a  member  of  the  Board  of  Burco,  Inc.   (id.,  at  733-5)  : 

Q.  Now,  coming  down  to  the  Burco  transaction,  when  is  the  first  time  you  were 
contacted  in  connection  with  that  corporation? 

A.  The  Sunday,  I  think  it  was  the  27th  of  March,  if  I  remem-ber — the  27th  of 
February. 

Q.   1938? 

A.   1038. 

Q.   Who  called  you? 

A.   Originally,  Mr.  Naphen. 

Q.  Mr.  Naphen? 

A.  Yes. 

Q.  What  did  he  say  to  you? 

A.  He  said  that,  "Howard  Hansell,  whom  you  know,  would  like  to  meet  you  and 
talk  about  becoming  a  director  of  Burco." 

******* 

Q.  Did  you  ask  him  what  Burco  was? 

A.  He  said  it  was  an  investment  trust  that  a  group  of  men  in  Boston  were  buying 

control  of. 

******* 

Q    You  met  Mr    Hansell  and  what  did  he  say  to  you  and  what  did  you  .say  to  him? 

a'  He  said  a  group  of  men  were  figuring  on  buying  control  of  the  Burco  company, 
which  was  a  sniall  investment  trust,  and  that  they  were  contemplating  after  they 
bought  it  making  an  investment  in  Delta  Oil  stock  of  which  I  had  been  a  director. 
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These  new  directors  immediately  voted  to  purchase  on  behalf  of 
Biirco,  Inc.,  in  accordance  with  a  preconceived  plan,''*''*  325,000  shares 
of  Delta  Oil  Company,  Ltd.  connnon  stock  and  25,000  shares  of 
Insuranshares  Corporation  of  Delaware  common  stock  from  Howard 
F.  Hansen,  Jr.  for  $750,000.  Ralph  H.  Eobb,  the  treasurer  of  Burco, 
Inc.,  was  authorized  to  transfer  to  Mr.  Hansell  or  his  nominee  port- 
folio securities  of  Burco,  Inc.  which  were  to  be  sold  in  order  to 
realize  the  $750,000  necessary  to  pay  for  the  Delta  Oil  Company,  Ltd. 
and  Insuranshares  Corporation  of  Delaware  stocks.  The  unsold 
securities  were  to  be  returned  to  Burco,  Inc.^°^  Mr.  Hansell  executed 
an  assignment  of  the  securities  to  Messrs.  Solomont  and  Robb.^*""' 
The  securities  were  thereupon  removed  from  the  vault  of  Burco, 
Inc.  and  turned  over  to  Paine,  Webber  &  Co.  in  the  name  of  Ralph 
Robb  and  S.  Leo  Solomont,  "Burco  A/C."  ^"  Paine,  Webber  &  Co. 
immediately  liquidated  a  sufficient  number  of  these  securities  to 
satisfy  the  advance  of  $290,000  which  it  had  made  to  the  Northern 
Fiscal  group  and  which  had  been  used  by  that  group  to  acquire  con- 
trol of  Burco,  Inc.^"®  The  unsold  securities  were  subsequently  re- 
turned by  Paine,  Webber  &  Co.,  not  to  Solomont  and  Robb,  but  to 
Burco,  Inc.,  which  turned  them  over  to  Howard  F.  Hansell,  Jr.,  in 
satisfaction  of  the  purchase  price  of  the  stock  of  Delta  Oil  Com- 
pany, Ltd.,  and  Insuranshares  Corporation  of  Delaware.^*'^ 

To  sum  up  these  transactions,  the  Northern  Fiscal  group  borrowed 
$290,000  from  Paine,  Webber  &  Co.  which,  with  $50,000  of  their  own 
funds,  was  paid  over  to  Carroll  E.  Gray,  Jr.,  in  consideration  of  the 
sale  by  him  of  a  minority  block  of  the  common  stock  of  Burco,  Inc., 
and  his  agreement  to  turn  over  control  of  the  board  of  directors  of 
Burco,  Inc.  to  the  Northern  Fiscal  group.    The  Northern  Fiscal  group 

6«  Mr.  Leonard  testified  (id.,  at  687-8)  : 

Q.  You  said  Hansell  spoke  to  you  on  the  26th  of  February.  We  are  now  up  to 
March  3rd.     Had  Mr.  Hansell  communicated  with  you  in  this  interim? 

******* 
A.  March  2nd.     Robb  made  the  statement  that  Hansell — Robb  made  the  statement, 
"We  are  going  to  make  the  purchase  of  Delta  Oil  stock"  and  mentioned  the  amount, 
number   of   shares,    number   of   shares   of   Insuranshares,    total   amount   of   $750,000. 

This  was  the 

Q.  This  was  the  2nd,  before  the  deal  was  closed,  that  is,  before  the  controlling  stock 
in  Burco  had  been  acquired,  Mr.  Robb  made  the  statement  that  "after  we  acquired 
control  of  Burco,  Burco  is  going  to  buy  Delta  Oil  and  Insuranshares  Corp.  stock"  ; 
is  that  it? 

A.  I  do  not  know  whether  he  said  after — ''We  are  going,  to  acquire  this." 
Q.   "We  are  going  to  acquire  it."     The  only  time  he  could  have  acquired  it  is  after 
he  bought  control? 
A.  Naturally. 
Q.   On   March   2nd   you  were   told,   that   is,   before  you   assumed   the   presidency   of 

Burco 

A.   Right. 

Q.  You  were  told  after  the  three  lawyers  acquired  control  of  Burco,  Inc.,  and  after 
you  became  president,  it  was  contemplated  Burco  was  to  buy  a  big  block  of  Delta  Oil 
stock  and  Insuranshares  Corp.  stock  which  would  aggregate  how  many  dollars? 
A.  $750,000. 
See  also  testimony  of  Mr.  Shearer  quoted  in  note  503,  supra. 
"5  Id.,  Commission's  Exhibits  Nos.  81  and  82. 
*"*  Id.,  Commission's  Exhibit  No.   55. 
^<"  Id.,  Commission's  Exhibit  No.  59. 
■^^Id.,  Commission's  Exhibit  Nos.  59,  81,  82  (List  A). 

^0*  Paine,  Webber  &  Co.  were  slow  in  liquidating  the  portfolio  .secuiities  of  Burco,  Inc., 
held  in  the  joint  account  of  Messrs.  Solomont  and  Robb  and  had  only  liquidated  securities 
valued  at  .$400,000.  (Id.,  at  708-12.)  By  March  15,  1938,  there  was  approximately  $210,000 
as  part  of  the  commitment  of  $750,000  due  Howard  F.  Hansell,  .Ir.,  from  Burco,  Inc.  (Id., 
at  73  8.)  The  new  management  accordingly  arranged  for 'the  return  of  the  balance  of  the 
securities  in  the  Solomont  and  Robb  account  held  by  Paine,  Webber  &  Co.  to  Burco,  Inc. 
(id.,  at  713-4),  and  on  March  17  the  board  turned  over  a  portion  of  these  securities  to 
satisfy  the  balance  of  the  commitment  due  to  Howard  F.  Hansell,  Jr.     (Id.,  at  718-20.) 
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then  liquidated  virtually  the  entire  portfolio  of  securities  of  Burco, 
Inc.  in  order  to  (a)  repay  Paine,  Webber  &  Co.'s  advance  of  $290,- 
000,  and  (b)  to  purchase  blocks  of  the  common  stock  of  Delta  Oil 
Company,  Ltd.,  and  Insuranshares  Corporation  of  Delaware  from 
Howard  F.  Hansell,  Jr.,  a  member  of  the  Northern  Fiscal  group."" 

Thus  the  substantial  portion  of  the  funds  used  by  the  I^orthern 
Fiscal  group  to  acquire  control  of  Burco,  Inc.  had  been  derived  from 
that  company's  own  assets  at  the  expense  of  its  preferred  stock- 
holders. On  the  other  hand,  Carroll  E.  Gray,  Jr..  the  principal  com- 
mon stockholder  of  Burco,  Inc.,  had  been  paid  $290,000  of  its  assets, 
which  in  theory  belonged  to  the  preferred  stockholders  of  Burco,  Inc. 
for  the  transfer  of  his  negative  asset  value  common  stock  in  that 
company  to  the  Northern  Fiscal  group. 

Further,  the  transaction  effected  a  radical  departure  from  the  exist- 
ing investment  policy  of  Burco,  Inc.  In  place  of  diversified  market- 
able securities,^^^  the  substantial  assets  of  the  investment  company, 
as  a  result  of  the  acquisition  of  control  of  the  company  by  the  North- 
ern Fiscal  group,  now  consisted  of  its  holdings  of  large  blocks  of  the 
securities  of  Delta  Oil  Company,  Ltd.  and  Insuranshares  Corporation 
of  Delaware,  neither  of  which  had  any  quoted  market  values,  and 
were  not  listed  on  any  securities  exchange.^^^ 

The  25,000  shares  of  Insuranshares  Corporation  of  Delaware  ac- 
quired by  Burco,  Inc.  represented  substantially  only  an  interest  in 
3,250  shares  of  the  preferred  stock  of  Northern  Fiscal  Corporation^ 
Ltd.,  and  a  controlling  block  of  the  stock  of  Bond  and  Share  Trad- 
ing Corporation,  the  substantial  assets  of  which  consisted  only  of 
1,760  shares  of  the  preferred  stock  of  Northern  Fiscal  Corporation, 
Ltd.^^^  The  principal  assets  of  Northern  Fiscal  Corpoi-ation,  Ltd. 
consisted  of  approximately  78,000  shares,  or  28%  of  the  common 
stock  of  Insuranshares  Corporation  of  Delaware. ^^* 

The  investment  of  Burco,  Inc.  in  the  325,000  shares  of  tlie  common 
stock  of  Delta  Oil  Company,  Ltd.  Avas  also  of  doubtful  value.  Delta 
Oil  Company,  Ltd.,  had  been  organized  on  May  6,  1937,  as  an  asphalt 
and  oil  company  to  operate  certain  properties  in  Venezuela,  which  How- 
ard F.  Hansell,  Jr.,  and  his  associates  had  been  acquiring  since  1934.^^^ 
The  company  had  issued  1,000,006  shares  of  common  stock  and  $305,000 
principal  amount  of  debentures.'^®  Howard  F.  Hansell,  Jr.  had  re- 
ceived 325,000  shares  of  the  common  stock  of  this  company:  225,000 
shares  in  consideration  for  promotion  services  and  $15,000,^^"  and 
100,000  shares  at  $1.90  per  share  but  for  which  he  had  only  paid  at  this 

""In  addition,  the  Northern  Fiscal  group  paid  the  following  commissions  in  connection 
with  their  acquisition  of  control  of  Burco,  Inc.  :  Lansing  McVickar  received  $11,000 ;  a 
Mr.  Stone  received  $2,500 ;  Lorimer  Davidson  received  $6,800,  and  Thomas  W.  Morris 
received  $7,000.     (Id.,  at  810.) 

"1  Id.,  Commission's  Exhil)it  No.   59. 

"2  Id.,  at  758. 

^"  See  supra,  p.  465. 

^1*  See  supra,  pp.  445  and  448. 

°«Op.  cit.  supra,  note  1,  at  1484-5. 

Ei«Id.,  at  1471-2.  ■'■:■' 

•-'»"Id.,  at  1470. 

<Jii.  •  .in 
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time  another  $15,000/^®  These  325,000  shares  of  common  stock  to- 
gether with  the  remaining  issued  shares  of  common  stock  were  held 
under  an  escrow  agreement  pending  the  completion  of  arranc^ements 
for  further  financing  of  Delta  Oil  Company,  Ltd.^^"  Delta  Oil  Com- 
pany, Ltd.  did  not  have  any  funds  with  which  to  commence  operations 
at  this  time.  Thus,  the  value  of  the  common  stock  was  doubtful. 
Huntington  D.  Sheldon,  the  president  of  Petroleum  Corporation  of 
America  which  owns  $180,000  principal  amount  of  the  debentures  of 
Delta  Oil  Company,  Ltd.  testified  with  refeience  to  the  value  of  the 
debentures  and  common  stock  of  Delta  Oil  Companj^  Ltd. :  ^^^ 

Q.  I  would  like  to  get  some  idea,  if  it  is  possible,  what  the  present  wortli  of 
this  Delta  Oil  common  stuck  is.    Can  you  give  us  an.v  opinion  on  that  a.spect? 

A.  Dealing  with  intangibles  as  far  as  the  future  is  concerned,  it  is  an  impossible 
thing  to  set  any  figure  on. 

Q.  But  with  respect  to  that,  the  investment  trust  is  frozen  in  that  investment 
for  a  substantial  period  of  time,  in  your  opinion,  is  it  not? 

A.  Unless  somebody  would  buy  the  whole  block  from  them. 

*  *  *  *  *  *  • 

Q.  You  just  cannot  assume  to  undertake  to  appraise  the  block — value  of  that 
block  of  stock  at  this  time? 

A.  I  would  not  undertake  to  do  that. 

Q.  What  do  you  think  of  your  debentures? 

A.  When  you  make  a  public  report  to  your  stockholders  every  year  and  you 
have  a  question  in  your  mind  about  the  value  of  an  asset,  it  is  after  all  prudent  to 
set  up  a  reserve,  which  is  what  we  did. 

******* 

Q.  You  are  setting  your  block  up  in  your  books  on  the  basis  that  ultimately 
it  may  not  be  worth  a  nickel? 

A.  You  could  put  that  interpretation  on  it. 

Q.  That  is  the  debentures  which  are  of  course  ahead  of  the  common  stock, 
is  not  that  so? 

A.  Correct. 

On  March  23,  1938  the  board  of  directors  of  Burco,  Inc.  repre- 
senting the  Northern  Fiscal  group,  voted  to  stop  the  payment  of 
dividends  on  the  preferred  stock,^-^  although  prior  to  the  sale  of  con- 
trol of  Burco,  Inc.  the  company  had  never  failed  to  pav  <lividends 
on  the  preferred  stock.^^'^  On  April  19.  1938  the  New  "York  Curb 
Exchange  suspended  dealings  in  the  common  and  preferred  stock  of 

=^'8  Id.,  at  1474. 

«»Id.,  at  1477.     Mr.  Naphen  testified    (id.,   at  1477): 

Q.   Now,  that  tip-up  agreement  was  iinpoitaut  because- 


A.  That  is  light,  it  is  important  liecause  if  you  are  going  to  do  financing  no  one 
will  do  public  fiuantinf;  on  a  broad  scale,  to  carry  out  a  program  which  would  moan  a 
great  deal  of  money  without  ascertaining  how  to  do  it  and  toi  what  extent  it  was 
to  be  accomplished  and  what  scale,  you  would  cr  rtainly  expect  and  we  would  expect 
to  negotiate  within  a  few  weeks.  As  soon  as  the.se  men  got  baci<  from  Venezuela, 
and  they  are  now  back,  we  arc  going  to  start  to  undertake  a  financing  program  in 
London,  and  certainly  no  one  would  do  it  if  the  stock  wasn't  tied  up  in  an  escrow 
agreement. 

"■^  Id.,  at  763-4. 

«^Id.,  Commission's  Exhilnts  Nos.  81.  82. 

^M..  at  850. 
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Biirco,  Inc.^^^     On  June   15,   1938,   a   receiver   was   appointed   for 
Biirco,  Inc.^-* 

D.  Loans  by  Paine,  Webber  &  Co. 

It  is  obvious  from  the  foregoing  recital  of  the  activities  of  the 
Fiscal  Management  and  jSTorthern  Fiscal  groups  that  their  acquisi- 
tion of  control  of  First  Income  Trading  Corporation,  Continental 
Securities  Corporation,  Corporate  Administration,  Inc.,  Reynolds  In- 
vesting Company,  Inc.,  Insuranshares  Corporation  of  Delaware, 
Burco,  Inc.,  and  Bond  and  Share  Trading  Corporation  could  not 
have  been  accomplished  without  the  initial  financial  assistance  of 
other  parties. 

Merely  for  the  purposes  of  clarity  of  presentation,  this  section  con- 
tains a  detailed  discussion,  in  chronological  sequence,  of  the  various 
loans  by  Paine,  Webber  &  Co.  to  these  individuals,  the  circumstances 
under  which  these  loans  were  made,  and  the  effect  of  these  loans 
upon  the  investment  companies  involved.  This  assistance  was  fur- 
nished by  Paine,  Webber  &  Co.  to  the  groups  in  connection  with  the 
acquisition  of  control  of  First  Income  Trading  Corporation,  Conti- 
nental Securities  Corporation,  Insuranshares  Corporation  of  Dela- 
ware, and  Burco,  Inc. 

Stephen  Paine,  a  partner  in  the  firm  of  Paine,  Webber  &  Co., 
when  examined  on  that  phase  of  the  activities  of  the  groups, 
testified :  ^-^ 

Q.  *  *  *  You  do  not  deny  now,  Mr.  Paine — and  I  am  not  trying  to  create 
any  Implication  or  any  inference  or  anything  at  all — that  all  this  activity,  in 
connection  with  First  Income  Trading  Corporation,  Continental  Securities  Cor- 
poration, Insuranshares  Corporation  of  Delaware,  and  Burco,  Inc.  could  not 
have  happened  or  transpired  without  the  unconscious  or  conscious  assistance 
of  Paine,  "Webber  &  Company,  isn't  that  so? 

******* 

*  *  *  rpjjg  Qjjiy  observation  I  am  maliiug  is  that  hadn't  you  made  the 
check  available  in  the  First  Income  Trading  Corporation  and  in  the  Continental 
Securities  Corporation  and  the  Insuranshares  Corporation  of  Delaware,  and 
the  Burco,  Inc.  transactions,  these  people,  unless  they  got  the  check  some 
place,  could  not  have  done  what  they  did,  isn't  that  so? 


B23rpjje  Curb  in  its  announcomont  of  the  suspension  stated  that  "due  to  the  basic  change 
in  the  nature  of  Burco,  Inc.,  from  a  company  having  a  wide  diversification  in  investments 
to  a  company  having  as  its  major  asset  a  minority  interest  in  a  single  company,  the 
Exchange  has  suspended  dealings  *  *  *  pending  an  examination  by  the  Exchange  of 
the  Delta  Oil  Company,  Ltd."     (The  Vfw  York  Times,  April  20,  1938,  p.  33.) 

^^  On  June  15,  1938,  a  custodial  or  temporary  receiver  was  appointed  for  Burco,  Inc., 
on  application  of  a  stockholder  to  protect  the  company's  assets  against  further  depletion 
by  the  Northern  Fiscal  group.  (The  yeiv  York  Times,  June.  16,  1938,  p.  33.)  On  September 
15,  1938,  the  Court  denied  a  motion  to  dismiss  the  receiver  and  ordered  that  the  receiver- 
ship be  maintained  until  the  stockholders  can  elect  "a  proper  and  new  board  of  directors." 
The  Court,  in  this  connection,  further  said  :  "It  appears  to  me  that  some  of  them  trusted 
'not  wisely,  but  too  well,'  with  the  result  that  the  corporate  defendant  has  suffered  tre- 
mendous financial  losses.  Dishonesty  and  crookedness  to  an  appalling  extent  character- 
izes the  acts  of  the  former  directors  who  are  now  properly  facing  civil  as  well  as  criminal 
prosecution,  and  since  the  present  board  of  directors  owed  their  offices  directly  or  indi- 
rectly by  virtue  of  the  favor  of  the  'looters'  prudence  dictates  consideration  of  the  stock- 
holders' position  in  this  unhappy  situation".  (The  New  York  Times,  September  16,  1938, 
p.  29.) 

""Op.  cit.  supra,  note  1,  at  392-3. 
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A.  This   business   would  never   liave  been    done  if   we   had   not  known    Mr. 
Solomont.     That  is  tlie  only  way  I  can  answer  that. 
Q.  But  hadn't  you  drawn  the  checks  to  liim? 
A.  Yes. 

1.  LOAN  IN  CONNECTION  WITH  ACQUISITION  OF  CON- 
TROL OF  FIRST  INCOME  TRADING  CORPORATION 

The  first  loan  made  by  Paine,  Webber  &  Co,  was  in  connection 
with  the  acquisition  of  control  of  First  Income  Trading  Corpora- 
tion. On  August  5,  1937,  as  has  ah-eady  been  stated,  S.  Leo  Solomont 
requested  Paine,  Webber  &  Co.  to  advance  $110,000  to  be  secured  by 
securities,  a  list  of  which  was  shown  to  that  firm  on  that  date.  At 
this  time  Stephen  Paine,  a  partner  of  Paine,  Webber  &  Co.,  was 
in  Europe  and  the  negotiations  were  carried  on  between  Mr.  Sol- 
omont and  John  L.  Gately,  the  credit  manager  of  the  Boston  office  of 
Paine,  Webber  &  Co.  Mr.  Gately  testified  as  follows  with  respect 
to  the  proposition  jjresented  to  him  on  that  day  by  Mr.  Solomont.^-® 

Q.  Let  me  ask  yoii  this,  Mr.  Gately,  precisely  what  was  the  nature  of  the 
transaction?  Did  he  say  he  wanted  to  make  a  loan  on  these  securities  or  that 
he  wanted  to  sell  these  securities,  and  that  they  wanted  a  check  in  advance? 

A.  That  is  what  happened. 

Q.  Which  one?    I  have  given  you  two  alternatives. 

A.  They  were  to  pay  $110,00  that  day  for  that  list  of  securities. 

Q.  For  that  list  of  securities? 

A.  Yes. 

Q.  That  is,  you  were  to  give  them  $110,000  in  advance,  and  the  securities  were 
to  be  subsequently  sold,  and  any  excess  over  that  $110,000  after  deducting  your 
commission  and  fees  was  to  be  turned  over  to  the  client  or  Mr.  Solomont,  is 
that  correct? 

A.  That  is  correct. 

In  other  words,  therefore,  tlie  plan  as  presented  to  Mr.  Gately  by  Mr. 
Solomont  was  that  Paine,  Webber  &  Co.  was  to  advance  $liO,000 
prior  even  to  the  receipt  of  the  securities  which  were  to  constitute 
the  collateral  for  this  advance  and  prior  to  the  sale  of  these  securities 
in  satisfaction  of  the  advance.  Mr.  Gately  conceded  that  this  proce- 
dure was  not  in  accord  with  normal  brokerage  practice  :^-^ 

Q.  Ordinarily  you  do  not  do  that,  do  you?  You  only  make  payment  after 
the  two-day  delivery  period,  isn't  that  so? 

A.  Ordinarily,  but  it  is  something  that  can  be  done. 

Q.  You  mean  there  is  no  law  against  it? 

A.  There  is  no  law  against  it. 

Q.  But  in  the  usual  procedure,  particularly  involving  such  a  substantial 
amount,  you  sell  the  securities  and  wait  the  two-day  delivery  period  and  get 
the  money,  and  then  you  turn  over  the  check? 

A.  That  is  the  ordinary  procedure,  sir. 

Q.  But  in  this  case,  did  he  have  the  securities  with  him? 

A.  No,  sir. 

Q.  They  were  out  in  Detroit,  he  told  you? 

A.  They  were  in  Detroit,  Michigan. 


«« Id.,  at  173. 
'^  Id.,  at  17.V5. 
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Q.  But  he  wanted  a  check  for  $110,000  that  day? 

A.  Yes. 

Q.  And  were  you  going  to  sell  the  securities  that  day  or  the  following  day? 

A.  Well,  we  were  going  to  sell  the  securities  as  soon  as  we  were  satisfied  that 
they  had  been  received  and  the  money  had  been  paid,  the  $110,000  had  been 
paid. 

Q.  When  were  you  going  to  put  in  the  order  to  sell  these  securities? 

A.  As  soon  as  the  securities  were  received. 

Q.  So  that  it  is  possible  that  on  August  5th  after  you  had  turned  over  the 
check  for  $110,000  you  would  have  sold  the  securities  that  day,  or  you  would 
have  to  wait  and  sell  them  the  next  day? 

A.  We  could  not  sell  them  that  day  because  the  market  was  closed  when 
we  got  advice  that  the  securities  had  been  received. 

Q.  But  you  had  turned  over  your  check  for  $110,000  by  that  time. 

A.  Well,  I  was  advised  by  our  Detroit  office  that  that  is  what  took  place. 

Q.  So  the  fact  was  that  the  check  for  $110,000  was  turned  over  before  even 
the  order  for  the  sale  of  those  securities  was  given  by  your  office? 

A.  My  orders  to  actually  sell  them? 

Q.  Yes. 

A.  Correct. 

Mr.  Solomont,  prior  to  this  time  had  only  a  small  brokerage  account 
with  Paine,  Webber  &  Co.-^^*  and  had  never  been  a  "big  trader"  "^^ 
nor  brought  in  any  large  amounts  to  Paine,  Webber  &  Co.,  Mr. 
Gately  testified :  ^^^ 

Q.  So  that  up  to  August  4th  or  5tli,  Mr.  Solomont  was  a  negligible  investor 
or  trader,  as  far  as  Paine,  Webber  were  concerned? 

A.  That  is  correct,  sir. 

Q.  And  he  had  never  before  that  time  asked  Paine,  Webber  to  make  a  sub- 
stantial loan  on  securities  for  any  client,  isn't  that  so? 

A.  Correct. 

Q.  Did  he  ever  ask  them  to  make  a  loan  of  any  size  on  any  securities  for 
anybody  prior  to  that  time? 

A.  Not  to  my  knowledge. 

Q.  So  that  on  August  4th  or  5th  when  Mr.  Solomont  came  to  you  for  the 
first  time,  that  was  a  new  experience  for  you  with  respect  to  Solomont,  isn't 
that  so? 

A.  That  is  correct. 

Q.  At  that  time  he  did  not  come  to  you  as  a  lawyer ;  he  came  representing 
a  client  and  tried  to  get  a  loan  from  Paine,  Webber  &  Company,  although  he 
was  the  lawyer  for  Paine,  Webber  &  Company  at  that  time? 

A.  Well,  I  viewed  his  coming  in  the  capacity  of  our  lawyer 

Q.  He  also  represented,  ostensibly,  somebody  who  wanted  a  substantial  loan, 
isn't  that  so? 

A.  A  client  of  his. 

Q.  You  said  he  said  he  had  a  client.     Did  he  say  who  the  client  was? 
A.  He  didn't  say  at  that  time. 
Q.  Did  you  ask  him? 
A.  No,  sir. 


^'  See  note  18,  supra. 

'^'  See  testimony  quoted  following. 

MO  Op.  cit.  supra,  note  1,  at  168-9,  17L 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  471 

Q.  Did  he  tell  you  what  the  amount  of  the  loan  was? 
A.  I  think  he  said  $110,000. 
Q.  That  was  a  very  substantial  loan,  wasn't  it? 
A.  JYes,  sir. 

Q.  Did  you  ask  him  whether  it  was  an  individual  or  a  corporation? 
A.  No,  sir. 

Q.  Did  you  ask  him  whether  it  was  an  investment  trust,  an  insurance  com- 
pany, or 

A.  No,  sir.     I  didn't  ask  him  anything. 

Q.  And  you  say  he  just  exhibited  a  list  of  securities  to  you? 

A.  Which  he  said  belonged  to  a  client. 

Mr.  Gately  made  no  investigation  of  Mr.  Solomont's  client,  on  be- 
half of  whom  Paine,  Webber  &  Co.  had  agreed  to  make  the  advance. 
On  August  5,  1937,  prior  to  the  closing  of  the  contract  for  the  acquisi- 
tion of  control  of  First  Income  Trading  Corporation  by  the  Fiscal 
Management  group,  Mr.  Solomont  informed  Mr.  Gately  that  Mr. 
Clayton  was  his  client,^^^  but  Mr.  Solomont  requested  Mr.  Gately  to 
confirm  the  transaction  with  Mr.  Morris.^^-  However,  when  Mr. 
Gately  called  Mr.  Morris,  he  was  referred  by  Mr.  Morris  to  Mr.  Clay- 
ton and  the  latter  discussed  the  final  arrangements  with  Mr.  Gately .^^^ 
Mr.  Gately,  however,  was  not  suspicious  about  the  particular  rela- 
tionship of  either  of  these  pei'sons  to  the  transaction,  although  prior 
hereto  he  had  never  heard  of  either  Mr.  Clayton  or  Mr.  Morris.  Mr. 
Gately  testified :  ^^^ 

,  Q.  Now,  he  didn't  have  the  securities  with  him.  When  he  said  they  were 
in  Detroit,  what  did  you  do? 

A.  Then  he  came  back  later  in  the  day,  and  I  should  judge  it  was  some- 
Avhere  between  12 :  .30  and  1 :  30,  somewhere  in  there,  in  that  vicinity,  and  he 
said,  "I  think  we  can  put  through  that  deal."  He  said,  "Will  you  call  Mr.  Morris, 
he  is  at  the  Cadillac  Hotel  in  Detroit."  I  did  and  Mr.  Morris  answered  the 
phone 

Q.  Who  is  Mr.  Morris? 

A.  I  don't  know,  sir. 

Q.  Had  you  ever  heard  of  Mr.  Morris  in  your  life,  prior  to  that  time? 

A.  Prior  to  that,  no,  sir. 

Q.  Did  you  ask  Mr.  Solomont  why  you  had  to  call  Mr.  Morris;  did  he  say 
Morris  was  the  client? 

A.  No,  sir. 

Q.  Did  you  call  Mr.  Morris,  or  did  you  call  Mr.  Clayton  in  Detroit,  at  that 
time? 

A.  If  I  may  correct  a  little  there,  in  this  way;  I  think  I  did.  I  called  Mr. 
Clayton. 

♦  ***♦** 

A.  I  believe  I  called  Mr.  Clayton  at  Detroit — now,  wait  a  minute.  You  asked 
me  if  I  called  Mr.  Morris.  I  called  Mr.  Morris  and  then  Mr.  Clayton  came  on 
the  phone,  and  he  said   'Well — "  Mr.  Clayton  said,  "I  will  talk  to  you  about  the 

arrangements" 

Q.  Why  did  Mr.   Solomont  ask  you  to  call  Mr.  Morris  or  Mr.  Clayton? 
A.  Because  as  it  turned  out  Mr.  Clayton  was  the  client. 


'"  Id.,  at  176. 
•«^  Ibid. 
"=«  Ibid. 
^16.,  at  176-7. 
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Q.  Did  lie  tell  you  at  that  time  Mr.  Clayton  was  his  client  ? 

A.  I  asked  him  in  the  morning  when  he  came  in  who  his  client  was. 

Q.  Had  you  ever  talked  with  Mr.  Clayton  before  in  your  life? 

A.  No,  sir ;  I  never  heard  of  him  or  saw  him. 

Thereafter,  at  the  closing  of  the  contract,  Ra^anond  W.  Moitell  of 
the  Detroit  offices  of  Paine,  Webber  &  Co.  turned  over  to  George  H. 
Clayton,  Jr.  a  check  for  $110,000  drawn  to  his  order  by  that  firm. 
Mr.  Moitell  received  in  return,  not  securities  owned  by  George  H. 
Clayton,  Jr.,  but  securities  which  belonged  to  First  Income  Trading 
Corporation,  without  any  formal  authorization  of  that  investment 
company  opening  an  accoiuit  with  Paine,  Webber  &  Co.  Mr.  Moitell 
testified :  ^^^ 

Q.  Did  you  have  any  certificate  showing  that  the  First  Income  Trading  Cor- 
poration, at  the  time  when  you  took  over  the  First  Income  Trading  Corporation 
securities  was  opening  an  account  with  you,  Paine,  Webber  &  Co.? 

A.  Not  at  that  time. 

Q.  Did  you  have  such  a  resolution  designating  who  were  the  two  oflicers  who 
could  sell  or  transfer  the  securities  of  First  Income  Trading  Corporation  at 
the  time  you  took  the  securities  and  turned  over  the  check  to  Clayton? 

A.  No. 

Q.  Did  you  see  any  at  that  time? 

A.  No. 

The  only  document  prepared  on  this  day  in  connection  with  the 
transmittal  of  the  securities  was  a  letter  addressed  to  Paine,  Webber 
&  Co.  by  George  J.  Mitchell,  Jr.,^^^  one  of  the  group  as  the  new 
president  of  First  Income  Trading  Corporation,  transmitting  a  list 
of  portfolio  securities  of  First  Income  Trading  Corporation,  and 
authorizing  Paine,  Webber  &  Co.  to  "issue  a  check  in  the  amount  of 
$110,000  to  the  order  of  Mr.  George  Clayton."  Although  Mr.  Moitell 
knew  that  Mr.  Grow  had  been  president  of  First  Income  Trading 
Corporation,  he  made  no  inquiry  with  respect  to  the  change  in  the 
management  when  he  saw  Mr.  Mitchell's  signature  as  pres-ident  of 
First  Income  Trading  Corporation.     Mr.  Moitell  testified :  ^" 

Q.  You  never  heard  of  Mitchell  before  that  time,  had  you? 

A.  No,  I  hadn't. 

Q.  Didn't  you  ask  Mr.  Grow  who  Mr.  Mitchell  was? 

A.  He  had  been  introduced. 

Q.  As  what? 

A.  He  had  been  introduced  to  me  when  they  all  came  into  the  office. 

Q.  Introduced  as  what? 

A.  No  particular  title. 

Q.  You  knew  Mr.  Grow  had  been  president  of  the  First  Income  Trading  Cor- 
poration, didn't  you? 
,  ,,A.  He  had  been,  I  knew  that. 

.)  fQ.  And  didn't  they  apprise  you  of  the  fact  that  the  First  Income  Trading 
Corporation  was  selling  the  stock  and  the  money  was  being  turned  over  to 
George  Clayton? 

A.  No,  they  didn't. 


635  Id.,  at  190. 

<"'  Id.,  Commission's  Elxhibit  No.  11. 
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Q.  Did  you  ask  Mr.  Grow  whether  he  had  severed  his  connection  with  the 
First  Income  Trading  Corporation? 
A.  No,  I  did  not. 

It  was  not  until  September  1,  1937  that  Paine,  Webber  &  Co.  re- 
quested First  Income  Trading  Corporation  to  forward  the  necessary 
corporate  authorization  to  establish  a  brokerage  account  with  Paine, 
AVebber  &  Co./'^^  and  this  authorization  was  not  transmitted  to  Paine, 
Webber  &  Co.  until  September  10,  1937.=^^  It  will  be  recalled  that 
prior  to  September  10,  1937  the  neAv  officers  of  First  Income  Trading- 
Corporation  designated  by  the  Fiscal  Management  gToup,  had  been 
directing  Paine,  AVebber  &  Co.  with  respect  to  the  liquidation  of  the 
portfolio  securities  in  the  account  of  First  Income  Trading  Corpora- 
tion which  had  been  opened  with  that  brokerage  firm. 

Stephen  Paine,  upon  his  return  from  Europe  in  the  latter  part  of 
August  1937,  was  informed  by  Mr.  Gately  about  the  transaction  and 
was  presented  with  the  papers  relating  to  the  First  Income  Trading 
Corporation  transaction.  Mr.  Paine  evidenced  no  interest  in  the 
transaction  altliough  Mr.  Solomont  had  never  been  "a  big  trader"  and 
had  never,  prior  to  this  transaction,  "brought  in  any  big  accounts"  to 
Paine.  Webber  &  Co.    Mr.  Paine  testified :  "° 

Q.  And  did  anybody  mention  to  yon  this  piece  of  business  that  Mr.  Solomont 
had  brought  in? 

A.  Not  for  a  few  days,  no,  sir. 

Q.  Can  you  approximate  when  is  the  first  time  you  had  knowledge  or  notice 
that  Paine,  Webber  &  Company  had  acted  in  the  First  Income  Trading  Corpora- 
tion transaction  in  any  capacity? 

A.  I  knew  nothing  al)out  that  First  Income  Trading  transaction  and  I  learned, 
of  that  in  the  latter  part  of  August,  that  Mr.  Solomont  had  been  instrumental 
in  getting  us  some  commission  business. 

Q.  Whom  had  you  talked  to? 

A.  Mr.  Gately  came  and  told  me  about  it. 

Q.  And  do  you  remember  what  Mr.  Gately  said  to  you? 

A.  That  is  all  he  said. 

Q.  He  told  you  that  Mr.  Solomont  had  brought  some  commission  business  to 
you  V 

A.  Some  commission  business  to  us,  yes. 

Q.  You  knew  that  Mr.  Solomont  had  not  been,  as  far  as  your  firm  was  con- 
cerned, a  heavy  trader  or  big  investor,  isn't  that  so? 

A.  Yes,  sir. 

Q.  By  "yes,  sir"  you  mean  "No,"  is  that  it,  he  was  not  a  big  trader? 

A.  I  knew  that  personally  he  was  not  a  big  trader. 

Q.  And  you  also  knew  prior  to  that  time  he  had  never  brought  in  any  big 
account  ? 

A.  He  had  steered  a  little  bit  of  business  our  way  occasionally. 

Q.  But  not  in  figures  running  into  $1.50,000? 

A.  I  don't  believe  so. 

Q.  Did  you  ask  Mr.  Galely  what  the  name  of  the  client  was  that  he  brought  in? 

A.  No.  ■■' 

Q.  Did  you  get  any  details  at  all  with  respect  to  that  piece  of  business? 

A.  No. 


'^  Id.,  Commission's  Exhibit  No.  2.3. 
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Q.  So  that  up  to  March  15,  1938,  as  far  as  First  Income  Trading  Coi-poration 
was  concerned,  you  were  living  in  blissful  ignorance  as  to  what  transpired? 

A.  Well,  we  may  have  75  brokerage  accounts  on  the  desk  and  it  did  not  really 
mean  very  much. 

Q.  That  is,  it  did  not  mean  very  much  to  you  but  you  now  see  what  it  meant 
to  the  stockholders,  don't  you? 

A.  Yes,  sir. 

The  documents  which  were  turned  OA^er  to  Mr,  Paine  in  connec- 
tion with  this  transaction  ^*^  inchided,  among  other  things,  a  copy 
of  the  minutes  of  First  Income  Trading  Corporation  which  disclosed 
that  First  Income  Trading*  Corporation  was  authorized  to  purchase 
the  preferred  stocks  of  a  Canadian  company  from  George  H.  Clayton, 
Jr.,  and  that  in  consideration  therefor  he  was  to  receive  the  proceeds 
of  portfolio  securities  of  First  Income  Trading  Corporation  which 
were  to  be  liquidated.  Mr.  Paine  denied  that  he  examined  this 
document :  ^^^ 

Q.  *  *  *  But  the  thing  that  was  handed  to  you  in  the  latter  part  of 
August,  which  is  the  resolution  which  was  passed  specifically  [at  the  request 
of  Paine,  Webber  &  Company]  on  its  face  says,  does  it  not,  that  the  corpora- 
tion is  authorized  to  buy  120,000  shares  of  Canadian  stock  *  *  *?  It  says 
you  can  sell  these  securities  of  First  Income  Trading  Corporation  and  give 
■George  Clayton  $120,000.  And  in  consideration  for  the  transfer  of  the  $120,000 
of  preferred  stock,  he  is  to  get  that  amount  in  cash  in  addition  to  (blank) 
dollars.  Isn't  it  manifest  to  you  now,  Mr.  Paine,  that  right  on  the  face  of  the 
resolution  which  was  handed  to  you  in  rhe  latter  part  of  August  it  was  clear 
that  they  were  selling  the  First  Income  Trading  Corixiration  and  giving  $120,000 
to  Clayton,  and  Clayton  was  going  to  use  the  $120,000  to  buy  the  Canadian 
stock? 

A.  Well,  I  would  assume  from  this  thing  that  Clayton  had  sold  to  the  First 
Income  Trading  Corporation  this  Canadian  stock,  and  they  paid  him 

Q.  And  he  was  reimbursing  himself  out  of  the  sale  of  the  stocks  of  the  First 
Income  Trading  Corporation,  isn't  that  so? 

A.  Well,  that  is  what  I  think  the  result  is ;  yes. 

Q.  Now,  these  papers  are  the  acknowledgments  and  receipts  by  George 
Clayton  that  he  got  the  $110,000  check.  *  *  *  It  is  evident  at  the  present 
time  that  at  that  time  they  were  selling  portfolio  securities  of  the  investment 
trust  and  using  the  funds  of  the  investment  trust  to  buy  the  Canadian  stocJc? 

A.  That  is  evidently  the  intent,  but  as  I  said,  I  did  not  know  it  at  all  then. 

Q.  That  is  because  you  did  not  read  these  documents? 

A.  That  is  i-ight,  because  the  transaction  was  closed. 

In  collection  with  the  First  Income  Trading  Corporation  transac- 
tion Mr.  Paine  denied  he  paid  any  commission  to  Mr.  Solomont.^*^ 
Nevertheless,  Mr.  Paine  conceded  that  from  the  proceeds  of  the  port- 
folio securities  of  First  Income  Trading  Corporation  which  were  sold 
by  Paine,  Webber  &  Co.,  $802.69  5**  was  deducted  and  credited  to  Mr. 
Solomont's  personal  brokerage  account  with  Paine,  Webber  &  Co. 
to  clear  his  debit  balance  in  that  amount.  However,  Mr.  Paine 
testified  that  he  only  discovered  the  fact  on  or  about  March  15,  1938.^*' 

5"  Id.,  Commission's  Exhibit  No.  13. 
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2.  LOAN  IN  CONNECTION  WITH  FIRST  ATTEMPT  OF 
FISCAL  MANAGEMENT  GROUP  TO  ACQUIRE  CONTROL 
OF  INSURANSHARES  CORPORATION  OF  DELAWARE 

In  September  1937,  a  month  after  Paine,  AYebber  &  Co.  had  advanced 
$110,000  to  George  H.  Clayton,  Jr.  at  tlie  request  of  Mr.  Solomont, 
in  connection  with  the  acquisition  of  control  of  First  Income  Trading 
Cori3oration,  Mr.  Solomont  approached  Stephen  Paine  and  requested 
an  advance  of  approximately  $350,000,  to  be  secured  by  portfolio 
securities  of  Insuranshares  Corporation  of  Delaware.  Paine,  Web- 
ber &  Co.  was  to  liquidate  these  portfolio  securities  and  deduct  from 
the  proceeds  the  amount  of  this  advance,  remitting  any  balance  to 
Insuranshares  Corporation  of  Delaware.  Mr.  Paine  testified  as  follows 
with  respect  to  the  proposition  presented  to  him  by  Mr.  Solomont :  ^^^ 

Q.  When  is  the  next  time,  subsequent  to  First  Income  Trading  Corporation 
transaction,  that  Mr.  Solomont  came  to  yon  in  connection  with  any  transactions 
of  a  nature  similar  to  the  First  Income  Trading  Corporation  deal,  whether  they 
were  successfully  consummated  or  not,  do  you  recall? 

A.  Yes  ;  I  think  I  do.  I  think  about  the  latter  part  of  September,  Mr.  Solomont 
came  to  me  and  said  that  there  is  a  concern  by  the  name  of  Insuranshares  Cor- 
poration that  has  a  large  block  of  New  England  Fund  which  they  had  had  for 
a  little  while  and  they  were  unhappy  with  and  "I  am  working  on  a  plan  with 
the  Insuranshares  people,  to  dispose  of  that  particular  investment." 

The  value  of  it  then  was  $320,001).  He  said  that  the  Insuranshares  Corpora- 
tion was  considering  a  change  in  some  of  their  portfolios  and  it  involved  a  vote  of 
that  particular  stock  and  a  few  hundred  shares  of  some  other  stock  to  a  total 
amount  of  $350,000  and  he  wanted  to  know  if  we  would  like  the  brokerage  account 
in  connection  with  liquidating  the  New  England  Fund  and  other  securities. 

I  said,  "What  do  you  mean  by  that?"  He  said,  "I  would  like  to  pick  up  a 
loan  on  it  for  $40,000  or  $50,000  and  you  will  liciuidate  the  New  England  Fund 
and  some  of  the  other  securities."  I  said,  "As  far  as  I  know  that  sounds  all 
right,  as  our  attorney  would  you  advise  that  transaction?"  And  he  said,  "Yes," 
so  on  the  first  or  second  of  October  he  called  me  up  and  said  that  the  transaction 
did  not  go  through. 

Mr.  Paine  made  no  inquiry  about  Mr.  Solomont's  precise  interest 
in  the  transaction,  although  he  knew  that  Mr.  Solomont  had  never 
previously  represented  any  investment  company, 

Mr.  Paine  further  testified :  •'^*' 

Q.  Did  he  say  he  was  the  attorney  for  Insiu-anshares  Corporation  of  Dela- 
ware? 

A.  No,   sir. 

Q.  Whom  did  he  say  he  represented  in  that  picture? 

A.  He  said  he  represented  Paine,  Webber  &  Company,  but  he  knew  the  In- 
suranshares peoi>le  and  a  brother  attorney  of  his,  a  friend,  also  knew  the 
Insuranshares  people. 

Q.  When  I  say  represented,  I  don't  mean  in  the  legal  sense,  but  was  he  work- 
ing for  the  Insuranshares  of  Delaware? 

A.  He  simply  was  asking  me  if  we  were  interested  in  doing  that  particular 
piece  of  brokerage  business  with  the  Insuranshares  people. 


-'« in.,  at  272-3. 
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Q.  As  far  as  you  knew,  prior  to  the  time  that  you  came  back  from  Europe^ 
Solomont  had  never  represented  any  investment  trust ;  isn't  that  so? 

A.  That  is  right. 

Q.  He  had  not? 

A.  He  had  not. 

Q.  You  knew  that  Insuranshares  Corporation  of  Delaware  was  an  investment 
trust,  did  you  not? 

A.  I  knew  that  Insuranshares  was  an  investment  trust ;  yes,  sir ;  as  such,  it 
was  not  a  very  good  one.  I  tliink  it  was  ratlier  unhappy  about  this  whole 
situation. 

Q.  Maybe  it  was  not  so  unhappy  until  the  time  we  will  talk  about  this  morn- 
ing. Did  he  tell  you  in  what  capacity  he  was  acting,  Mr.  Paine;  had  he  gone 
into  the  brokerage  business?  He  was  not  their  lawyer.  Did  he  say  he  was 
going  to  get  you  the  account  if  you  handled  this  deal?  Did  you  ask  him  what 
his  connection  with  Insuranshares  was? 

A.  No ;  I  did  not.  He  simply  said  he  has  a  friend  who  was  interested  in  the 
Insuranshares,  and  he  wanted  to  know  if  we  would  do  some  brokerage  business 
for  them. 

Mr.  Solomont's  negotiation  with  Paine,  Webber  &  Co.  in  connection 
with  the  transaction  relating  to  Insuranshares  Corporation  of  Dela- 
ware had  progressed  to  a  point  where  Mr.  Paine  had  directed  the 
drawing  of  three  checks  totaling  $310,000  payable  to  the  order  of  Mr. 
Solomont  ^'^^  to  be  delivered  to  him  in  consideration  for  the  receipt 
from  Insuranshares  Corporation  of  Delaware  ^*^  of  the  portfolio  secu- 
rities, including  the  certificates  in  New  England  Fund,  xllthough 
Mr,  Paine  admitted  that  it  was  not  the  customary  procedure  for  in- 
vestment companies  to  liquidate  portfolio  securities  and  use  the  check 
issued  by  a  brokerage  house  to  buy  other  securities  without  clearing 
the  check  through  the  investment  company's  bank  account,  he  did  not 
question  the  procedure  in  this  case.     Mr.  Paine  testified :  ^'*^ 

Q.  Of  course,  if  what  Mr.  Solomont  told  you  was  so — that  Insuranshares 
Corporation  of  Delaware  just  wanted  to  realize  on  this  New  England  Fund 
shares — there  would  be  no  necessity,  would  there,  for  issuing  these  checks? 

A.  Well,  I  would  not  know  whether  they  were  going  to  buy  these  blocks  of 
stock  in  one  place  or  another.  It  is  quite  possible  for  them  to  sell  $320,000  of 
their  New  England  Fund  and  go  into  three  or  four 

Q.  But  the  way  that  would  be  handled  would  be  they  would  deposit  the  check 
and  issue  their  checks  against  that  deposit;  isn't  that  so? 

A.  That  would  be  one  way. 

Q.  You  never  heard  of  people  taking  a  check  from  Paine,  Webber  and  using 
that  check  to  buy  other  securities,  did  you? 

A.  It  is  not  the  usual  practice ;  no,  sir. 

Q.  If  that  is  what  they  intended  to  do,  you  would  suspect  that  it  would  obvi- 
ously be  phony;  isn't  that  so?  No  investment  trust  would  take  proceeds  from 
the  sale  of  securities  and  not  deposit  the  check  that  they  received  for  those 
securities  and  buy  other  securities  without  clearing  it  through  the  bank ;  isn't 
that  so? 

A.  That  is  right. 

Furthermore,  New  England  Fund  was  an  open-end  investment 
trust  which  was  required  to  redeem  its  own  securities  for  cash  at  their 

5^8  Id.,  at  276. 
M^'Id.,  at  277. 
550  Ibid. 
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approximate  asset  value.  In  other  words,  Insuranshares  Corporation 
of  Delaware  could  have  obtained  in  cash  the  asset  value  of  its  New 
England  Fund  certificates  merely  by  presenting  them  to  that  com- 
pany for  redemption,  and  consequently  there  was  no  necessity  for  the 
intervention  of  a  brokerage  firm  to  liquidate  these  certificates. 

3.  LOAN  IN  CONNECTION  WITH  ACQUISITION  OF  CON- 
TROL OF  CONTINENTAL  SECURITIES  CORPORATION 

On  October  23,  1937,  a  month  after  Mr.  Solomont  had  directly  ap- 
proached Mr.  Paine  in  connection  with  the  advance  on  the  portfolio 
securities  of  Insuranshares  Corporation  of  Delaware,  Mr.  Solomont 
again  requested  Mr.  Paine  to  have  his  firm  advance  $580,000  to  a 
client  of  Messrs.  ISIorris  and  Robb,  Boston  attorneys,  to  be  secured  by 
another  list  of  portfolio  securities  shown  to  Mr.  Paine.  Mr.  Paine, 
when  examined  with  respect  to  this  advance,  testified :  ^^^ 

Q.  Yes,  tell  lis  in  the  greatest  detail  what  he  said  to  you  and  what  you  said 
to  hira. 

A.  Well,  he  came  to  me,  I  think  it  was  the  23rd  of  October,  and  said  that  a 
client  of  Messrs.  Morris  and  Robb  wanted  to  borrow  some  money  on  a  certain 
line  of  securities  and  he  exhibited  to  me  a  list  and  I  said,  "Well,  this  is  a  long 
list;  can  I  have  it  and  figure  the  thing  outv"  He  said,  "You  can  make  a  copy 
of  it ;  this  is  the  only  one  I  have."  I  said,  "How  much  do  you  want  to  borrow?" 
and  he  said  about  $580,000.  I  said,  "That  is  a  fairly  large  loan,  what  sort  of  a 
transaction  is  it,  who  is  it  for?'  and  he  .said,  "1  don't  know  anything  about  it. 
All  I  know  is  that  this  client  of  Morris  &  Robb  wants  to  make  this  transaction." 
I  said,  "I  will  figure  out  and  see  what  we  can  do,  whether  we  can  do  it  or  not." 

Although  the  list  of  securities  presented  to  ]\Ir.  Paine,  on  which  he 
was  recjuested  to  make  the  advance,  indicated  that  "a  large  account" 
of  diversified  securities  peculiar  to  either  an  insurance  company  or 
an  investment  trust  w^as  involved,  Mr.  Paine  made  no  inquiries  re- 
specting the  ''client"  of  Messrs.  Morris  and  Robb.  Mr.  Paine  testified 
that,  in  fact,  he  ''did  not  pay  much  attention  to  it  [the  list]" :  ^•^- 

Q.  When  he  submitted  this  list  to  you,  did  he  tell  you  the  client  was  an  indi- 
vidual or  an  investment  trust,  or  who  had  those  securities? 

A.  He  did  not  say. 

Q.  Now  look  at  that  list  which  is  f<jur  pages  long.  You  did  not  even  remotely 
assume  that  this  belonged  to  some  individual,  did  you,  Mr.  Paine? 

A.  Frankly,  I  didn't  know  what  it  was.  I  knew  it  was  a  list  of  securities 
that  were  then  being  presented  to  us,  and  we  often  have  presented  to  us  lists 
larger  than  this  for  analysis,  suggestions,  for  substitution,  and  so  forth. 

Q.  That  is  all  right,  but  here  is  an  individual  coming  to  you  who  says 
"Here  is  the  list.  I  want  a  loan  of  $580,000."  You  do  not  think  any  individual 
had  the  diversified  portfolio  running  from  Allied  Chemical  on  down  to  West 
Pennsylvania  7  Preference  A,  did  you? 

A.  Frankly,  I  did  not  pay  much  attention  to  that. 

Q.  Wasn't  it  obvious  to  you  at  that  time  that  this  particular  list  of  securities 
was  the  portfolio  at  least  of  some  institution,  either  an  insurance  company  or 
an  investment  trust,  or  .some  other  similar  institution? 

A.  Frankly,  I  thought  of  it  as  a  large  account,  that  is  all. 


»'  Id.,  at  279. 
»-''2  Id.,  at  281-2. 
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Q.  A  large  account,  about  25  securities  to  the  page  in  varying  blocks  of  200, 
200,  300,  200,  and  you  bad  no  suspicious  that  that  was  tbe  portfolio  of  an 
investment  trust  or  an  insurance  company  or  some  institution? 

A.  I  may  bave  tbougbt  that  it  was  part  of  it,  but  I  had  no  suspicions  that 
it  was  all  of  it. 

Q.  Well,  this  is  a  typical  orthodox  portfolio  of  diversified  securities  of  an 
investment  trust,  isn't  it,  Mr.  Paine? 

A.  Well,  it  may  be  tbe  portfolio  of  an  individual.  As  I  say,  we  have  count- 
less lists  of  this  sort  submitted  to  us  for  analysis. 

Mr.  Paine,  on  the  same  day  (October  23,  1937),  after  determining 
that  the  value  of  the  securities  on  the  list  exhibited  to  Paine,  Webber 
.&  Co.  was  $2,549,380,^^^  agreed  to  make  the  advance,  provided  that 
Mr.  Solomont  approved  "of  a  transaction  of  this  sort"  and  would 
"handle  the  legal  end."  ^^*  Thus,  although  Mr.  Paine  had,  as  pre- 
viously indicated,  evidenced  no  suspicions  because  of  the  size  of  the 
security  list,  he  did  at  this  point  request  Mr.  Solomont's  approval 
because  "it  is  a  large  list  of  securities  and  we  wanted  to  let  some- 
body know  what  it  was  all  about,"  apparently  aware  that  this  was 
not  an  "ordinary  garden  variety  of  pick-up."  ^^^ 

On  October  25,  1937,  Mr.  Solomont  telephoned  Mr.  Paine  from 
New  York  and  informed  him  that  "the  loan  was  all  ready  to  be 
picked  up,"  that  "the  certificates  would  be  in  street   form."     Mr. 
Solomont  further  requested  that  the  Paine,  Webber  &  Co.  check  be 
made  payable  to  S.  Leo  Solomont  and  be  certified  so  that  he  could 
"make  the  check  over  to  whoever  the  proper  party  was"  ^^'^  and  "have 
somebody  go  over  to  Jersey  City  with  him    [Solomont]    to  bring 
back  the  securities."  ^^'     At  the  same  time,  Mr.  Solomont  informed 
Mr.  Paine  that  "it  is  a  straight  loan,  as  far  as  I  can  tell  you.     I 
think  it  is  a  transaction  with  Alexander  Beverly."  °"^^     Although  Mr. 
Paine  was  then  aware  that  Mr.  Beverly  was  the  ostensible  client  of 
Messrs.  Morris  and  Robb,  he  complied  with  Mr.  Solomont's  instrviction 
that  the  firm's  check  in  the  sum  of  $580,000  be  made  payable  to  the  order 
of  Mr.  Solomont  on  the  ground,  as  Mr.  Paine  stated,  "that  he  [Solo- 
mont] did  not  know  to  whom  it  ultimately  Avas  going.''  ^°^     Further- 
more, Mr.  Paine  made  no  attempt  to  check  the  fiiumcial  responsi- 
bility of  Mr.  Beverly  prior  to  delivering  his  firm's  check  for  $580,000 
to  Mr.  Solomont.°'^°     However,  on  October  26,  1937,  the  day  after  the 
delivery  of  the  check,  Mr.  Paine  made  an  investigation  of  the  finan- 
cial responsibility  of  Mr.  Beverly  and  ascertained  that  "he  is  well 
regarded  and  is  [a]  party  of  some  means."^*^^     The  mechanics  of  this 
transaction  did  not  arouse  any  suspicion  on  the  part  of  Mr.  Paine 
although  they  "were  similar  in  character  to  the  transaction  Mr.  Solo- 
mont had  previously''  presented  to  Mr.  Paine  in  connection  with  Tn- 
suranshares  Corporation  of  Delaware.    Mr.  Paine  testified :  ^^' 

^  Id.,  at  283. 

»i  Ibid. 

"^Id.,  at  284. 

55»Id.,  at  285. 
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ssKjd.,  at  290-1. 
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Q.  But  Solomont  told  you  he  wanted  the  check  to  his  order,  because  he  did 
not  Ifuow  to  whom  it  ultimately  was  going? 

A.  That  is  correct. 

Q.  Without  any  implications,  it  is  the  same  story  he  gave  you  in  connection 
with  the  Insuranshares  Corporation  of  Delaware  transaction,  isn't  that  so? 

A.  Yes,  sir,  and  I  trusted  Mr.  Solomont,  unfortunately. 

On  the  same  day,  October  25,  1937,  when  Vernon  Smith  of  the 
firm  of  Paine,  Webber  &  Co.  returned  with  the  securities  which  had 
been  hypothecated  with  that  brokerage  firm  to  secure  its  $580,000 
advance,  the  securities  were  found  to  be  in  the  name  of  Tucker  &  Co., 
whom  Mr.  Paine  knew  were  merely  nominees  of  J.  Henry  Schroder 
Banking  Corporation.^^"  Subsequently,  Paine,  Webber  &  Co.  received 
from  its  bank  the  check  of  $580,000  which  it  had  delivered  to  Mr. 
Solomont  and  a.scertained  that  it  bore  the  endorsement  of  J.  Henry 
Schrodei'  Banking  Corporation.  These  facts,  however,  did  not 
arouse  Mr.  Paine's  suspicions.  On  the  contrary,  he  testified  that  he 
felt  assured  by  the  fact  that  J.  Henry  Schroder  Banking  Corporation 
was  involved  in  the  transaction,  "because  I  knew  we  were  doing  busi- 
ness with  responsible  people."  ^^* 

Moreover,  on  October  25,  1937,  the  day  that  the  loan  was  made, 
Mr.  Solomont  directed  Mr.  Paine  to  segregate  the  securities  hypothe- 
cated to  secure  the  firm's  advance  of  $580,000  into  two  accounts — 
an  account  in  the  name  of  Solomont  and  Robb,^*'^  and  an  account 
in  the  name  of  Continental  Securities  Corporation,  which  Paine, 
Webber  &  Co.  set  up  on  its  books  as  "Continental  Securities  Corpo- 
ration No.  75."  °"^^  Securities  having  a  market  value  of  approximately 
$800,000  ^''^  were  segregated  into  the  Solomont  and  Robb  account  and 
the  balance  of  the  securities  having  an  approximate  market  value 
of  $2,000,000  were  placed  in  the  Continental  Securities  Corporation 
account.^''* 

Thus,  as  at  October  25,  1937,  the  very  day  that  Paine,  Webber 
.&  Co,  made  its  advance  of  $580,000  to  Mr.  Solomont,  the  firm  was 
fully  aware  that  the  collateral  it  had  received  to  secure  its  advance 
were  all  securities  Avhicli  had  been  derived  from  the  portfolio  of  Con- 
tinental Securities  Corporation.     Mr.  Paine  testified :  ^*^^ 

Q.  What  did  you  do  with  the  balance  of  the  securities? 

A.  That  is  just  what  I  asked  Mr.  Solomont.  He  stated  the  designation  of 
the  balance  of  the  securities — I  am  quite  clear  in  this  now.  He  said,  "I  think 
I  have  here  an  account  of  Continental  Securities  Corporation,"  and  I  said,  "That 
is  a  fairly  good  company ;  that  is  fine.  I  am  glad  you  got  that  brokerage  account 
for  us" ;  and  he  said,  "I  don't  know  exactly  how  they  want  that  account  carried, 

^<wid.,  at  292. 
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SO  if  you  will  give  it  a  number  we  will  put  in  the  niunber  until  I  find  out 
definitely  how  it  is  to  be  carried." 

Q.  Wasn't  it  clear  to  you  at  that  time  that  the  whole  block  of  securities  were 
Continental's  securities?  Those  securities  that  you  had  segregated  out  in  the 
joint  account  of  Solomont  &  Robb  *  *  *  ^^j  which  you  carried  in  a  street 
account,  wasn't  that  clear  that  they  were  the  securities  of  Continental  Securities 
Corporation  ? 

A.  Yes ;  and  I  called  Mr.  Solomont  on  that  and  he  said  he  had  the  proper 
papers  authorizing  that  particular  type  of  transaction. 

However,  Mr.  Paine  testified  he  had  no  insight  into  the  exact  nature 
of  the  transaction  engaged  in  by  jSIr.  Solomont  and  his  associates,  al- 
though he  was  informed  by  Mr.  Solomont  that  the  loan  was  made  on 
behalf  of  Mr.  Beverly ;  that  the  $580,000  check  of  Paine,  Webber  & 
Co.  was  required  to  be  made  payable  not  to  Mr.  Beverly  but  to  Mr. 
Solomont;  that  the  check  was  endorsed  over  by  Mr.  Solomont  to  J. 
Henry  Schroder  Banking  Corpoi-ation ;  that  the  securities  ultimately 
turned  over  to  Paine,  Webber  &  Co.  were  in  the  name  of  a  nominee  of 
J.  Henry  Schroder  Banking  Corporation ;  and  that  Paine,  Webber  & 
Co.  were  directed  to  segregate  the  securities  into  two  accounts,  one 
for  Mr.  Solomont  and  Mr.  Eobb,  the  other  for  Continental  Securities 
Corporation.  Nor  did  Mr.  Paine  make  any  inquiries  of  J.  Henry 
Schroder  Banking  Corporation  as  to  the  nature  of  the  latter's 
participation  in  the  transaction.    Mr.  Paine  testified :  ^' ° 

Q.  You  knew  they  were  Continental  Securities  Corporation  securities  on  the 
25th,  isn't  that  so? 

A.  Yes. 

Q.  And  yet  on  the  26th  you  sold  out  the  Solomont  and  Robb  account,  and 
made  checks  payable  to  his  order     *     *     *. 

A.  Yes,  sir. 

Q.  *  *  *  the  other  one,  of  course,  was  not  payable  to  Solomont  and  Robb ; 
that  was  to  Continental  Securities  Corporation? 

A.  Right. 

Q.  Now,  when  you  saw  no  mention  of  Schroder's  name  or  anybody  asso- 
ciated with  Schroder,  or  Beverly's  name,  or  Robb  or  Solomont's  name,  in  this 
particular  instance,  did  you  talk  to  Schroder  to  find  out  what  it  was  all 
about? 

A.  No ;  I  assumed  they  knew  what  it  was  all  about. 

On  October  26,  at  the  request  of  Mr.  Solomont,  Mr.  Paine  com- 
menced to  liquidate  the  securities  in  the  Solomont  and  Robb  ac- 
count,"^ and  deducted  its  advance  of  $580,000.  Thereafter,  Mr. 
Solomont  directed  Mr.  Paine  to  issue  firm  checks  to  cover  the  bal- 
ance of  the  proceeds  derived  from  the  liquidation  of  the  securities 
in  that  account  as  follows :  two  checks  in  the  amounts  of  $25,000  and 
$91,246  respectively,^^-  to  be  made  paj^able  to  Messrs.  Solomont  and 
Robb ;  and  two  other  checks  in  the  amomits  of  $122,050  and  $34,984 
respectively,^^^  to  be  made  payable  to  Continental  Securities 
Corporation. 

""Id.,  at  809. 

5'ild.,  at  308. 

"2  Id.,  Commission's  Exhibits  Nos.  36  and  37. 

6'3id.,  Commission's  Exbibits  Nos.  38  and  39. 


INVESTMENT    TRUSTS    AND   INVESTMENT    COMPANIES  481 

The  total  of  the  two  checks  payable  to  Messrs.  Solomont  and 
Robb  plus  the  $580,000  deducted  by  l*aiiie,  Webber  &  Co.  in  satis- 
faction of  its  advance  to  Mr.  Solomont,  was  approximately  $700,000. 
The  corporate  mhiutes  of  Continental  Securities  Corporation  au- 
thorizing all  of  these  payments  and  the  other  documents  relating  to 
the  transactions  were  transmitted  to  Paine,  Webber  &  Co.  by  Mr. 
Solomont  on  October  28,  1937,  two  days  after  the  payments  had  been 
made  by  Paine,  Webber  &  Co."*  One  of  these  documents  was  a  cor- 
porate minute  of  Continental  Securities  Corporation  which  disclosed 
that,  on  October  25,  1937,  the  closing  date  of  the  contract,  Continental 
Securities  Corporation  had  assigned  the  same  securities  contained  in 
the  list  originally  exhibited  to  Paine,  Webber  &  Co.  when  it  made  the 
advance  of  $580,000  to  Mr.  Solomont,  to  one  John  F.  McKay  with  a 
direction  that  he  liquidate  this  list  of  portfolio  securities,  valued  at 
$700,000.  and  retain  the  proceeds  in  consideration  of  his  transfer  on 
that  date  of  7,000  shares  of  the  preferred  stock  of  Fiscal  Management 
Company,  Ltd.,  to  Continental  Securities  Corporation. 

Thus,  on  October  28,  1937,  the  documents  in  the  possession  of  Mr. 
Paine  disclosed  that  $700,000  of  the  marketable  portfolio  securities 
of  Continental  Securities  Corporation  were  to  be  replaced  by  7,000 
shares  of  the  preferred  stock  of  Fiscal  Management  Company,  Ltd.^^^ 
However,  Mr.  Paine  testified  that  he  "simply  looked  at  them  [the 
papers]  casually,'-  and  made  no  investigation  of  Mr.  McKay's  fi- 
nancial status  or  of  his  connection  with  the  $580,000  advance  to  Mr. 
Solomont  made  ostensibly  for  Mr.  Beverly. 

Another  document  submitted  ^'"^  to  Paine,  Webber  &  Co.  on  October 
28,  1937.  disclosed  that  John  F.  McKay,  on  October  25,  had  assigned 
all  of  the  portfolio  securities,  originally  assigned  to  him  by  Con- 
tinental Securities  Corporation,  to  S.  Leo  Solomont  and  Ralph  H. 
Robb.  Mr.  Paine  testified  that  he  was  not  made  suspicious  by  "these 
circuitous  transactions  of  having  an  assignment  made  to  Mr.  McKay 
and  Mr.  McKay  in  turn  making  an  assignment  to  Messrs.  Robb  and 
Solomont."  ^' ' 

Still  another  document  ^^*  which  Paine,  Webber  &  Co.,  on  October 
28,  1937,  received  from  Mr.  Solomont  disclosed  that  Mr.  McKay  di- 
rected Messrs.  Solomont  and  Robb  to  liquidate  the  Continental  Secu- 
rities Corporation  portfolio  securities  assigned  to  them  as  follows: 
Messrs.  Solomont  and  Robb  w-ere  to  "retain  $605,000  of  the  proceeds 
thereof  in  consideration  for  your  [Solomont]  advancing  $580,000  to  me 
or  my  nominee.  After  you  [Solomont  and  Robb]  have  sold  said  secu- 
rities or  any  })art  thereof  and  have  received  for  your  own  use  $605,000, 
you  are  to  fortliAvith  transfer,  set  over  and  assign  to  me,  or  nominee  or 
nominees,  the  balance  of  said  securities  *  *  *."  This  document 
clearly  disclosed  tliat  Mr.  Solomont  and/or  Mr.  Robb  were  receiving 
$25,000  in  excess  of  the  $580,000  advance  from  Paine,  Webber  & 
Co.,  apparently  as  a  "commission,"  although  Mr.  Paine  testified 
that  Mr.  Solomont  had  informed  him  that  he  [Solomont]  "was  not 
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getting  anything  out  of  the  transaction."  ^^^  In  addition,  the  docu- 
ment disclosed  that  Mr.  McKay  received  $91,246.35  from  Messrs. 
Solomont  and  Robb,  the  balance  of  the  proceeds  of  the  liquidation  of 
portfolio  securities  with  a  market  value  of  approximately  $700,000.'" 


580- 


4.  LOAN  IN  CONNECTION  WITH  ACQUISITION  OF  CON- 
TROL OF  INSURANSHARES  CORPORATION  OF  DELA- 
WARE BY  NORTHERN  FISCAL  GROUP 

It  will  be  recalled  that  in  September  1937  the  Fiscal  Management 
group  had;  made  an  unsuccessful  attempt  to  acquire  control  of  In- 
suranshares  Corporation  of  Delaware  and  that  Mr.  Solomont,  in  this 
connection,  had  approached  Paine,  Webber  &  Co.  to  advance  $310,000 
against  portfolio  securities  owned  by  Insuranshares  Corporation  of 
Delaware.  Paine,  Webber  &  Co.  were  to  sell  these  securities  and 
to  apply  the  proceeds  of  such  sale  to  their  loan.  Approximately  two 
months  later,  in  November  1937,  Mr.  Solomont  again  saAV  Mr.  Paine 
"to  talk  about  a  transaction  for  Insuranshares."  ''^^  At  this  meeting, 
Mr.  Solomont  made  ahnost  the  identical  request  for  an  advance  by 
Paine,  Webber  &  Co.  to  Insuranshares  Corporation  of  Delaware 
which  he  had  made  in  September  1937.     Mr.  Paine  testified :  ^^^ 

Q.  Do  you  recall  briefly,  what  be  said  to  you  at  tbat  time? 

A.  Well,  Mr.  Solomont  called  me  on  tbe  pbone  and  said  be  would  like  to 
come  over  with  Morris  and  Robb  and  talk  about  a  transaction  for  tbe  Insuran- 
shares, and  I  said,  ''All  right,  come  ahead,"  so  Mr.  Solomont  and  Mr.  Morris  and 
Mr.  Robb  *  *  *  eame  over  to  my  office  and  discussed  the  Insuranshares 
proposition. 

Jt:  If  *  *  *  *  * 

A.  They  told  me  tbat  they  had  been  in  touch  with  the  Insuranshares  people, 
and  that  the  Insuranshares  peoj^le  were  unhappy  with  their  investment  in  New 
England  Fund,  and  they  had  several  large  blocks  of  insurance  stocks  which  they 
did  not  think  were  worth  holding  on  to.     They  had  other  securities  listed  on 


™  Id.,  at  1691.  Mr.  Paine  testified  that  Paine,  Webber  &  Co.  had  paid  Mr.  Solomont 
a  fee  of  $650  for  his  services  in  connection  with  the  Continental  Securities  Corporation 
transaction.      (Id.,  at  1617-8.) 

Lothrop  Withington,  counsel  for  Paine,  Webber  &  Co.,  testified  that  he  deliberately 
advised  the  firm  to  withhold  from  the  Commission  the  document  which  disclosed  that 
$25,000  was  to  be  paid  to  "someone"  for  obtaining  the  advance  of  $580,000  from  Paine, 
Webber  &  Co.  (id.,  at  1631)  because  he  was  of  the  opinion  that  the  document  had  not  been 
contained  in  the  papers  delivered  by  Mr.  Solomont  to  Mr.  Paine  on  October  28,  1937. 
Mr.  Withington  testified  that  he  was  of  the  opinion  that  this  document  had  been  inserted 
in  the  files  of  Paine,  Webber  &  Co.  sometime  after  February  1938  (id.,  at  1641)  when  Mr. 
Solomont  had  removed  and  subsequently  returned  the  records  of  Paine,  Webber  &  Co., 
relating  to  the  Continental  Securities  Corporation  transaction.  (Id.,  at  162.5-6.)  Mr. 
Withington  further  testified  that  he  advised  withholding  the  document  so  that  Mr.  Solo- 
mont could  be  confronted  with  the  document  on  cross-examination  when  he  testified  as  ta 
his  participation  in  the  transaction. 

Mr.  Solomont,  as  well  as  Messrs.  Ferretti,  Frear,  Robb,  Morris,  and  Clayton  never  testi- 
fied at  the  hearings  conducted  by  the  Securities  and  Exchange  Commission  because  these 
individuals  had  been  indicted  for  grand  larceny  by  the  Grand  Jury  of  New  York  County,. 
New  York,  one  day  before  these  hearings  were  scheduled  to  commence. 

^^  Id.,  Commission's  Exhibit  No.  148. 

681  Id.,  at  350. 
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the  Stock  Exchange  aiul  Ihey  were  considerinff  making  an  entirely  different  plan 
in  fonnection  with  the  operation  of  their  company. 

Insnran.shares  Corporation  I  knew  was  a  small  proposition,  and  it  was  not 
an  unusual  thing  for  them  to  discuss  a  proposition  of  this  sort  so  I  said,  "What 
do  you  want  to  doV"  And  they  said,  "We  are  considering  making  an  invest- 
ment in  another  company;  they  want  to  liquidate  or  rather  cancel  the  New 
England  Fund  stock." 

I  said,  "How  much  will  that  bring?"  and  tliey  said,  "You  go  out  and  find 
out  how  much  it  is  wortli,"  and  so  I  called  the  New  England  Fund  and  found 
out  it  was  worth  somewhere  between  $260,000  and  $280,000. 

I  said,  "Is  that  the  money  you  want  for  that  New  England  Fund?",  and  they 
said,  "No ;  we  want  two  or  three  hundred,  or  tliree  hundred  and  ten  thousand 
dollars,"  and  I  said,  "What  you  want  me  to  do  is  simply  cash  in  the  New  England 
Fund  and  make  a  small  loan  on  some  of  your  other  securities,"  and  they  said. 
"Yes;  that  is  all  there  is  in  the  program  at  this  time,"  and  so  I  said,  "That  is 
all  right,  that  sounds  all  right  to  me,"  and  they  left. 

However.  Mr.  Paine  was  aware  of  the  fact  that  in  connection  with 
this  transaction  Mr.  Solomont  was  acting  for  principals  who  intended 
to  purchase  control  of  Insuranshares  Corporation  of  Delaware.  On 
December  1,  1937  Mr.  Paine  wrote  to  Frank  Hope,  a  partner  in  the 
New  York  office  of  Paine,  Webber  &  Co.,  as  follows :  ^^^ 

The  plan  is  to  give  a  certified  check  to  Mr.  Solomont  for  $310,000  and  he  will 
go  to  New  .Jersey  with  his  principals,  pay  over  the  money  and  receive  back 
negotiable  stocks  and  bonds  in  accordance  with  the  list.s84  They  will  bring 
them  back  to  us  and  we  will  sell  all  that  is  necessary  in  order  to  get  around 
the  margin  rules  of  40%.  If  that  worries  you,  we  buy  the  New  England  Fund 
from  them  on  a  principal  basis  as  we  can  turn  it  into  the  New  England  Fund 
on  that  basis  as  soon  as  received.^ss 

I  believe  this  is  a  starter  for  considerable  business  which  the  new  buyers  of 
Insuranshares  Corporation  hope  to  turn  our  way. 

Mr.  Paine  also  Avas  cognizant  of  the  fact  that  the  portfolio  secu- 
rities which  his  firm  was  to  liquidate  for  Insuranshares  Corporation 
of  Delaware  were  to  be  replaced  by  stock  in  a  "Canadian  investing 
company."  ^^'^  However,  Mr.  Paine  denied  ^*^  that  he  knew  that  Messrs. 
Solomont,  Robb  and  Morris  were  the  "principals"  referred  to  in  his 
letter  to  Mr.  Hope  as  the  "new  buyers"  of  control  of  Insnranshareis 
Corporation  of  Delaware. 

As  Mr.  Paine's  letter  indicates,  the  stock  of  New  England  Fund 
held  by  Insuranshares  Corporation  of  Delaware,  since  it  was  an  un- 
listed security,  could  not  under  Regulation  T  of  the  Federal  Reserve 
Board  (the  regulation  of  the  boarcl  relating  to  margin  requirements) 
be  accepted  by  a  broker  as  collateral  for  a  loan.  Accordingly  Mr. 
Paine  suggested  to  Mr.  Solomont  that  in  order  to  effect  the  transac- 
tion "the  Insuranshares  people  themselves  vote  to  cash  this  stock  in 


^»  Id.,  Conimi.s8ion"s  Exhibit  No.   151. 

^'  All  securitle.s  contained  in  the  list  annexed  to  the  letter  were  portfolio  securities  of 
Insuranshares  Corporation  of  Delaware. 

S85  New  England  Fund,  as  has  previously  been  stated,  was  an  open-end  investment  trust 
which  at  the  option  of  the  holders  of  its  certificates  of  beneficial  interest  was  required 
to  redeem  such  certificates  in  cash  at  their  approximate  asset  value.     See  supra,  p.  443. 
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SO  there  would  not  be  any  question  about  anvtliing  to  do  with  Reguhi- 
tion  T."  ^««    Mr.  Paine  testified :  ''^^ 

Q.  *  *  *  I  am  conscious  of  the  fact  that  the  New  England  Fund  was  one 
of  the  securities,  and  that  it  was  not  avaihible  as  collateral;  you  made  the 
suggestion  that  they  sell  it  and  therefore  you  would  only  have  to  advance  $40,000 
on  the  balance  of  the  securities. 

A.  That  is  correct. 

Q.  Now  in  order  to  start  with  a  cash  transaction  and  not  a  margin  transac- 
tion the  cash  would  have  had  to  be  vip  with  Paine,  Webber  &  Co.  before  you 
could  issue  a  check  against  the  securities,  isn't  that  so? 

A.  Well,  my  understanding  of  the  regulation  is  that  you  can  sell  the  security — 
make  the  sale  of  unregistered  securities  and  advance  cash,  provided  you  know 
that  the  money  is  coming  in  within  a  day  or  two. 

Q.  That  is  if  it  were  a  cash  transaction? 

A.  Yes. 

On  December  21,  1937,  the  date  of  the  closing  of  the  contract  of 
the  Northern  Fiscal  group  to  purchase  control  of  Insuranshares  Cor- 
poration of  Delaware,  Paine,  Webber  &  Co.,  prior  to  the  receipt  by 
that  firm  of  any  authorization  of  Insuranshares  Corporation  of  Dela- 
ware to  deliver  its  portfolio  securities  to  Paine,  Webber  &  Co.  to  se- 
cure the  advances,  and  in  fact  prior  to  the  physical  receipt  of  the 
securities  by  the  firm,  drew  six  checks  aggregating  $310,000  to  the 
order  of  the  individuals  who  were  selling  a  total  of  approximately 
78,000  shares  of  Insuranshares  Corporation  of  Delaware  stock  to  the 
Northern  Fiscal  group. ^^®''  These  checks  were  ultimately  delivered  to 
the  individuals  to  whom  they  were  made  payable.  Mr.  Paine  testi- 
fied that  from  these  checks  it  was  obvious,  at  least  in  retrospect,  that 
Mr.  Solomont's  "principals"  ^^^  were  purchasing  control  of  Insuran- 
shares Corporation  of  Delaware  with  that  company's  own  funds. 
At  the  time  these  checks  were  issued,  however,  Mr.  Paine  testified  that 
he  was  "simply  interested  in  the  amount  of  money  involved"  ^®-  and 
"whatever  Mr.^  Solomont  wanted  to  do  was  quite  all  right,  so  if  he 
did  ask  my  approval  of  these  checks  I  probably  gave  it  "to  him."  ^^* 
The  fact  that  Paine,  Webber  &  Co.  was  asked  by  Mr.  Solomont  to  is- 
sue six.  se]3arate  checks  to  cover  the  $310,000  advance  did  not  appar- 
ently create  any  suspicion  in  the  mind  of  Mr.  Paine.  ]\Ir.  Paine  testi- 
fied :  ^9* 

Q.  Now  these  checks,  you  notice,  do  you  not,  Mr.  Paine,  that  they  were  made 
to  Fidelity  Philadelphia  Trust  Company,  George  A.  Burnell,  David  Morris,  Harry 
M.  Blair,  and  another  one  to  Beverly,  Robb  or  Solomont,  Harry  Blair  or  Solo- 
mont, David  Morris  or  Solomont,  Arthur  C.  Logan,  Receiver  of  Continental  Sea- 

=^  Id.,  at  352.  On  December  16.  1937.  five  days  prior  to  the  date  of  the  passage  of 
control  of  the  corporation  to  the  Northern  Fiscal  group,  the  retiring  board  of  directors 
of  Insuranshares  Corporation  of  Delaware,  all  of  whom  were  either  the  owners  or  repre- 
sented the  owners  of  Insuranshares  Corporation  of  Delaware  stock  which  were  to  be 
sold  to  the  Northern  Fiscal  group,  authorized  the  transfer  of  the  21,500  certificates  of 
beneficial  interest  in  New  England  Fund  owned  by  Insuranshares  Corporation  of  Delaware 
to  the  name  of  S.  Leo  Solomont  on  his  becoming  the  new  treasurer  of  Insuranshares 
-Corporation  of  Delaware.     See  supra,  note  414. 

ssa  Op.  cit.  supra,  note  1,  at  352-3. 
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board,  another  check  to  Logan,  Fahnstock  &  Company;  now,  wasn't  it  obvious 
to  you  at  that  time  that  $310,000  was  being  paid  to  people  who  had  small  blocks 
of  stock  that  they  were  accumulating? 

A.  No,  sir ;  because  I  never  saw  the  checks  until  the  investigation  started. 

Q.  Looking  at  it  now,  isn't  it  obvious  to  you  now  that  $310,000  was  being  used 
towards  purchasing  similar  blocks  of  stock  either  being  held  in  the  bank  name 
or  street  or  in  individual  names;  isn't  that  so? 

A.  Well,  a  lot  of  this  stuff  is  obvious  now,  but  it  was  not  then. 

Q.  Didn't  Vernon  Smith  tell  you  that  he  was  drawing  these  small  sized  checks 
to  these  various  individuals? 

A.  No ;  he  said  several  checks. 

Q.  You  never  asked  Solomont  why  he  needed  small  checks? 

A.  As  a  matter  of  fact,  I  did  not. 

Q.  The  fact  is  that  the  sound,  healthy,  usual  way  of  doing  business,  if  the 
Insuranshares  Corporation  of  Delaware  was  out  to  buy  securities  in  the  open 
market,  or  blocks  of  stock,  would  be  for  them  to  issue  their  checks  and  issue 
them  to  the  various  individuals  whose  securities  they  were  buying,  isn't  that  so? 

A.  W^ell,  that  was  a  small  corporation,  and  if  they  asked  for  three  checks 
as  a  convenience  to  them  or  their  client,  or  whoever  they  were  doing  business 
with,  I  don't  think  I  would  have  considered  it  unusual. 

On  December  21,  1937  Paine,  Webber  &  Co.  received  the  portfolio 
securities  of  Insuranshares  Corporation  of  Delaware  which  Mr.  Solo- 
mont had  agreed  to  deliver  to  the  firm  as  collateral  for  its  advances.^^*^ 
Mr.  Solomont  directed  Mr.  Paine  to  place  these  portfolio  securities 
into  a  joint  account  in  the  name  of  Solomont  and  Robb.  Mr.  Paine 
relied  on  the  assurance  of  Mr.  Solomont  that  he  had  the  votes  neces- 
sary to  authorize  the  transfer  of  these  securities  to  the  Solomont  and 
Robb  account.^^"  However,  Mr.  Paine  did  not  see  any  authorization 
to  this  effect  from  Insuranshares  Corporation  of  Delaware  until 
December  23,  1937.=''^ 

The  documents  ^^^  delivered  to  Mr.  Paine  on  that  date  disclosed  (1) 
that  Insuranshares  Corporation  of  Delaware  had  purchased  from  one 
Arthur  Quint  .5,000  shares  of  the  preferred  stock  of  Northern  Fiscal 
Corporation,  Ltd.,  and  that  portfolio  securities  of  Insuranshares  Cor- 
poration of  Delaware  had  been  assigned  to  Arthur  Quint,  who  was 
to  liquidate  these  securities  and  deduct  $500,000  in  payment  for  these 
5,000  shares  of  preferred  stock  of  Northern  Fiscal  Corporation,  Ltd., 
and  to  deliver  the  balance  of  the  proceeds  to  Insuranshares  Corpora- 
tion of  Delaware,  and  (2)  that  Arthur  Quint  as  part  of  the  same 
transaction  had  assigned  all  these  portfolio  securities  of  Insuran- 
shares Corporation  of  Delaware  to  Messrs.  Solomont  and  Robb.  The 
documents  further  disclosed  that  Messrs.  Solomont  and  Robb  were 
officers  of  Insuranshares  Corporation  of  Delaware.^^^  According  to 
Mr.  Paine,  when  he  questioned  Mr.  Solomont  about  the  fact  that 
Messrs.  Solomont  and  Robb^  were  officers  of  Insuranshares  Corpora- 
tion of  Delaware,  Mr.  Solomont  stated  that  he  and  Mr.  Robb  were 
representing  Mr.  Quint.^'^'^ 

^Id.,  at  365. 
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Mr.  Paine  conceded  that,  in  view  of  all  these  circnmstances,  he 
considered  the  entire  Insuranshares  Corporation  of  Delaware  trans- 
action in  which  his  firm  had  participated,  "unusual."     He  testified :  ^° 

Q.  By  that  time,  Mr.  Paine,  were  you  not  getting  suspicious?  Here  is  t 
lawyer  becoming  president  of  tlie  investment  trust,  taking  tlie  investment  trusi 
securities  and  putting  tliem  in  liis  joint  account  and  getting  resolutions  to  tht 
effect  that  this  procedure  is  all  right. 

A.  At  the  time  of  the  Insuranshares  transaction,  I  thought  it  was  unusual, 
but  inasmuch  as  I  was  still  doing  business  with  the  Continental  Securities  Cor- 
poration, which  is  shown  by  the  statement,  I  did  not  think  much  about  it. 

Q.  But  looking  back  in  retrospect,  that  was  a  very  su.spicious  circumstance? 

A.  I  thought  it  was  a  little  unusual  in  seeing  their  names  on  the  paper,  and 
therefore  I  asked  him  for  those  papers,  but  I  was  not  at  all  worried  because 
I  was  still  doing  business  with  Continental. 

5.  LOAN  IN  CONNECTION  WITH  ACQUISITION  OF  CON- 
TROL OF  BUECO,  INC. 

On  February  28,  1937,  Stephen  Paine  was  informed  by  one  of  his 
partners,  Albert  Evart,  that  Mr.  Solomont  "had  another  transac- 
tion in  mind"  and  that,  in  the  absence  of  Mr.  Paine,  Mr.  Evart  had 
referred  Mr.  Solomont  to  the  New  York  office  of  Paine,  Webber 
&  Co.^°^  This  loan,  which  was  used  by  the  Northern  Fiscal  group 
in  connection  with  their  acquisition  of  control  of  Burco,  Inc.,  was 
handled  by  Frank  Hope,  a  partner  of  Paine,  Webber  &  Co.  in  charge 
of  its  New  York  City  office. 

Mr.  Hope  testified  that,  on  or  about  February  26,  1937,  he  had  been 
informed  b}^  Mr.  Evart  that  "Mr.  Solomont  was  coming  in  with 
some  more  business."  "°^  Mr.  Hope  was  aware  that  the  previous 
business  brought  by  Mr.  Solomont  to  Paine,  Webber  &  Co.  had  related 
to  investment  trusts.     Mr.  Ho])e  testified :  "°* 

Q.  When  you  say  with  "more  business,"  you  mean  that  he  told  you  about 
tlie  previous  business  he  brought  in? 

A.  I  knew  there  was  some  business  before  then. 

Q.  Some  business  in  connection  with  investment  trusts? 

A.  Yes ;  I  knew  they  were  investment  trusts. 

The  proposition  ])resented  by  Mr.  Solomont  to  Mr.  Hope  and 
Sullivan  &  Cromwell,  the  New  York  attorneys  for  Paine,  Webber 
&  Co.,  was  to  have  Paine,  Webber  &  Co.  advance  $290,000  on  a  list 
of  securities  exhibited  to  them  by  Mr.  Solomont."''^  Apparently, 
however,  Mr.  Solomont  and  his  associates  needed  $340,000  for  they, 
had  requested  Paine,  Webber  &  Co.  to  advance  its  check  for 
$340,000,"°^  of  which  $290,000  would  constitute  the  advance  on  the 
securities  exhibited  in  tlie  list  to  Mr.  Hope  and  $50,000  would  repre- 
sent a  certified  check  in  that  amount  to  be  given  by  Mr.  Solomont 
and  his  associates  to  Paine,  Webber  &  Co.''^'^'     A  check  for  $340,000 

•"^la.,  at  365. 
<^-  Id.,  at  371-372. 
««Id.,  at  374. 
«»*  Id.,  at  374. 

""s  i(j.,  at  370-380.     The  securities  contained  in  the  list  were  tlie  portfolio  securities  of 
Burco,  Inc. 
«ooiMd. 
«"'  Ibid. 
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■was  drawn  by  Paine,  Webber  &  Co.  payable  to  the  Guaranty  Trust 
Company,^"®  which  then  drew  a  cashier's  check  for  $340,000  payable 
to  the  order  of  Solomont  or  Graham,  McMahon,  Buell  &  Knox,""^ 
counsel  for  Carroll  E.  Gray,  Jr.,  the  seller  of  the  Burco,  Inc.  stock. 
Mr.  Hope  testified  that,  relying  on  the  advice  of  Sullivan  &  Crom- 
well, the  transaction  did  not  appear  to  be  improper  to  him :  "^° 

Green  [a  member  of  the  firm  of  Sullivan  &  Cromwell]  asked  them  [Solomont, 
Morris,  and  Robb]  what  kind  of  a  deal  it  was,  did  they  know  the  parties 
well,  had  they  done  business  before,  were  they  parties  of  good  reputation 
iind  some  other  questions  that  I  can  not  remember.  Green  finally  turned  to 
me  and  I  said  "I  think  if  you  want  to  do  the  business  it  is  all  right  to  do  it, 
but  I  wish  you — don't  go  now,  I  want  to  talk  to  you  about  something  else." 
So  I  telephoned  back  to  the  office  that  they  could  go  ahead  with  the  deal. 

On  March  3,  1938  Paine,  Webber  &  Co.  advanced  $290,000  to  Mr. 
Solomont  and  on  the  same  day  received  the  securities  contained  in 
the  list  previously  exhibited  by  Mr.  Solomont  to  the  firm,*'^^  which 
securities  were  set  np  on  the  books  of  Paine,  Webber  &  Co.  as  the 
^'S.  Leo  Solomont  &  Ralph  H.  Robb,  Jr.  A/C."  '^^  _ 

Mr.  Hope,  as  has  already  been  indicated,  testified  that  he  was 
aware  of  the  fact  that  all  previous  "business"  wdiich  Mr.  Solomont 
liad  brought  to  Paine,  Webber  &  Co.  had  involved  investment  com- 
panies. And  Mr.  Paine  testified  that  the  Robb  and  Solomont  joint  ac- 
count which  had  been  set  up  on  the  books  of  Paine,  Webber  &  Co. 
in  connection  with  the  Insuranshares  Corporation  of  Delaware  ad- 
vance made  by  the  firm  had  aroused  his  suspicions.  However,  he 
testified  that  in  this  last  transaction  involving  Burco,  Inc.  his  "sus- 
picions were  allayed"  by  the  fact  that  the  transaction  had  been 
approved  by  the  New  York  counsel  of  Paine,  Webber  &  Co.  t*''^ 

Q.  Now  here  again  we  find  that  the  securities  were  put  in  the  name  of  Solo- 
mont and  Robb,  which  was  the  situation  which  you  said  made  you  suspicious 
in  the  Insuranshares  deal;  isn't  that  so? 

A.  Yes ;  but  my  suspicions  were  allayed  because  the  New  York  counsel  knew 
all  about  it.  I  assumed.  • 

Q.  It  was  unusual,  was  it  not,  to  carry  securities  of  an  investment  in  the 
name  of  lawyers? 

A.  Not  if  the  attorneys  approved  it. 

Q.  The  attorneys  may  have  given  it  their  blessing,  but,  as  a  matter  of  prac- 
tice, it  was  unusual,  was  it  not,  that  the  securities  of  an  investment  trust 
should  be  carried  in  the  names,  personally,  of  their  officers  or  lawyers ;  isn't 
that  so? 

A.  That  may  be  so. 

Q.  Hnw  many  times  in  your  history  have  you  ever  carried  the  securities  of 
even  an  ordinary  coi-poration  or  an  institution  like  an  insurance  company,  or  a 
bank,  or  an  investment  trust  in  the  name  of  its  officers  and  directors? 

A.  Sometimes  we  carry  accounts  for  liquidating  by  various  groups  in  the 
names  of  individuals. 


«•«  Id.,  Commission's  Exhibit  No.  57. 

*^  Id.,  Commission's  Exhibit  No.  58. 

«i»Id.,  at  375. 

«"  Irt.,  at  1720. 

«'■»  Id.,  at  381  and  Commission's  Exhibit  No.   59. 

^Jajd.,  at  381-2. 
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Q.  By  that  you  mean  various  groups  of  individuals,  but  not  investment  trusts 
or  corporations ;  you  w^ould  not  carry  those  securities  in  tlie  names  of 
individuals? 

A.  Not  without  papers ;  no,  sir. 

On  March  3,  1938  Paine,  Webber  &  Co.  proceeded  to  sell  the  securi- 
ties. By  March  8,  1938  Paine,  Webber  &  Co.  had  liquidated  a  por- 
tion of  the  securities  for  proceeds  of  approximately  $390,000.^^* 
From  these  funds,  Paine,  Webber  &  Co.  deducted  its  $290,000 
advance. 

On  March  8, 1938,  Paine,  Webber  &  Co.  received  from  Mr.  Solomont 
a  letter  of  assignment,  dated  March  3,  1938,  of  a  list  of  securities  by 
one  Howard  F.  Hansell,  Jr.  to  Mr.  Solomont.^^^  This  letter  author- 
ized Mr.  Solomont  to  sell  a  part  of  these  securities,  which  were  the 
identical  securities  which  Paine,  Webber  &  Co.  had  set  up  in  the 
"S.  Leo  Solomont  and  Ralph  H.  Robb,  Jr."  joint  account  on  March 
3,  1938.  From  the  proceeds  of  this  sale,  Mr.  Solomont  was  to  repay 
the  advance  of  $340,000  which  Mr.  Solomont  had  procured  for  the 
account  of  Mr.  Hansell  and  Avhich  Mr.  Hansell  had  authorized  to  be 
paid  to  Graham,  McMahon,  Buell  &  Knox  ^^*'  for  the  Burco,  Inc., 
stocks.  The  balance  of  the  securities  were  to  be  delivered  to  Mr. 
Hansel].  The  letter  also  indicated  that  Mr.  Hansell  had  acquired  the 
securities  which  were  being  liquidated  from  Burco,  Inc.  for  "good 
and  valuable  considerations."  Mr.  Paine,  although  he  saw  this  letter, 
"paid  no  attention"  to  it.  He  testified,  "I  had  the  attorney's  approval 
finally  on  the  transaction  and  my  interest  was  only  to  take  orders 
from  the  people  who  had  possession  of  the  securities."  ^" 

On  March  11,  1938  Mr.  Paine  received  information  that  "there  had 
been  some  talk  about  Continental  Securities  transactions"  ®^*  and 
became  suspicious.  Mr.  Paine  testified,  "Well,  if  there  is  some  talk 
about  that,  why  we  better  stop  doing  business  with  these  peoj^le."  "^^ 
Accordingly,  Mr.  Paine's  attorney,  Lothrop  Withington,  on  March 
15,  1938,  held  a  conference  with  Messrs.  Solomont,  Morris,  and  Robb. 
As  a  result  of  this  conference  Messrs,  Solomont  and  Morris  agreed 
that  they  would  get  the  "papers"  authorizing  the  sale  of  the  securities 
in  the  Solomont  and  Robb  joint  account  and  the  payments  from  that 
account  which  had  already  been  effected.^^" 

On  March  16,  1938  Messrs.  Withington  and  Paine  received  from 
Messrs.  Morris  and  Solomont  certain  resolutions  of  Burco,  Inc.^-^ 
which,  when  coupled  with  the  letter  of  assignment  from  Mr.  Hansell  to 
Mr.  Solomont,  indicated  that  (1)  Mr.  Hansell  had  sold  to  Burco,  Inc., 
blocks  of  the  stock  of  Delta  Oil  Company,  Ltd.  and  Insuranshares 
Corporation  of  Delaware  for  a  total  consideration  of  $750,000;  (2) 
that  Burco,  Inc.  had  authorized  the  delivery  to  Mr.  Hansell  of  port- 
folio securities  (which  were  identical  with  those  placed  on  March  3, 
1938,  by  Paine,  Webber  &  Co.  in  the  Solomont  and  Robb  joint  ac- 

«*Id.,  at  S88. 

*^  Id.,  Commission's  Exhibit  No.  55. 

616  These  were  the  attorneys  for  Carroll  E.  Gray,  Jr.,  who  had  on  March  3,  1938,  sold 
control  of  Burco,  Inc.,  to  the  Northern  Fiscal  group.     See  supra,  p.  463  and  note  497. 
•^■^  Id.,  at  378. 
«i8Id.,  at  384. 
«i9  Ibid. 

"20  Id.,  at  1646-7. 
^^  Id.,  Commission's  Exhibits  Nos.  55,  56. 
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count)  ;  (3)  that  Mr.  Hansell  was  authorized  to  liquidate  sufficient 
of  such  securities  to  derive  the  sum  of  $750,000;  and  (4)  that  Mr. 
Hansell  had  assigned  the  securities  to  Mr,  Solomont,  who  was  author- 
ized to  sell  an  amount  of  such  securities  sufficient  to  repay  the  advance 
of  $340,000  which  Mr.  Solomont  had  obtained  for  Mr.  Hanseli's  ac- 
count and  had  paid  to  Graham,  McMahon,  Buell,  and  Knox.*'" 

At  this  point,  had  Paine,  Webber  &  Co.  inquired  of  Graham,  Mc- 
Mahon, Buell,  and  Knox  the  reason  for  the  $340,000  payment  to  that 
firm  by  Mr,  Hansell,  there  would  have  been  disclosed  the  fact  that 
Mr.  Hansell  and  his  associates  had  purchased  control  of  Burco,  Inc. 
by  the  use  of  that  investment  company's  own  assets.  However,  Mr. 
Withington,  the  attorney  of  Paine,  Webber  &  Co.,  who  at  this  time 
interrogated  Mr,  Hansell  and  Americus  J,  Leonard,  the  president  of 
Burco,  Inc.,  as  to  the  value  of  the  shares  of  Delta  Oil  Company,  Ltd, 
and  Insuranshares  Corporation  of  Delaware,^-^  apparently  did  not 
inquire  into  the  $340,000  payment  by  Mr,  Hansell  to  Graham,  Mc- 
Mahon, Buel],  and  Knox,'^^^ 

As  a  result  of  these  conferences,  the  designation  of  Solomont  and 
Eobb  joint  account  on  the  books  of  Paine,  Webber  &  Co.  was  modified 
by  adding  the  notation,  "Burco  A/C." ''-'  On  March  16,  1937  the 
unsold  securities  ^-^  and  the  cash  remaining  in  the  account  of  Solomont 
and  Robb,  Burco  A/C  with  Paine,  Webber  &  Co.  were  transferred  to 
the  officers  of  Burco,  Inc.  and  the  account  terminated.^^^ 

The  total  commissions  to  Paine,  Webber  &  Co.  in  all  its  transactions 
in  connection  with  all  these  investment  companies  aggregated  $16,000. 
When  examined  as  to  the  obligation  of  Paine,  Webber  &  Co,  to  these 
investment  companies  and  the  actual  and  possible  benefits  to  that 
firm,  Mr.  Paine  testified :  ^^^ 

Q.  You  say  you  acted  strictly  iu  a  brokerage  capacity.  Tlie  fact  of  ttie  mat- 
ter is  that  you  became  conscious  in  each  instance  before  you  actually  started 
the  liquidation  of  the  securities  that  you  were  acting  as  broker  or  agent  for  an 
investment  trust;  isn't  that  so? 

A.  I  would  not  imply  that. 

Q.  Now  let  us  see.  With  respect  to  First  Income  Trading  Corporation,  you 
were  not  there? 

A.  That  is  right. 

Q.  But  with  respect  to  the  Continental  Securities  Corporation,  you  said  late 
in  the  afternoon  of  the  25th  of  October,  when  Robb  or  Solomont  asked  you  to 
segregate  the  securities,  you  knew  then  that  these  were  Continental  Securities 


«22  See  note  616. 

«23Mr.  Withington  testified   (id.,  at  1648-9)  : 

Q.  Did  he  [Howard  P.  Hansell,  Jr.]  also  tell  you  that  he  had  bought  control  of 
Burco.  Inc.? 

A.  No  ;  at  that  time  there  was  no  mention  of  control  of  Burco.  I  didn't  know  ahout 
that  until  a  siibscqu  nt  date. 

«^'Id.,  at  1648-9. 

825  Id.,  at  1649-50  and  Commission's  Exhibit  No.  59. 

*="  It  will  be  recalled  that  Paine,  Webber  &  Co.  had  previously  liquidated  securities  iti 
this  account  for  proceeds  of  $;190,000.  From  these  proceeds,  Paine,  Webber  &  Co.  had 
deducted  .$290,000,  the  amount  of  their  advance  to  Mr.  Solomont.  The  securities  remain- 
ing in  the  account  were  thereafter  delivered  by  the  oflicers  of  Burco,  Inc.,  to  Howard  F. 
Hansell,  Jr.,  in  satisfaction  of  its  obligation  to  meet  the  final  payments  due  on  the 
purchase  from  Mr.  Hansell  of  the  common  stock  of  Delta  Oil  Company,  Ltd.  and  Insuran- 
shares "CorporaFion  of  Delaware.     See  supra,  p.  46-5. 

«27  Op.  cit.  supra,  note  1,  at  1C50-1. 

<"'  Id.,  at  390-3. 
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Corporation  stock — I  think  you  did  say  you  did  not  know  that  the  Schroders  had 
sold  control — although  with  respect  to  Continental  Securities  Corporation  you 
knew  you  were  the  broker  for  Continental  Securities  Corporation;  isn't  that  so? 

A.  Yes. 

Q.  And  your  primary  obligation  as  agent  and  your  fiduciary  duty  was  to 
Continental  Securities  Corporation,  isn't  that  so? 

A.  Well,  we  naturally  would  expect  to  get  title  to  the  securities  which  were 
sold  for  any  account,  if  they  were  Continental  stocks ;  yes,  sir. 

Q.  And  that  is  true  of  Insuranshares  Corporation  of  Delaware ;  you  knew  you 
were  acting  as  broker  for  Insuranshares  Corporation  of  Delaware,  didn't  you? 

A.  Yes,  sir. 

Q.  You  knew  that  was  so  with  Bond  and  Share  Trading  Corporation? 

A.  That  was  a  straight  transaction,  I  mean  there  was  no  loss  on  that. 

Q.  And  then  you  knew  that  with  respect  to  Burco,  too,  did  you  not? 

A.  Yes. 

Q.  Now  you  say  that  the  only  remuneration  that  you  received  was  $16,C0O. 
Now,  candidly,  Mr.  Paine,  you  do  not  deny,  do  you,  that  consciously  or  uncon- 
sciously you  had  it  in  the  back  of  your  mind  that  you  would  get  the  account 
for  these  investment  trusts,  isn't  that  so? 

A.  Naturally,  we  assumed  that  we  were  going  to  continue  to  do  business  with 
these  people. 

Q.  And  the  fact  of  the  matter  is  that  though  ultimately  it  did  not  turn  out 
that  way,  when  you  did  the  business  you  expected  you  would  get  the  account 
of  Continental  Securities  Corporaticm  which  had  about  four  million  dollars  in 
assets  at  that  time,  isn't  that  so? 

A.  Two  and  one-half  million,  as  far  as  I  know. 

Q.  And  one  of  the  best  brokerage  clients  in  the  world,  is  an  investment  trust,, 
isn't  that  so?    Because  that  is  their  business,  buying  and  selling  securities? 

A.  That  is  correct. 

Q.  And  not  only  are  they  the  best  customers  because  they  continually  buy 
and  sell  securities,  but  they  always  buy  for  cash  and  do  not  have  any  margin 
accounts,  do  they? 

A.  That  is  usually  the  case. 

Q.  They  are  the  finest  commission  business  in  the  world,  isn't  that  so,  if  you 
can  get  it? 

A.  Yes. 

Mr.  Paine  conceded  that  his  rehitionship  of  broker  to  the  various 
investment  companies  which  came  under  tlie  control  of  the  Fiscal 
Management  and  Northern  Fiscal  groups  might  have  created  a  fidu- 
ciary relationship  between  the  investment  companies  and  his  firm. 
Nevertheless,  he  testified  that  his  suspicions  were  not  aroused  in  any 
way  by  the  fact  that  his  firm  received  from  the  officials  of  the  invest- 
ment companies  only  orders  to  liquidate  their  portfolio  securities  as 
rapidly  as  possible  to  satisfy  the  advances  made  by  his  firm,  with 
onl}'  one  order  to  purchase  securities.  Furthermore,  the  fact  that 
immediately  after  sufficient  securities  were  sold  to  rej^ay  these  ad- 
vances, the  brokerage  accounts  of  several  of  the  investment  compa- 
nies with  Paine,  Webber  &  Co.  were  transferred  to  Prentice  &  Brady 
apparently  also  did  not  impress  Mr.  Paine  as  a  questionable  circum- 
stance.   Mr.  Paine  testified :  ^-^ 


628  1(3.,  at  386-9. 
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•'  Q.  In  all  those  transactions  I  notice  one  thing,  Mr.  Paine,  that  starting  with 
the  First  Income  Trading  Corporation,  Continental  Securities  Corporation,  In- 
suranshare.s  Corporation  of  Delaware,  Bond  and  Share  Trading  Corporation, 
and  Burco,  Inc.,  five  different  investment  companies  with  which  Paine,  Webber  & 
Company  was  associated  and  you  know  what  I  mean  by  associated 

A.  Brokerage. 

Q.  Did  you  ever  buy  a  single  share  of  stock  for  any  one  of  these  trusts? 

A.  I  think  we  bought  some  lusuranshares  stock  at  $1.00  a  share. 

Q.  No ;  what  I  mean  is  did  you  ever  act  as  broker  for  any  one  of  those  trusts 
and  execute  a  single  buy  order  for  them? 

A.  I  say  we  did  buy  Insui'anshares  for  Solomont  and  Robb,  lusuranshares, 
I  think  2,400  shares  of  Insui'anshai'es  stock. 

Q.  But  every  other  single  tran.^action  that  you  had  during  the  entire  history, 
starting  in  August  and  terminating  in  about  March,  through  that  period  the 
only  thing  which  Paine,  Webber  &  Company  did  was  to  sell,  isn't  that  so? 
'■A.  Well,  there  is  a  notation  on  these  of  Interborough  Rapid  Transit,  and  we 
bought  one  stock  which  was  sold ;  otherwise  you  are  correct. 

Q.  Wasn't  it  becoming  patent  and  apparent  to  you  that  these  people  were 
selling  out  and  liquidating  the  portfolio  of  the  various  trusts  and  except  in 
negligible  instiinees,  was  there  a  single  order  to  buy  executed  by  Paine,  Webber 
'&  Company  for  any  of  these  investment  trusts? 

A.  Don't  forget  that  we  delivered,  after  selling  the  securities  of  First  In- 
come  Trading,   we   delivered   over   a   million   dollars   of   securities   for   Conti- 
nental Securities,  and  we  had  no  knowledge  of  what  was  going  to  happen  to  it. 
We  did  not  know  whether  everything  was  selling,  or  not ;  we  had  no  idea. 
!i  Q.  So  far  as  your  end  of  it  was  concerned,  it  was  a  sale? 

A.  Yes ;  actual  brokerage  orders  on  the  selling  side ;  yes,  sir. 

Q.  How  many  dollars  of  securities  did  you  sell  in  this  entire  picture?  How 
much  did  you  sell  in  First  Income  Trading,  do  you  remember? 

A.  About  $150,000  worth. 

Q.  And  how  much  did  you  sell  in  Continental  Securities  Corporation? 

A.  I  should  say  $1,400,000.* 

Q.  And  how  much  did  you  sell  in  Insuraushares  Corporation  of  Delaware? 

A.  I  should  say  about  $480,000. 

Q.  And  how  much  did  you  sell  in  Burco,  Inc.? 

A.  About  $3.90,000,  and  we  liquidated  some  other  stock  which  Burco  had  on 
a  loan  afterwards  of  about  $200,000. 

Q.  And  then  you  sold  about  $70,000  in  Bond  and  Share  Trading  Corporation, 
isn't  that  so? 

A.  I  think  that  is  the  amount. 

Q.  Approximately  how  much  is  it? 

A.  $2,700,000. 

Q.  $2,700,000  of  securities. 

A.  In  five  accounts;  that  is  not  a  very  tremendous  amount  because  Con- 
tinental's portfolio  was  $2,500,0(t0. 

Q.  Well,  it  may  not  be  a  tremendous  amount  where  you  buy  and  sell,  but 
in  the  light  of  the  facts  I  have  just  developed,  it  was  a  lot  of  selling,  wasn't  it? 

A.  We  executed  a  great  deal  more  than  that  in  a  very  short  time  in  pre- 
vious years. 

As  a  result  of  the  association  of  Paine,  Webber  &  Co.  with  the 
acquisition  of  control  of  investment  companies  by  the  Fiscal  Man- 
agement and  Northern  Fiscal  groups,  the  Board  of  Governors  of 
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the  New  York  Stock  Exchange  suspended  Stephen  Paine  for  a 
period  of  three  years  from  membership  on  the  New  York  Stock  Ex- 
change. The  substance  of  the  "charges  and  specifications"  of  the 
Board  of  Governors  was  that  "he  (Stephen  Paine)  either  knew  the 
facts  and  circumstances  in  the  light  of  which  he  should  not  have 
permitted  or  should  have  prevented  (1)  certain  advances  or  loans 
by  the  firm  of  Paine,  Webber  &  Co.  for  the  account  of  certain  in- 
dividuals which  were  used  for  the  purchase  of  control  of  Continental 
Securities  Corporation,  Insuranshares  Corporation  of  Delaware,  and 
Burco,  Inc.,  investment  trusts,  securities  from  the  portfolios  of  which 
investment  trusts  were  used  as  collateral  to  secure  such  advances  or 
loans  and  later  sold  in  order  to  liquidate  such  advances  or  loans, 
and  (2)  certain  transactions  made  in  the  joint  account  of  said  in- 
dividuals involving  securities  from  the  portfolios  of  such  investment 
trusts,  or  he  was  aware  of  circumstances  which  in  the  exercise  of 
ordinary  diligence  demanded  an  investigation  and  failed  to  make 
proper  investigation." 

Frank  Hope,  another  partner  in  the  firm,  was  suspended  for  a 
period  of  six  months,  on  the  ground  "*  *  *  that  he  either  knew 
facts  and  circumstances  in  the  light  of  which  he  should  not  have 
permitted  or  should  have  prevented  an  advance  or  loan  by  the  firm 
of  Paine,  Webber  &  Co.  for  the  account  of  certain  individuals  which 
was  used  for  the  purchase  of  control  of  Burco,  Inc.,  an  investment 
trust,  securities  from  the  portfolio  of  which  investment  trust  were 
used  as  collateral  to  secure  such  advance  or  loan,  or  he  was  aware  of 
circumstances  which  in  the  exercise  of  ordinary  diligence  demanded  an 
investigation  and  failed  to  make  a  i:)roper  investigation."  ®^° 

E.  Participation  of  Prentice  &  Brady  in  the  Activities  of  the 

Fiscal  Management  Group 

The  brokerage  firm  of  Prentice  &  Brady,  it  will  be  recalled,  figured 
prominently  in  the  activities  of  the  Fiscal  IVIanagement  group. 
George  H.  Clayton,  Jr.,  a  member  of  the  Fiscal  Management  group, 
was  a  close  associate  of  Jerome  C.  Brady,  one  of  the  partners  in  the 
firm  of  Prentice  &  Brady j''^^  sharing  an  office  with  Jerome  C.  Brady .*^^- 
Presumably,  as  a  result  of  this  association,  the  firm  of  Prentice  & 
Brady  not  only  received  commissions  in  connection  with  the  sale  of 
control  of  Reynolds  Investing  Company,  Inc.,  but  also  received  com- 
missions as  the  broker  in  the  liquidation  of  the  portfolio  securities  of 
the  various  investment  companies  acquired  by  tlie  Fiscal  Management 
group. 

«3«r/ie  New  York  Times,  April  1,  1939.  On  May  31,  1939.  a  Federal  Grand  Jury  in  the 
Southern  District  of  New  York  indicted  Messrs.  Morris,  Solomont,  Hansel!  and  Paine, 
among  others,  on  17  counts  of  mail  fraud  and  one  of  conspiracy  in  connection  with  Insur- 
anshares Corporation  of  Delaware  and  Burco.  Inc.  (The  New  York  Times,  June  1,  1939.) 
On  December  1,  1939  Messrs.  Morris.  Solomont,  Hansell  and  Paine  were  convicted  in  the 
United  States  District  Court  for  the  Southern  District  of  New  York  as  participants  in  a 
conspiracy  involving  the  use  of  the  mails  to  defraud  the  stockholders  of  Insurarishares 
■Corporation  of  Delaware  and  Burco,  Inc.     (The  New  York  Times,  December  2,  1939.) 

<«^  Op.  cit.  supra,  note  1. 

es2  Ibid. 
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1.  ACTIVITIES  IN  CONNECTION  WITH  ACQUISITION  OF 
CONTROL  OF  FIRST  INCOME  TRADING  CORPORATION 
AND  CONTINENTAL  SECURITIES  CORPORATION 

Prentice  &  Brady  became  the  brokers  for  First  Income  Trading 
Corporation  immediately  after  Paine,  Webber  &  Co.  had  liquidated 
sufficient  portfolio  securities  of  this  investment  company  to  satisfy 
the  advances  which  that  firm  had  made  to  the  group  who  acquired 
control  of  the  company.*^^^  In  addition,  Prentice  &  Brady  received 
■$48,000  in  brokerage  commissions  in  connection  with  the  liquidation 
of  the  balance  of  the  portfolio  securities  of  Continental  Sscurities 
Corporation,  which  were  turned  over  to  Prentice  &  Brady  immediately 
after  Paine,  Webber  &  Co.  had  sold  sufficient  of  these  portfolio 
securities  to  reimburse  that  firm  for  its  $580,000  advance  to  the  group 
to  buy  control  of  Continental  Securities  Corporation.""* 

Furthermore,  Prentice  &  Brady  received,  as  a  result  of  their  asso- 
ciation with  the  Fiscal  Management  group,  $160,000  of  the  funds  of 
Continental  Securities  Corporation.  Of  this  sum,  $80,000  was  used 
by  Prentice  &  Brady  to  purchase  a  seat  on  the  New  York  Stock  Ex- 
change for  one  Mr.  Lynch,  who  subsequently  became  a  partner  in 
the  firm  of  Prentice  &  Brady;  $20,000  was  paid  to  Mr.  Clayton;  and 
$60,000  was  disbursed  in  "various  small  loans"  to  "various  people."  *'^^ 

a.  ACTIVITIES  IN  CONNECTION  WITH  ACQUISITION  OF 
CONTROL  OF  REYNOLDS  INVESTING  COMPANY,  INC. 

In  the  acquisition  of  control  of  Reynolds  Investing  Company,  Inc., 
Sartell  Prentice,  of  Prentice  &  Brady,  ostensibly  acted  as  the  prin- 
cipal and  publicly  announced  that  he  acted  in  that  capacity.*'^*'  It 
will  be  recalled  that  C.  K.  Rsynolds  testified  that  the  fact  that  Mr. 
Prentice  was  reputed  to  be  related  to  the  Rockefeller  family  was  one 
of  the  factors  which  induced  the  Reynolds  family  to  sell  their  con- 
trolling block  of  stock  of  Reynolds  Investing  Company,  Inc.  to  Mr. 
Prentice,  Actually,  however,  as  has  already  been  described,  Sartell 
Prentice  was  acting  in  the  negotiations  for  the  acquisition  of  control 
of  Reynolds  Investing  Company,  Inc.  only  as  agent  for  the  undis- 
closed principal,  the  Fiscal  Management  group.  Control  of  Reynolds 
Investing  Company,  Inc.,  was  ultimately  acquired  by  Continental 
Securities  Corporation,  wliich  was  at  that  time  controlled  by  the  Fis- 
cal Management  group.  Prentice  &  Brady  acted  as  the  brokers  in 
the  liquidation  of  the  portfolio  of  Continental  Securities  Corpora- 
tion and  also  in  the  liquidation  of  a  substantial  portion  of  the  port- 
folio of  Reynolds  Investing  Company,  Inc.,  in  order  to  raise  the  cash 
necessary  to  meet  the  payments  on  the  contract  to  purchase  control 
of  Reynolds  Investing  Company,  Inc.  In  connection  with  this  acqui- 
sition of  control.  Prentice  &  Brady  without  authorization  hypothe- 

«=■'  See  supra,  p.  359. 

**'  Op.  clt.  supra,  note  1,  at  593. 

«=5  See  supra,  p.  407. 

«■'»  See  supra,  p.  425,  note  306. 

15337.3— 40— pt.  3 33 
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cated  customers'  securities  with  banks  for  loans;  hypothecated  for 
loans  with  various  banks,  without  the  prior  authority  of  the  board 
of  directors,  the  portfolio  securities  of  Reynolds  Investing  Company^ 
Inc.,  which  had  been  removed  from  that  company's  vault;  and 
subsequently  liquidated  these  portfolio  securities  without  the  i)rior 
authority  of  the  board. 

Prentice  &  Brady  received  a  total  of  $52,000  in  "commissions"  in 
connection  with  acquisition  of  control  of  Rej^nolds  Investing  Com- 
pany, Inc.,  and  the  liquidation  of  the  securities  of  that  investment 
company.^^^ 

In  April  1938,  Messrs.  Prentice  and  Brady  were  expelled  from  the 
New  York  Stock  Exchange  by  the  Committee  on  Business  Conduct, 
upon  the  ground  that  the  firm  had  made  improper  use  of  customers' 
securities.^^^  In  May  1938  the  Attorney  General  of  New  York  ob- 
tained an  injunction  in  substance  restraining  the  firm  of  Prentice  & 
Brady  from  engaging  in  any  security  activities  with  collateral  on 
investment  trusts.*'"^  In  November  1938  a  federal  grand  jury  for  the 
Southern  District  of  New  York  indicted,  among  others,  Sartell  Pren- 
tice and  Jerome  C.  Brady  as  alleged  participants  in  a  conspiracy  to 
use  the  mails  to  defraud  the  stockholders  of  First  Income  Trading 
Corporation,  Continental  Securities  Corporation,  and  Reynolds  In- 
vesting Company,  Inc.*^ 
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F.  Conclusion 

Within  the  period  of  six  months  from  October  193T  to  March  1938, 
the  Fiscal  Management  and  Northern  Fiscal  groups  were  able,  with- 
out the  expendituie  of  any  of  their  own  funds,  to  acquire  control  of 
seven  investment  companies  with  aggregate  assets  of  approximately 
$14,600,000.  During  this  same  period,  an  aggregate  of  approximately 
$6,000,000  of  marketable  assets  of  investors  in  these  organizations 
were  either  dissipated  in  the  form  of  ''commissions,"  "profits,"  and 
loans  to,  and  purchases  of  valueless  securities  from  the  members  of 
the  group  and  their  associates  or  were  replaced  with  assets  of  a  most 
doubtful  value."^^     After  the  passage  of  control  of  these  investment 

1="  Op.  cit.  supra,  note  1,  at  593. 

"ss  The  New  York  Times,  April  27,  1938,  p.  32. 

™  IcL,  May  28,  1938,  p.  1. 

^0  Jerome  C.  Brady  and  Sartell  Prentice,  both  of  wh'un  were  subpoenaed  by  the  S"Ciiri- 
ties  and  Exchange  Commission  to  testify  at  its  public  examination  into  the  activities  of 
the  Fiscal  Management  group,  asserted  their  constitutional  privilege  of  refusing  to  testify 
on  the  ground  that  their  answers  might  tend  to  degi-ade  or  incriminate  them.  (Op.  cit, 
supra,  note  1,  at  118-121.) 

Various  criminal  proceedings  which  were  instituted  in  connection  with  the  activities  of 
the  Fiscal  Management  group  and  Northern  Fiscal  group  are  (1)  indictments  by  the  Grand 
Jury,  County  of  New  York,  of  Messrs.  Frear,  Ferretti,  Clayton,  Solomont,  Robb,  and 
Morris  for  grand  larceny.  All  of  these  defendants,  except  Mr.  Robb,  who  pleaded  guilty, 
were  acquitted  June  9,  1939.  (2)  Indictments  by  Federal  Grand  Jury  for  the  Southern 
District  of  New  York  of  members  of  the  Fiscal  Management  group  and  various  others 
including  Stephen  Paine  as  alleged  participants  in  a  conspiracy  to  uf^e  the  mails  to  defraud. 
These  indictments  were  still  pending  at  the  date  of  this  report. 

""1  The  following  schedule  indicates  the  value  of  the  diversified  marketable  securities  :ind 
other  assets  of  the  various  investment  companies  acquired  by  the  Fiscal  Management  and 
Northern  Fiscal  groups  prior  to  the  passage  of  their  control  to  such  groups ;  and  the 
dollar  amount  of  these  assets  which  were  invested  in  securities  of  other  investment  com- 
panies (most  of  which  had  nominal  or  no  asset  values),  in  the  p-ref erred  stocks  of  Fiscal 
Management  Company,  Ltd.,  and  of  Northern  Fiscal  Corporation,  Ltd.  (the  personal 
holding  companies  of  the  groups),  in  large  blocks  of  stocks  of  doubtful  value,  and  in  loans 
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companies  to  these  groups,  five  of  these  seven  investment  trusts  ulti- 
mately were  placed  in  receivership  or  reorganization  to  prevent  fur- 
ther depletion  of  their  assets  by  the  members  of  the  groups. 

The  individuals  in  the  groups  acquired  control  of  these  various 
investment  companies  by  the  device  of  using  the  funds  of  the  very 
investment  companies  acquired  to  pay  for  the  controlling  blocks  of 
stock  of  these  organizations.  However,  these  schemes  could  not  have 
been  consummated  had  the  old  managements  and  dominant  stock- 
holders not  turned  over  control  of  the  funds  which  ''belonged"  to 
the  investing  public. 

The  old  managements  owed  a  high  fiduciary  obligation  to  the  in- 
vestors arising  from  the  various  capacities  in  which  they  were  asso- 
ciated with  their  investment  companies  and  security  holders.  In  most 
instances  the  persons  who  transferred  control  had  sponsored  the 
investment  trusts,  distributed  the  securities  of  these  investment  trusts, 
managed  the  funds  of  these  organizations,  and  were  officers  and  direc- 
tors and  controlling  stockholders. 

The  public  investors  in  these  companies  had  a  right  to  expect  a 
strict  and  continuous  observance  of  these  obligations.  The  investing 
public,  apparently  motivated  by  a  desire  to  be  in  a  senior  or  protected 
position,  purchased  the  bonds,  debentures,  and  preferred  stocks  of 
these  investment  companies.  For  this  protection,  these  senior  security 
holders  were  apparently  willing  to  limit  the  extent  of  their  partici- 

to  the  membsrs  of  the  groups  or  thfir  associates.  These  figures  do  not  include  all  the 
"commissions"'  and  "profits"  taken  by  the  members  of  the  groups  and  associates  on  various 
deals  by  and  with  the  investment  companies,  nor  does  it  include  Admiuistei-ed  Fund 
Second,  Inc.,  which  hod  assets  of  appro.ximately  $.3, .500. 000,  since  these  funds  were  not 
"touched"  by  the  Fiscal  Monagemcnt  group. 


Name  of  investment 
company 

Approximate 

aggregate 

value  of  net 

assets  prior 

to  transfer 

of  control 

Disposition  of  assets  acquired  by  Fiscal  Managemen 
and  Northern  Fiscal  crouri 

Bond    and    Share   Trading 
Corporation. 

Burco,  Inc 

$230, 000 
1,250,000 

3,  300, 000 

540,000 

800,000 
5,000,000 

$175, 000  used  to  purchase  preferred  stock  of  Northern 

Fiscal  Corp.,  Ltd. 
$25, 000  used  to  purchase  common  stock  of  Insuran- 
sharcs Corporation  of  Delaware. 

Continental  Securities  Cor- 
poration. 

First  Income  Trading  Cor- 
poration. 

Insuransharcs    Corporation 
of  Delaware. 

Reynolds  Investing  Co.,  Inc. 

$725, 000  used  to  purcliase  common  stock  of  Delta 
0)1  Co.,  Ltd. 
$1,900,000  u.sed  to  purchase  common  stock  of  Rey- 
nolds Investing  Co.,  Inc. 

$354,500  used  to  purchase  common  stock  of  Corpo- 
rate Administration,  Inc. 

$447,000  paid  on  contract  to  purchase  collateral  notes 
of  American  Utilities  Corp. 

$100,000  advanced  to  Prentice  <t  Brady  and  others. 

$103, 000  used  to  purchase  common  stock  of  Barkley- 
Grow  Aircraft  Corp. 

$217, 000  u.sed  to  purchase  common  stock  of  Reynolds 
Investing  Co.,  Inc. 

$125, 000  used  to  purchase  common  stock  of  Barkley- 
<                        Grow  Aircraft  Corp. 

$88,000  used  to  purchase  various  mining  and  oil 

stocks. 
$31,000  advanced  to  Messrs.  Grow  and  Wicks. 

$17.5. 000  used  to  purchase  class  A  and  B  stock  of  Bond 
and  Share  Trading  Cori). 

$325, 000  used  to  purchase  preferred  slock  of  Northern 
Fiscal  Corp..  Ltd. 

$882,  500  used  to  purchase  preferred  stock  of  Fiscal 
Management  Co.,  Ltd. 

Total 

$11,120,000 

$5,  733,  000 
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pation  in  all  the  profits  and  earnings  of  these  organizations.  As  has 
been  indicated,  the  vendors  of  control  of  these  investment  organiza- 
tions were  the  holders  of  substantial  blocks  of  common  stock.  These 
controlling  individuals  were  therefore  virtually  operating  large  secu- 
rities accounts  which  were  "margined"  with  the  funds  supplied  by  the 
holders  of  the  debentures  and  preferred  stock.  By  the  time  that  con- 
trol was  transferred,  substantial  losses  had  been  sustained  by  these 
organizations  and  their  security  holders — losses  which  were  sustained 
during  the  management  periods  of  these  vendors  of  control.  Control 
was  therefore  transferred  by  these  dominant  individuals  at  a  time  when 
honest  and  competent  management  was  required  if  the  losses  by  the 
senior  security  holders  and  minority  common  stockholders  were  to 
be  recouped. 

In  almost  all  of  the  investment  companies  discussed,  the  common 
stock,  the  largest  blocks  of  which  were  held  by  the  old  managements, 
had  no  asset  value,  and  the  funds  "belonged"  substantially  to  the 
senior  security  holders,  who  did  not  possess,  however,  any  vote  or 
control  over  the  funds.  The  obligation  which  was  imposed  upon  the 
individuals  transferring  control  either  as  sponsors,  managers,  direc- 
tors, distributors  of  the  securities  or  principal  stockholders  of  the 
investment  company,  was  intensified  by  the  fact  that  the  assets  of 
these  companies  were  for  the  most  part  cash  or  readily  marketable 
securities,  easily  convertible  into  cash  and  were  not  subject  to  any 
investment  restrictions.  Yet  the  old  managements  and  controlling 
stockholders,  under  these  circumstances,  transferred  the  funds  of  these 
public  investors  to  groups  of  individuals  without  an  effective  investi- 
gation as  to  the  character  and  ability  of  these  individuals.  The  'fail- 
ure to  make  such  investigation  in  view  of  the  consequences  attendant 
UDon  the  transfer  of  these  funds,  is  the  outstanding  fact  which  must 
affect  the  judgment  of  tlieir  conduct. 

These  managements  not  only  received  for  their  controlling  blocks 
of  stock  prices  far  in  excess  of  the  asset  or  market  value  of  these 
securities,  but  simultaneously  relieved  themselves  of  the  burdens  and 
obligations  attendant  on  the  management  of  other  people's  money. 
Although  the  old  managements  obtained  these  advantageous  prices 
for  their  securities,  they  did  not  take  any  steps  to  notify  the  security 
holders  of  the  contemplated  transfer  of  control  or  to  insure  a  con- 
tinuance of  the  management  and  investment  policies  of  the  company 
in  reliance  upon  which  policies  the  public  may  have  }:)urchased  or 
retained  the  securities  of  the  investment  companies.  In  fact,  partici- 
pation of  the  old  managements  in  the  transfer  of  control  was  not 
merely  passive.  They  took  affirmative  steps  to  deprive  the  stock- 
holders of  the  opportunity  to  elect  their  own  directors.  The  old 
managements,  who  in  several  instances  owned  only  a  minority  voting 
interest  in  their  companies,  actively  facilitated  the  transfer  of  control 
by  participating  in  a  scheme  of  alternate  resignation  of  the  old  direc- 
tors and  election  of  new  directors.  This  device  obviated  any  neces- 
sHy  for  electing  new  directors  at  the  next  annual  meeting  of  the 
stockholders  or  at  a  special  meeting  called  for  that  purpose.  By  this 
scheme  the  security  holders  received  no  notice  of  the  contemplated 
transfer  of  control,  and  were  deprived  of  any  opportunity  to  avail 
themselves  in  proper  time  of  any  legal  remedy  or  recourse  which  they 
may  have  possessed  to  prevent  the  dissipation  and  depletion  of  their 
funds.  I 
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X.  GENERAL  INVESTMENT  CORPORATION 

(FORMERLY  THE  PUBLIC  UTILITY  HOLDING  CORPORA- 
TION OF  AMERICA) 

A.  Summary- 
General  Investment  Corporation  (formerly  The  Public  Utility  Holding  Corpora- 
tion of  America)  was  incorporated  in  Delaware  on  September  5,  1929,  under  the 
sponsorship  of  the  United  Founders  Corporation  group  and  The  Harris  Forbes 
Corporation  (a  subsidiary  of  Harris,  Forbes  &  Company,  a  leading  New  York 
investment  banking  house),  to  invest  in  stock  of  public  utility  interprises. 

General  Investment  Corporation  raised  ultimately  an  aggregate  of  approxi- 
mately $78,634,000  by  the  issuance  and  resales  of  its  securities.  As  of  May  31, 
1936.  about  two  months  prior  to  the  date  when  control  of  Gener^il  Investment 
Corporation  was  transferred  by  the  sponsors  to  a  new  management,  the  invest- 
ment company  had  sustained  a  loss  in  operations  of  approximately  $70,604,000, 
or  89%7o  of  its  paid-in  capital. 

The  initial  public  distribution  of  the  common  stock  of  General  Investment 
Corporation  was  started  over-the-countsr  before  its  actual  issuance  on  a  "when 
issued"  basis  by  the  sponsors  on  September  6,  1829  (the  day  following  the  incorpo- 
ration of  the  investment  company).  The  opening  "when  issued"  price  for  the 
stock  was  $29  per  share.  By  September  23,  1829,  the  sponsors  had  sold  to  the 
public,  shares  of  common  stock  mainly  on  a  "when  issued"  basis,  at  an  average 
price  of  slightly  in  excess  of  $26  per  share,  for  an  aggregate  of  approximately 
$20,067,000.  On  September  16,  1329,  when  the  "when  issued"  market  price  of 
its  common  stock  was  ?35-$37  per  share,  as  contsmplated  and  agred  by  its 
sponsors  prior  to  its  organization.  General  Investment  Corporation  issued  to  its 
sponsors  2.000,000  shares  of  its  common  stock  and  503,000  shares  of  its  class  A 
common  stock  (multiple  voting  stock)  all  at  $12.50  per  share,  for  an  aggregate  of 
$31,250,000.  The  United  Founders  Corporation  group  then  used  part  of  this 
stock  so  issued  to  it  by  General  Investment  Corporation  to  make  deliveries  on 
the  "when  issued"  commitments  entered  into  with  the  public  and  realized  a 
profit  of  approximately  $4,000,030  on  these  deliveries.  In  addition,  the  United 
Founders  Corporation  group  received  a  $500,020  commission  on  sales  made 
directly  by  General  Investment  Corporation  to  the  public. 

From  September  17,  1929,  until  the  end  of  Novembsr  1929  the  sponsors  con- 
tinued the  public  distribution  of  tlie  common  shares  of  General  Investment 
Corporation  at  prevailing  market  prices,  wliich  were  higher  than  the  $12.50 
per  share  paid  by  the  sponsors.  On  these  siles,  V.^e  sponsors.  United  Founders 
Corporation  group  and  The  Harris  Forbes  Corporation,  realized  an  additional 
profit  of  $2,254,000.  As  a  result  of  this  method  of  distribution,  the  United 
Founders  Corporation  realized  a  profit  of  $5  280,000  and  The  Harris  Forbes  Cor- 
poration realized  a  profit  of  $954,000  on  the  common  stock  of  General  Investment 
Corporation  which  they  had  resold  to  the  public. 

The  two  sponsors  still  retained  500,000  shares  of  Class  A  stock  and  1,602,000 
shares  of  common  stock  at  a  net  cost  of  $20,000,000  after  deducting  their  profits 
on  the  resales.  However,  the  cash  investment  of  the  United  Founders  Corpora- 
tion group  and  of  The  Harris  Forbes  Corporation  in  the  General  Investment 
Corporation  were  further  reduced  when,  on  September  16,  1929,  these  sponsors 
sold  directly  to  the  investment  company  blocks  of  securities  of  utility  companies 
for  an  aggregate  of  $19,645,000  on  which  these  sponsors  realized  an  aggregate 
profit  of  about  $4,448,000.  As  a  consequence,  the  United  Founders  Corporation 
group  bettered  its  cash  position  by  approximately  $2,700,000  and  The  Harris 
Forbes  Corporation  reduced  its  cash  contribution  for  the  General  Investment 
Corporation  stock  to  about  $3,000,000.  However,  the  sponsors,  by  virtue  of  their 
ownership  of  the  class  A  stock  and  the  unsold  portion  of  the  common  shares,  still 
retained  effective  working  control  of  G-npral  Investment  Cornoration,  which 
ultimately  had  paid-in  capital  of  $78,634,000  and,  at  one  time  or  another, 
participated  in  control  of  utility  enterprises  having  aggregate  resources  of 
over  $811,500,000. 

General  Investment  Corporation  obtained  approximately  $21,000,000  of  its 
$78,634,000  of  total  paid-in  capital  in  September  1930  and  thereafter  through  its 
acquisition  of  United  States  &  Overseas  Corporation  in  an  exchange  of  stock. 
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United  States  &  Overseas  Corporation  had  been  organized  in  January  1929  by 
The  Harris  Forbes  Corporation,  N.  W.  Harris  &  Co.  of  Chicago,  the  United 
Founders  Corporation  group,  and  Deutsche  Bank  und  Discontogesellschaft,  a 
bank  in  Germany,  to  lend  intermediate  credits  to  industrial  and  utility  enter- 
prises principally  in  Germany.  By  the  beginning  of  September  1929,  United 
States  &  Overseas  Corporation  had  raised  $6,000,000  from  the  issuance  of  600,000 
shares  of  its  stock  to  its  original  sponsors  and  certain  other  investment  bankers. 
At  that  time,  in  contemplation  of  a  public  distribution  of  its  securities.  United 
States  &  Overseas  Corporation  reclassified  its  outstanding  stock  into  300,000 
common  shares  and  300,000  Class  A  common  shares;  and  issued  to  a  distributing 
syndicate  composed  of  the  sponsors  and  headed  by  The  Harris  Forbes  Corporation, 
an  additional  450,000  shares  of  common  stock  at  $36  per  share,  for  a  total  of 
$16,200,000.  These  450,000  shares,  together  with  150,000  common  shares  which 
the  sponsors  had  previously  purchased  from  the  company  at  $10  per  share, 
were  distributed  publicly  for  $35  per  share  for  a  total  of  $21,000,000.  Of  this 
price,  the  company  received  $17,700,000  and  the  sponsors  received  profits  and 
distributing  commissions  of  $3,300,000.  Beginning  in  September  1930,  when 
the  investment  quality  of  the  intermediate  German  credits  in  the  portfolio  of 
United  States  &  Overseas  Corporation  had  already  become  questionable.  General 
Investment  Corporation  was  caused  to  exchange  about  273,000  shares  of  its  $3 
dividend  series  preferred  stock  and  391,000  shares  of  its  common  stock,  or  an 
aggregate  of  about  $21,364,000  of  its  securities,  for  substantially  all  of  the  out- 
standing stock  of  the  United  States  &  Overseas  Corporation.  For  the  common 
shares  of  United  States  &  Overseas  Corporation  (which  had  been  for  the  most 
part  distributed  to  the  public).  General  Investment  Corporation  exchanged  its 
stock  on  the  basis  of  equivalent  asset  value  and  market  value.  However,  for 
the  United  States  &  Overseas  Corporation  Class  A  common  shares,  which  were 
held  entirely  by  the  sponsors  of  General  Investment  Corporation  and  of  United 
States  &  Overseas  Corporation  and  their  associates,  General  Investment  Corpora- 
tion paid  a  substantial  premium  above  asset  value.  In  the  subsequent  liqiiidation 
of  United  States  &  Overseas  Corporation,  General  Investment  Corporation  realized 
a  loss  of  $2,886,000.  bssides  sustaining  a  loss  of  $6,385,000  on  intermediate 
German  credits  acquired  from  United  States  &  Overseas  Corporation. 

General  Investment  Corporation,  diiring  its  first  management  period,  was 
caused  by  its  sponsors  to  invest  and  reinvest  an  aggregate  of  approximately 
$107,000,000  of  its  resources  in  securities  of  ventures  in  which  these  sponsors, 
particularly  Harris.  Forbes  &  Company,  had  a  direct  or  indirect  interest.  General 
Investment  Corporation,  on  these  particular  investments  which  were  permeated 
with  conflicts  of  interest,  sustained  losses  aggregating  approximately  $53,000,000 
out  of  the  total  loss  of  $70,604,000  sustained  by  the  investment  company  during 
this  management  period. 

Among  the  investments  upon  which  the  General  Investment  Corporation  sus- 
tained substantial  losses  were  the  intermediate  term  German  credits  which  were 
acquired  by  General  Investment  Corporation  either  directly  from  the  Deutsche 
Bank,  or  indirectly  by  its  acquisition  of  United  States  &  Overseas  Corporation, 
which  had  made  the  loans  under  the  supervision  of  the  Deutsche  Bank,  without 
exception',  to  clients  of  the  bank.  General  Investment  Corporation  sustained  a 
loss  of  $3,156,000  on  its  $7,750,000  participation  in  a  $15,000,000  debenture  issue 
of  Westphalia  United  Electric  Company.  The  second  largest  loss  on  these 
German  loans,  ultimately  aggregating  over  $3,000,000,  was  sustained  in  con- 
nection with  loans  made  to  Elektrizitatswerke  Suedwest,  A.  G.,  an  electric-power 
company  serving  the  city  cf  Berlin.  Almost  all  of  this  loss  was  siistained  by 
General  Investment  Corporation  on  a  $3,107,000  participation  in  a  syndicate 
headed  by  Deutsche  Bank  formed  to  lend  Elekti'izitatswerke  Suedwest,  throiigh 
purchases  of  its  debentures,  funds  to  pay  taxes  to  the  city  of  Berlin.  In  the  first 
half  of  1930  United  States  &  Overseas  Corporation  purchased,  through  Harris 
Forbes  &  Company,  a  participation  of  $2,765,000  in  a  debenture  syndicate  at 
112%  of  the  face  amount  or  $3,107,000,  of  which  $1,840,000  in  face  amount  were 
"ceded"  to  the  investment  company  by  Harris  Forbes  &  Company.  Harris  Forbes 
&  Company  agreed  to  repurchase  these  $1,840,000  of  debentures  on  or  before 
June  30,  1930.  This  repurcliase  obligation  was  extended  to  December  31,  1930, 
because  the  debentures  had  not  been  issued  in  marketable  form  by  Jiine  30, 
1930.  However,  the  management  of  United  States  &  Overseas  Corporation,  con- 
trolled by  Harris  Forbes  &  Company,  never  formally  made  demand  on  Harris 
Forbes  &  Company  to  repurchase  these  debentures.  Harris  Forbes  &  Company 
contended  that  its  obligation  was  to  purchase  from  the  investment  company 
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•debentures  in  marketable  form  and  not  to  "repurchase  the  $1,840,000  of  deben- 
tures" which  were  "ceded."  In  August  1931  United  States  &  Overseas  Corpora- 
tion sold  the  "loan"  at  cost  to  General  Investment  Corporation,  which  owned 
substantially  all  of  the  outstanding  stock  of  United  States  &  Overseas  Corpora- 
tion. Ultimately  General  Investment  Corporation  sustained  a  realized  loss  of 
approximately  $2,786,000  on  this  loan. 

General  Investment  Corporation  invested  an  aggregate  of  $15,527,000  in 
securities  of  the  Associated  Gas  and  Electric  Company  system,  a  banking  client 
of  Harris  Forbes  &  Company.  General  Investment  Corporation  bought,  at  the 
time  of  its  formation  in  September  1929,  $9,081,000  of  the  Associated  Gas  and 
Electric  Company  system  securities  directly  from  the  sponsors,  who  made  a 
profit  of  about  $4,239,000  on  this  sale.  General  Investment  Corporation  acquired 
$5,375,000  of  these  Associated  Gas  and  Electric  Company  system  securities  at 
the  end  of  September  1929,  from  Pynchon  &  Co.,  one  of  the  bankers  of  the 
Associated  system,  by  the  issuance  to  these  bankers  of  145,270  shares  of  General 
Investment  Corporation  common  stock.  General  Investment  Corporation  invested 
$7,969,000  in  the  Associated  Gas  and  Electric  Company  common  stock  alone, 
which  had  never  theretofore  paid  a  dividend  and  was  apparently  without  under- 
lying asset  value  at  the  time  of  acquisition.  Of  this  amoiTnt  $3,000,000  was  paid 
to  The  Harris  Forbes  Corporation  for  Associated  Gas  and  Electric  Company  com- 
mon stock  which  The  Harris  Forbes  Corporation  had  received  several  years 
before  as  a  bonus  for  becoming  banker  to  the  utility  system.  In  addition, 
General  Investment  Corporation  purchased  from  its  sponsors  for  $246,000  Asso- 
ciated Gas  and  Electric  Company  Class  A  common  stock  at  an  artificial  market 
price,  in  part  maintained  by  Harris  Forbes  &  Company  as  agent  for  the  Asso- 
ciated Gas  and  Electric  Company  system;  $423,000  of  General  Gas  and  Electric 
Corporation  preferred  stock  which  The  Harris  Forbes  Corporation  was  currently 
distributing;  and  $585,000  in  Eastern  Utilities  Investing  Corporation  c^ass  A 
common  stock,  which  was  without  asset  value  at  that  time.  General  Investment 
Corporation  ultimately  realized  an  aggregate  loss  of  $14,437,000  on  these  pur- 
'Chases,  exclusive  of  the  loss  of  United  States  &  Overssas  Corporation  amounting 
to  $198,000  on  its  investments  of  $460,000  in  the  Associated  Gas  and  Electric 
Company  system. 

In  September  1929,  The  Harris  Forbes  Corporation  sold  95  000  common  shares 
of  the  newly  formed  United  States  Electric  Power  Corporation  for  $1,425,000 
to  General  Investment  Corporation  and  United  States  &  Overseas  Corporation 
at  a  profit  of  $142,500.  TTltimately  the  two  investment  companies  sustained 
aggregate  losses  of  $849,550  on  this  investment. 

The  largest  single  investment  and  largest  single  loss  of  General  Investment 
Corporation  was  in  the  stock  of  Central  Public  Service  Company  and  its  sub- 
sidiaries, for  which  system  Harris,  Forbes  &  Company  was  the  tanker.  General 
Investment  Corporation  invested  ?22, 570.000  in  the  Central  Public  Service  Sys- 
tem, and  lost  approximately  $21,396,000.  General  Investment  Corporation,  at 
the  time  of  its  organization,  purchased  from  The  Harris  Forbes  Corporation  not 
only  a  block  of  the  common  stock  of  Central  Public  Service  Company,  but  a^so 
a  block  of  Class  A  common  stock  of  that  company's  subsidiary,  Central  Public 
Service  Corporation,  which  The  Harris  Forbes  Corporation  was  then  distributing 
at  artificially  maintained  prices.  Thereafter,  during  the  same  month,  General 
Investment  Corporation  acquired,  in  exchange  for  its  own  common  stock,  addi- 
tional Class  A  stock  from  Albert  E.  Pierce  &  Company,  the  sponsor  of  the  Central 
Public  Service  System,  for  an  aggregate  price  of  $1,100,000. 

The  m.ajor  part  of  the  investment  of  General  Investment  Corporation  in  the 
Central  Public  Service  System  was  acquired  by  an  exc>ange  of  its  control  of 
Portland  Electric  Power  Company  pursuant  to  a  contract  dated  January  30, 
1930.  The  Portland  company  had  been  acquired  by  General  Investment  Cor- 
poration at  a  cost  of  $19,035,000  in  October  1929.  It  was  sold  to  Central  Public 
Service  Corporation  for  $8,221,000  cash,  175,000  shares  Central  Public  Service 
Company  common  stock  valued  at  $4,200,000,  and  300,000  shares  Central  Public 
Service  Corporation  Class  A  common  stock  valued  at  $9,750,000.  After  this  ex- 
change. General  Investment  Corporation  and  Albert  E.  Pierce,  sponsor  and  one  of 
the  bankers  for  the  Central  Public  Service  System,  were  the  two  largest  stock- 
holders in  the  system.  By  this  exchange,  Harris,  Forbes  &  Company  augmented 
the  resources  of  the  Central  Public  Service  utility  system,  for  which  it  was  one 
of  the  bankers,  by  about  $90,000  000,  increasing  the  total  assets  to  $364,000,000, 
or  by  about  33%.  The  price  of  $9,750,000  for  Central  Public  Service  Corporation 
Class  A  stock  acquired  by  General  Investment  Corporation  was  based  on  a  market 
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artificially  maintained  for  this  stock.  Between  August  1929  and  December  1929, 
Central  Public  Service  Corporation,  through  Albert  E.  Pierce  &  Company  and  one 
of  its  own  subsidiaries,  bought  in  the  market  an  amount  of  this  stock  equal  to 
70%  of  the  total  transactions  in  this  stock  on  the  New  York  Curb  Exchange  and 
the  Chicago  Stock  Exchange;  and  the  stock  advanced  about  65%  in  market  price 
between  October  29,  1929,  and  December  9,  1929.  The  $4,200,000  of  Central 
Public  Service  Company  common  stock  acquired  by  General  Investment  Corpora- 
tion had  a  current  market  value  of  $3,255,000,  and  had  never  theretofore  paid 
dividends. 

Tl^e  General  Investment  Corporation  subsequently  increased  its  investment  in 
Central  Public  Service  System  to  an  aggregate  of  approximately  $22,500,000. 
In  October  1935,  the  Crntril  Pub'ic  Service  System  was  finally  reorganized  under 
Section  77B  of  the  Bankruptcy  Act.  General  Investment  Corporation  sustained 
an  aggregate  loss  of  approximately  $21,400,000,  including  a  loss  of  about  $15,- 
715,000,  upon  the  sale  of  its  block  of  Central  Public  Service  Company  common 
stock  and  Central  Public  Utility  Corporation  (successor  to  Central  Public  Service 
Corporation)  Class  A  stock  to  Albert  E.  Pierce  for  $70,000;  and  practically  an 
enti"e  Joss  of  its  investment  of  $2,894,000  in  American  Commonwealths  Power 
Corporation  which  wer.t  into  receivership  immediately  after  its  acquisition 
by  General  Investm-^nt  Corporation  from  Albert  E.  Pierce  &  Company  in  exchange 
for  the  Class  A  stock  of  Central  Public  Service  Corporation. 

Tn  fddition,  General  Investment  Corporation  lost  its  entire  investment  of 
$967,000  in  a  particip?.tion  in  a  $5,000,000  syndicate  headed  by  Harris  Forbes  & 
Company  to  finance  acquisition  of  Washington  Gas  Light  Company  by  the 
Central  Public  Service  Company. 

G-neral  Investment  Corporation  sustained  a  loss  of  $7,251,000  in  connection 
with  its  investment  in  South  American  Railways  Company  and  Buenos  Aires 
Central  R-^ilroad  and  Termiral  Company.  In  1929  the  Terminal  Company,  a 
banking  client  of  Harris  Forbes  &  Company,  had  borrowed  $5,250,000  from  a 
New  York  tank  to  finance  trmporari-y  construction  of  a  subway  in  Buenos 
Aires.  When  t^e  lo^n  was  made  and  later  extended,  Harris  Forbes  &  Company 
had  represented  to  the  bank  that  it,  Harris  Forbes  &  Company,  intended  to 
distribute  publicly  a  bond  issue  for  the  terminal  company  which  would  thus 
be  pro'^'id^d  with  fimds  to  repay  the  bank  loan.  However,  after  the  market 
break  in  1929.  Harris  Foi'bes  &  Company  did  not  offer  the  bonds  of  the  terminal 
compgny  publicly  but  had  General  Investment  Corporation  organize  South  Amer- 
ican Railways  Company  and  had  General  Investment  Corporation  guarantee  a 
$12,000,000  pote  issue  of  South  American  Railways  Company  which  Harris 
Fortes  &  Company  distributed  to  the  public.  The  proceeds  of  this  issue  were 
loaned  by  Soi'th  American  Railways  Company  to  the  terminal  company  which 
used  the  fiends  to  repay  t1ie  bank  loan  and  complete  the  construction  of  the 
subway.  Eventually  t^e  termin-^l  company  defaulted  on  its  obligation  to  pay 
the  loan  from  South  American  Railways  Company,  and  General  Investment  Cor- 
poration was  compelled  to  purc^Pse  for  approximately  $9,882,000  the  $12,000,000 
of  South  American  Railways  Company  notes  which  had  been  sold,  with  the 
guar?r!tee  of  General  Investment  Corporation,  to  the  public.  On  the  resale  of  its 
entire  investment  in  this  venture,  which  aggregated  approximately  $14,316,000. 
General  In-""stment  Corporation  sustained  a  loss  of  about  $7,251,000. 

By  May  31,  1936,  the  investment  company,  having  sustained  a  shrinkage  of 
$73,000,000  in  its  capital,  had  ass'^ts  on  the  basis  of  book  values  of  only 
$5,400,000.  In  August  of  1936,  control  of  General  Investment  Corporation  was 
sold  to  International  Eqinti^s  Corporation,  an  investment  company  controlled  by 
Ernest  B.  Warriner.  The  funds  necessary  to  purchase  control  of  International 
Equities  Corporation  had  been  fiirnished  Ernest  B.  Warriner  by  one  Wallace 
Groves.  General  Investment  Corporation  was  caused  to  purchase  from  its  parent, 
International  Equities  Corporation,  controlled  by  Mr.  Warriner,  a  $1,000  000  par- 
ticipation in  the  preferred  stock  of  Certain-teed  Products  Corporation,  a  company 
in  which  Wallace  Groves  was  indirectly  interested  through  his  Phoenix  Securi- 
ties Corporation. 

In  November  1936  General  Investment  Corporation  sold  its  investment  in  the 
Terminal  Company  to  a  governmental  agency  of  the  Argentine  for  approximately 
$7,500  000,  consisting  of  approximately  $5,750,000  in  cash  and  $1,750,000  in  a 
subparticipation  in  a  syndicate  loan.  A  "commission"  of  $250,00  was  paid  to 
Philip  Deronde.  an  associate  of  Wallace  Groves,  although  the  negotiations  had 
been  theretofore  substantially  completed  by  one  Mr.  Billings,  to  whom  a  com- 


INVESTMENT    TRUSTS   AND   INVESTMENT    COMPANIES  501 

mission  of  only  $35,000  was  paid.  From  tlie  balance  of  the  cash  proceeds  of 
the  sale  of  the  notes  there  was  disbursed  by  General  Investment  Corporation 
$2,508,282,  used  to  purchase  24,591  shares  of  the  company's  outstanding  preferred 
stock  at  $102  per  share  from  Wallace  Groves,  who  had  simultaneously  acquired 
20,731  shares  at  $87.50  per  share,  and  3,860  shares  at  $100  per  share,  thus 
realizing  by  these  transactions  a  profit  of  $308,320. 

During  December  1936  General  Investment  Corporation  was  caused  to  buy  for 
$641,000  from  Phoenix  Securities  Corporation,  controlled  by  Wallace  Groves, 
a  block  of  stock  of  Standard  Investing  Corporation,  which  Phoenix  Securities 
Corporation  had  acquired  in  an  unsuccessful  attempt  to  wrest  control  of  Stand- 
ard Investing  Corporation  from  Brown  Brothers,  Harriman  &  Company,  an  in- 
vestment banking  firm.  As  a  result  of  these  transactions,  a  major  part  of  the 
$5,750,000  of  cash  received  by  General  Investment  Corporation  by  the  sale  of  its 
Terminal  Company  notes  was  disbursed  in  transactions  in  which  Wallace  Groves, 
companies  in  which  he  had  substantial  interest,  or  his  associates,  were  pecuniarily 
interested.  General  Investment  Corporation  resold  its  investment  in  Standard 
Investing  Corporation  to  Henderson  Brothers  of  Boston,  and  two  weeks  later 
Standard  Investing  Corporation  purchased  the  control  block  of  stock  of  Inter- 
national Equities  Corporation  from  Mr.  Warriner  at  a  profit  of  $1,860,000  to  Mr. 
Warriner.  After  Henderson  Brothers  succeeded  to  control.  General  Investment 
Corporation  invested  a  substantial  amount  of  its  funds  in  real  estate. 

B.  Organization  and  Capitalization  of  General  Investment 

Corporation 

General  Investment  Corporation  was  incorporated  in  Delaware  on 
September  5.  1929,  as  The  Public  Utility  Holding  Corporation  of 
America,  under  the  sponsorship  of  The  Harris  Forbes  Corporation,  and 
United  Founders  Corporation  and  its  affiliate,  American  Founders 
Corporation.^  The  purposes  and  powers  of  the  corporation  were  both 
those  of  an  investment  company  and  a  holding  company  ^  but  Harris 
Forbes  &  Company  ^  on  whom  the  United  Foundei-s  Corporation  group 

*  Pullic  Examination,  American  General  Corporation,  et  al.,  Commission's  Exhibit  No. 
X342.3  (p.  1).  On  .Tuly  21.  193.3,  the.  name  of  tlie  company  was  changed  to  General  Invest- 
ment Corporation.      (I'l.,  Commission's  Exhibit  No.  X2423-I.) 

2  Ibid. 

3  Harris  Forbes  &  (^"ompany  was  an  outgrowth  of  N.  W.  Harris  &  Co.  which  was  a  co- 
par,tnership  formed  in  Chicago  in  1880  to  engage  in  the  investment-banking  business.  In 
1^12,  N.  W.  Harris  &  Co.  was  incorporated  under  the  name  of  the  Harris  Trust  and 
Savings  Banlc  in  Chicago.  At  that  time  a  holding  company,  Harris  Forhes  Companies,  was 
tormed  and  Harris  Forbes  &  Company  and  Harris  Forbes  &  Co.,  Inc.,  two  operating 
subsidiaries,  were  established  to  do  business  in  New  Yorlj  and  Boston,  respectively.  By 
1926,  Harris  Forbes  &  Company  was  one  of  the  leadirg  New  Yorls  investment-banlsing 
houses.  It  a'so  became  a  distributor  of  common  stocks  and  in  this  connection  formed  a 
subsidiary,  The  Harris  Forbes  Corporation.  During  1928  and  1929,  the  Harris  Forbes 
group  of  companies  handled  a  larger  volume  of  public  financing  than  any  other  investment- 
banljing  organization  in  the  United  States. 

Among  the  stockholders  of  Harris  Forbes  Companies  who  also  became  directors  of 
■General  Investment  Corporation  were  C.  W.  Beall,  E.  C.  Grar.bery,  Harry  M.  Addinsell, 
F.  S.  Burroughs,  W.  E.  McGregor,  Don  C.  Wheaton,  George  D.  Woods,  M.  H.  MacL»an  and 
Adolphe  Wenzell. 

In  the  summer  of  1930,  Harris  Forbes  Companies  was  sold  to  Chase  Securities  Corpora- 
tion and  the  Chase  National  Bank.  During  the  following  year  th«  re  was  a  merger  of  the 
investment-banking  business  of  the  Harris  Forbes  group  of  companies  with  that  of  the 
Chase  Securities  Corporation  under  the  name  of  Chase  Harris  Forbes  Corporation.  In  the 
spring  of  1933,  the  inves,tment-banking  business  of  Chase  Harris  Forbes  Corporation  was 
liquidated  and  thereafter,  the  Chase  National  Bank  divested  itself  of  the  Chase  Securities 
Corporation,  by  distributing  the  shares  to  its  own  stockholders  after  first  changing  the 
name  from  Chase  Securities  Corporation  to  Amerex  Holding  Corporation.  After  tiie 
purchase  of  Harris  Forbes  Companies  by  the  Chase  Securities  Corporation  in  1930, 
the  latter  was  represented  on  the  board  of  the  investment  company  by  Murray  W.  Dodge  and 
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relied  for  the  management  of  General  Investment  Corporation,*  and 
which  controlled  The  Harris  Forbes  Corporation  intended  to  cause 
General  Investment  Corporation  to  invest  in  the  equity  securities  of 
public  utility  companies,  particularly  those  which  Harris,  Forbeis  &. 
Company  had  theretofore  been  financing.^ 

In  all,  General  Investment  Corporation  received  $76,334,431.45  pro- 
ceeds from  the  original  issue  of  its  capital  stock,  as  follows :  ® 


Security 


Cumulative  preferred,  $3  dividend  series- 
Common 

Class  A  common 

Free  warrants 


-later  changed  to  $6  dividend  series, 


Total. 


Shares 


254,  026 

3, 143,  744 

500, 000 

50.  000 


Proceeds 


$14,  606, 50G.  50 

55,  227, 924. 95 

6,  250, 000. 00 

250.  000. 00 


76,334,431.45 


In  addition.  General  Investment  Corporation  received  $2,299,976. lii 
contributed  capital  surplus  by  reason  of  the  resale  of  treasury  shares 
at  an  excess  of  $1,979,079.80  over  the  cost  thereof  "'  and  by  reason 
of  the  retirement  of  part  of  its  gold  notes  "^  at  a  $320,896.32  discount,^ 
this  increasing  the  contribution  ^'^  to  the  investment  company  to 
$78,634,407.57.     Of  this,  $5,530,845.46  was  returned  to  stockholders 

Fiank  Callahan,  as  wfll  as  by  the  director  previously  identified  with  Harris  Forbes 
Companies. 

At  the  time  of  the  sale  of  Harris  Forbes  Companies  to  Chase  S;-curities  Corporation, 
one-half  of  The  Harris  Forbes  Corporation  was  acquired  by  Chase  Securities  Corporation, 
and  one-half  by  the  old  stockholders  of  Harris  Forbes  Companies.  At  that  time  the  uame- 
of  The  Harris  Foibrs  Covporation  was  changed  to  Pub'.ic  Utility  Associates,  Inc.  Ulti- 
mately, in  1035  and  1936,  Public  Utility  Associates,  Inc.,  was  acquired  by  the  United 
Founders  Corporation  group  of  investment  companies  and  its  successor,  American  Gen»>i'al. 
Corporation,  and  was  liquidated. 

Harris  Forbes  &  Company  first  became  associated  with  the  United  Founders  Corporation 
group  of  investment  companies  in  1924  and  1925  through  its  sales  department.  In  June 
1927  Harris  Forbes  &  Company  distributed  a  $15,000,000  debenture  issue  for  International 
Secuiities  Corporation  of  America,  one  of  the  members  of  the  United  Founders  Corporation 
group  of  con. panics.  Thereafter  two  representatives  of  Harris  Forbes  &  Company  served 
as  directors  of  almost  every  company  of  the  United  Founders  Corporation  ^roup.  (Id.. 
at  23109-11,  23144-9,  25292-6,  and  Commission's  Exhibit  No.  X3424  (p.  16)  ;  also  Public 
Examination,  Eastern  Utilities  Investing  Corporation,  Commission's  Exhibit  No.   o845-d.)- 

*  Op.  cit.  supra,  note  1,  at  26320-1. 

=  Id.,  at  25)14-15. 

•Id.,  Commission's  Exhibit  No.  X34  24   (pp.  12,  13). 

Md.,  Commission's  Exhibit  No.  X3424   (pp.  13,  23,  and  24). 

8  Id.,  Commission's  Exhibits  Nos.  3423A-A16,  X3996,  and  X3998 :  These  not(!s  were 
issued  to  retire  part  of  an  issue  of  $12,000,000  notes  of  South  American  Railways  Company, 
a  subsidiary  of  C^neral  Investment  Corporation  which  had  previously  issued  its  notes 
guaranteed  by  General  Investment  Corporation  and  convertible  into  the  common  stock 
thereof. 

» Id.,  Commission's  Exhibit  No.  X3423A-A16. 

"  "Ccntribution"  to  the  investment  company  and  "contributed  capital"  are  uspd  through- 
out to  mean  the  amount  paid  into  the  company  in  cash  or  property  for  the  capital  securi- 
ties of  the  investment  company  and  not  in  the  sense  of  gratuitous  donations.  Although- 
technically  the  discount  on  the  notes  retired  did  not  constitute  contributed  capital  it  was 
part  of  the  net  contribution  by  the  security  holders  of  the  company  for  the  securities- 
thereof. 
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in  cash  or  securities  as  cash  dividends  paid  on  its  capital  stock  and 
in  payment  for  capital  shares  repurchased.^^  This  left  net  contrib- 
uted capital  of  $73,103,562.11. 

By  August  1936,  when  control  of  General  Investment  Corporation 
"was  transferred  to  Ernest  B.  Warriner^^  the  assets,  as  shown  in  the 
company's  annual  report  of  May  31,  1936,  had  shrunk  to  about 
$5,418,000,  indicating  realized  and  unrealized  losses  of  approximately 
$70,604,000  at  that  time.^^ 

Although  General  Investment  Corporation  deceived  net  contributed 
capital  of  $73,103,562.11  at  the  time  the  enterprise  was  conceived  in 
August  1929,"  no  public  participation  was  contemplated  but  rather 
a  joint  venture  by  the  Harris  Forbes  interests  and  the  United  Found- 
ers Corporation  group  was  intended.^^  In  this  connection  F.  S.  Bur- 
roughs, the  president  of  the  investment  company,"  testified:^' 

Q.  Whose  idea  was  it  to  liave  The  Public  Utility  Holdiug  Corporation  [General 
Investment  Corporation]  ? 

A.  I  think  it  was  mine  primarily. 

Q.  How  did  the  American  Founders  happen  to  get  into  the  picture — the 
Founders  Group? 

A.  Well.  I  think  it  developed  from  conversations  between  Mr.  Devendorf  and 
myself  arid  I  think  Mr.  Devendorf  sold  his  associates  on  the  idea  and  I  sold 
my  associates  on  the  idea  of  a  jointly  owned  investment  company  to  participate 
in  enterprises  both  domestic  and  foreign,  and  we  did  not  have  any  thought 
of  offering  any  of  our  stock  to  the  public.  We  thought  of  it  as  a  company  that 
would  be  owned  roughly  half  by  Harris  Forbes  and  the  individuals  of  Harris 
Forbes  and  the  other  half  by  the  Founders  and  possibly  individuals  identified 
with  the  Founders. 

However,  the  idea  of  a  private  venture  was  short  lived  because  the 
management  of  the  United  Founders  Corporation  group  of  invest- 
ment companies  ^^  desired  a  public  market  for  any  substantial  invest- 

"1(1.,  Commission's  Exhibit  No.  X3424   dip.   11-15  and  23-26). 

'2  Public  Examination,  General  Investment  Corporation,  Commission's  Exliibit  No.   1.'j65. 

"  See  infra,  p.  584. 

"  Op.  tit.  supra,  note  1.  at  26319. 

'=•  The  original  certificate  of  incorporation  of  General  Investment  Corporation  authorized 
200  sluires  of  common  stock  of  which  100  shares  were  designated  Class  A,  the  holjcrs 
thereof  being  entitled  to  a  vote  equal  to  40%  of  the  entire  voting  power  of  the  stock- 
holders of  the  Corporation,  regardless  of  the  number  of  shares  of  each  class  of  stock 
outstanding.  In  addition,  the  charter  authorized  the  issuance  of  no-par-value  preferred 
stock  in  amounts  and  with  preferences  to  be  determined  at  the  time  of  issuance  by  the 
company's  directors.     (Id.,  Commission's  Exhibit  No.  X3423-I.) 

i«  Id.,  at  25295  and  Commission's  Exhibit  No.  X3424  (p.  16)  :  Mr.  Burroughs  was  one 
of  the  principal  executives  of  Harris,  Forbes  &  Co.  and  served  as  president  of  General 
Investment  Corporation  from  its  inception  until  June  1932. 

1'  Id.,  a,t  25409. 

>*  This  group  of  investment  companies  hereafter  sometimes  referred  to  as  the  "Founders 
Group"  consisted  principally  of  United  Founders  Corporation,  American  Founders  Corpora- 
tion, International  Securities  Coiporation  of  America,  Secoiid  International  S?curities  Cor- 
poration. United  States  &  British  International  Company,  Ltd.,  American  &  General 
Securities  Corporation,  Founders  General  Corporation,  and  the  following  affiliated  invest- 
ment companies  :  American  and  Continental  Corporation,  Nor,th  and  South  American  Cor- 
poration, International  and  General  Corporation,  United  States  Electric  Power  Corporation, 
United  National  Corporation  (Seattle)  and  Investment  Trust  Associates.  (Id.,  Commission's 
Exhibit  No.  X3424  at  p.  4.) 
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ment    that    their    companies    might    make.      In    this    respect    Mr. 
Burroughs  testified :  ^^ 

Q.  But  about  the  time  of  the  incorporation  you  had  lest  this  notion  of  having 
a  pl'ivately  owned  company,  had  you  not? 

A.  As  I  remember  it,  the  Founders  people  took  the  position  that  it  was  not 
appropriate  for  them  to  have  a  large  investment  in  any  enterprise  wher€  the 
securities  did  not  have  a  quoted  market  and  they  wanted  to  put  enough  of  the 
stock  out  with  the  public  so  that  it  would  have  some  outside  market  that  they 
could  use  in  evaluating  their  holdings ;  but  at  the  outset  I  do  not  think  there 
was  any  stock  sold  to  outsiders  except  some  that  the  Founders  wanted  to  pass 
on  direct  to  dealers  that  were  active  in  their  securities. 

Accordingly  it  was  originally  contemplated  that  a  block  of  General 
Investment  Corporation  common  stock  not  in  excess  of  500,000  shares 
would  be  distributed  to  the  public  for  about  $5,000,000  proceeds  to 
the  issuing  company.^"  However,  proceeds  of  the  initial  distribution 
to  the  public  far  exceeded  this  amount.  The  500,000  shares  which 
were  intended  originally  to  be  sold  for  $5,000,000  were  sold  to  the 
public  for  approximately  $12,700,000. 

C.  Issues  and  Distribution  of  Securities 

1.  SUMMARY  OF  ORIGINAL  DISTRIBUTION— ADVAN- 
TAGES TO  THE  SPONSORS  BY  REASON  OF  THEIR 
PARTICIPATION  IN  THE  FORMATION  OF  GENERAL 
INVESTMENT  CORPORATION  AND  IN  THE  INITIAL 
SALES  OF  ITS  SECURITIES  TO  THE  PUBLIC 

As  will  be  discussed  hereafter  in  detail,  the  initial  distribution  of 
common  stock  of  General  Investment  Corporation  ended  in  Novem- 
ber 1929.  By  that  time,  2,877,066  shares  of  connnon  stock  and  500,000 
shares  of  Class  A  common  stock  (differing  from  the  ordinary  com- 
mon stock  only  in  that  it  had  multiple  voting  power -^)  had  been 
issued  by  General  Investment  Corporation  for  an  aggregate  of 
$56,348,101.33.22  Of  this  stock,  General  Investment  Corporation  had 
issued  500,000  Class  A  shares  and  2,000,000  common  shares  to  the 
sponsors  for  $31,250,000  for  their  own  account  and  600,000  common 
shares  to  the  sponsors  for  public  distribution,  which  latter  sale 
realized  $14,912,830  net  proceeds  for  the  investment  company  after  a 
$550,000  distributing  commission.  The  remaining  277,066  shares  were 
issued  to  or  through  dealers  in  exchange  for  securities  valued  at 
$10,185,271.53.2-^  However,  by  November  1929  the  sponsors  had  resold 
397,128  common  shares  of  the  block  held  by  them  to  the  public  for 

wjd.,  at  25410-11. 
=0  Id.,  at  25412. 

21  Id.,  Commission's  Exhibit  No.  X3423-I.  The  holders  of  the  Class  A  common  stock  were 
entitled  to  cast  a  vote  equal  to  66%%  of  the  number  of  shares  of  common  stock  out- 
standing, the  holders  of  which  were  entitled  to  one  vote  per  share. 

22  Id.,  Commission's  Exhibit  No.  X3424   (p.  12). 

23  Ibid. 
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$11,199,287.50,^''  and  in  addition  had  sold  portfolio  securities  to  Gen- 
eral Investment  Corporation  at  a  profit  to  the  sponsors  of  at  least 
$4,448,235.71."  As  a  result,  when  the  organization  of  the  investment 
company  and  the  original  distribution  of  its  securities  were  com- 
pleted, the  sponsors  retained  an  aggregate  of  500,000  shares  of  Class  A 
stock  and  1,602,872  shares  of  common  stock  of  General  Investment 
Corporation  or  in  excess  of  a  62%  interest  in  the  investment  company 
which  cost  them  $15,052,476.79  net,^"  whereas  the  public  stockholders 
held  1,274,194  shares  of  common  stock  of  General  Investment  Cor- 
poration, or  less  than  a  38%  interest  in  the  investment  company  at  a 
cost  of  $36,847,388.83." 

As  heretofore  indicated,  the  principal  contribution  of  capital  to 
General  Investment  Corporation  was  $55,227,924.95  proceeds  from  the 
issue  of  3,143,744  shares  of  common  stock.  The  issue  and  distribution 
of  these  shares  are  sunnnarized  in  Table  3.-® 

The  500,000  shai'es  Class  A  conmion  stock,  of  which  250,000  shares 
were  sold  to  The  Harris  Forbes  Corporation  and  250,000  shares  to 
the  United  Founders  Corporation  group,  were  issued  on  September 
16,  1929,  at  $12.50  per  share,  or  a  total  of  $6,250,000.-«  The  254,026 
shares  of  cumulative  preferred  $3  dividend  series  shares  were  issued, 
starting  in  September  1930,  for  $14,606,506.50  ^°  in  connection  with 
the  acquisition  of  United  States  &  Overseas  Corporation  at  a  cost  of 
$21,364,532.88.^1 

a.  Sale  of  Portfolio  Securities  by  Sponsors  to  General  Investment 
Corporation  at  Its  Inception  at  a  Profit  of  $4,448,000 

The  initial  issue  of  stock  of  General  Investment  Corporation  con- 
sisted of  the  500,000  shares  of  Class  A  connnon  stock  and  2.000,000 
shares  of  common  stock  issued  to  the  United  Founders  Corporation 
group  and  The  Harris  Forbes  Corporation  at  $12.50  per  share  for 
$31,250,000.^-  Within  a  week,  however,  General  Investment  Corpora- 
tion purchased  securities  of  public-utility  companies  at  their  market 
value  of  $19,645,6B5— $13,277,908.20  thereof  were  received  from  the 
United  Founders  Group  and  $6,367,757.65  from  The  Harris  Forbes 

2*  See  Table  3.  infra. 

''^  See  notes  .So  and  251,  infra. 

20  This  figure  is  derived  by  subtracting  from  the  .$31,250,000  subscription  paid  to  General 
Investment  Corporation  by  the  sponsors,  the  $11,199,287.50  proceeds  received  by  them 
from  the  regale  of  397,128  of  their  common  shax'es,  the  $550,000  commission  paid  to  them 
on  the  public  distribution  of  600,000  shares  and  the  .$4,448,235.71  profit  which  the  sponsors 
made  by  selling  portfolio  securities  to  General  Investment  Corporation. 

^  This  figure  includes  the  600,000  shares  distributed  for  the  investment  company  for 
$15,462,830  (including  commission),  the  397,128  shares  which  the  spon.^ors  resold  to  the 
public  for  $11,199,287.50,  and  the  277,066  shares  is.sued  to  or  through  dealers  for  securi- 
ties valued  at  $10,185,271. .33. 

2'  Unless  otherwise  indicated,  the  data  set  forth  appear  in  Commission's  Exhibit  No. 
X3424  (pp.  12.  13,  32-34). 

2"  Id.,  Commission's  Exhibit  No.  X3424  (p.   12). 

3«Id.,  Commission's  Exhibit  No.   X3424    (pp.    12-13). 

^  Id.,  Commission's  Exhibit  No.   X4111. 

32  Id.,  Commission's  Exhibit  X3424   (p.    12). 
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SECURITIES   AND   EXCHANGE    COMMISSIO:!^ 


Corporation.^^  As  a  consequence,  the  cash  cost  of  the  General  Invest- 
ment Corporation  stock  to  the  sponsoi-s  was  immediately  reduced  by 
the  sale  of  these  securities  to  the  investment  company. 

From  the  sales  the  United  Founders  Corporation  group  realized 
profits  of  $1,448,235.71  ^^  and  The  Harris  Forbes  Corporation  a  profit 
of  at  least  $3,000,000.-^  The  sale  of  these  securities  by  the  sponsors 
to  General  Investment  Corporation  was  contemplated  prior  to  its 
organization.^'^  In  this  connection  Mr.  Burroughs,  president  of  Gen- 
eral Investment  Corporation  testified :  '^ 

Q.  *  *  *  Now  you  recall  that  early  in  Septembei-  or  shortly  after  the 
formation  of  the  company  securities  were  sold  by  Harris  Forbes  Corporation 
and  by  Founders  into  The  Public  Utility  Holding  Corporation  [General  Invest- 
ment Corporation]  ? 

A.  Oh,  yes.  That  was  all  arranged  between  the  group  that  organized  the 
company  prior  to  the  actual  formation.  In  other  words,  when  we  formed  the 
company  it  was  the  understanding  among  the  organizers  that  Founders  and 
Harris  Forbes  and  any  of  the  individuals  might  turn  in  certain  appraised 
securities  at  the  then  market  value  in  payment  for  their  subscription.     Whether 


3'  Id.,  Commission's  Exhibits  Nos.  X3969  aud  X3980 :  The  Sfcuiitips  sold  to  General 
Investment  Corporation  by  Harris  Forbes  &  Co.  and  companies  in  the  United  Founders 
Coipnration  group  from  September  13,  1929,  to  September  16,  1929,  may  be  summarized  as 
follows : 


Name  of  security 


Associated  Gas  &  Elec- 
tric Co.: 
Common 

Class  "A"-. --- 

Rights 

Debenture  rights... 
Debentures      "A" 

6-1999 

Central  Public  Service 

Co.:  Common 

Central  Public  Service 
Corporation;      Class 

"A" 

Eastern  Utilities  In- 
vesting Corporation: 
Common     ".\"     X 

rights 

General  Gas  &  Electric 
Corporation:  $6  pre- 
ferred  


Total 

Other  securities... 

Grand  total. 


Total 


Num- 
ber of 
shares 
or  par 
value 


107, 644 

3.526 

1,000 

59, 400 

57,  350 

10, 600 

10, 100 


21, 000 


4.000 


Cost  to 

General 

Investment 

Corporation 


$6. 469. 835.  51 

246. 820. 00 

29, 980. 00 

1, 246,  700. 00 

79, 360. 00 

741,996.00 

506, 225. 00 


585, 375, 00 


423, 000. 00 


10,  329, 291.  51 
"9,316,374.34 


19, 645, 665. 85 


Purchased  from 
Harris  Forbes  &  Co. 


Shares 


51, 144 
3,526 


24,400 
57, 350 
10,000 

10, 100 


Proceeds 


$3, 075, 033.  01 
246, 820. 00 


511, 400. 00 

79. 360. 00 

700, 020. 00 

506,  225. 00 


5,118,858.01 
*1, 248, 899.  64 


6, 367, 757. 65 


Purch.Tsed  from  United 
Founders  Group 


Share* 


56,500 


1,000 
35, 000 


600 


21,000 
4,000 


Proceeds 


.$3, 394, 802.  50 


29, 980.  00 
735, 300. 00 


41,976.00 


585, 375. 00 
423, 000. 00 


Profits 


$828,  516.  24 


11,230.00 
357,  507.  50 


20. 686. 00 


5, 210, 433.  50 
8, 067,  474.  70 


113,277,908.20 


17,  781.  40 
24, 800. 00 


1,  ?.60,  ■'521. 14 
187,  714.  .^7 


1, 448, 235.  71 


*  Securities  sold  to  General  Investment  Corporation  for  appro.ximately  $136,000  are  included  in  the 
above  figure  of  .$1,248,899.64  as  having  been  sold  by  Harris  Forbes  &  Co.,  although  it  is  not  definitely 
known  that  these  securities  come  from  this  or  some  other  source. 

^See  note  83. 
35  See  note  251,  infra. 

38  The  more  substantial  losses  suffered  by  General  Investment  Corporation  on  the  port- 
folio securities  so  acquired  from  its  sponsors  will  be  discussed  later.     See  Table  5,  ]».  534. 
^'  Op.  cit,  supra,  note  1,  at  25445. 
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that  was  done  immediately  or  whether  it  was  after  a  delay  of  a  week  or  two 
I  don't  recall,  but  I  know  perfectly  well  that  the  bulk  of  the  subscription  was 
actually  paid  off  with  securities. 

By  this  sale  The  Harris  Forbes  Corporation  disposed  of  substan- 
tially all  of  its  portfolio  of  public  utility  securities  to  General  Invest- 
ment Corporation.    Mr.  F.  S.  Burroughs  testified : '® 

Q.  Mr.  Burroughs,  did  you  put  in  all  the  public-utilities  securities  that  you 
owned  and  that  Harris  Forbes  owned? 

A.  I  think  substantially  all  that  The  Harris  Forbes  Corixjration  held.  I 
believe  we  put  in  substantially  all  of  them.  In  fact,  Mr.  Stern,  so  far  as  Harris 
Forbes  Corporation's  own  portfolio  is  concerned,  we  really  looked  on  The  Public 
Utility  Holding  C\>rporation  as  taking  partners  into  our  own  portfolio  so  that  we, 
in  effect,  turned  our  portfolio  over  to  the  corporation  and  took  stock  for  it. 
That  is  really  what  Harris  Forbes  Corporation  did  and,  in  addition,  paid  in 
some  cash. 

Q.  After  Harris  Forbes  Corporation  took  Public  Utility  Holding  Corporation 
stock  was  that  all  it  held  from  that  time  until  Harris  Forbes  became  the  Public 
Utility  Associate? 

A.  *     *     *     You  mean  was  that  its  primary  investment? 

Q.  Yes;  was  that  its  primary  investment? 

A.  Yes. 

In  only  one  of  the  circulars  issued  in  connection  with  the  public 
distribution  of  securities  of  General  Investment  Corporation  was  this 
fact  disclosed.  In  a  circular  dated  September  9,  1929,  it  was  stated 
that :  =*« 

The  corporation  will  acquire  from  its  organizers  certain  minority  interests 
in  a  diversified  group  of  domestic  public  utility  companies. 

Nevertheless,  even  this  circular  did  not  disclose  the  extent  of  the 
profit  realized  by  the  sponsors  in  the  sale  of  portfolio  securities  to  the 
investment  company  nor  that  nearly  one-half  of  the  dollar  amount  of 
the  securities  acquired  by  the  investment  company  from  its  sponsors 
were  those  of  the  Associated  Gas  and  Electric  Company  and  its  afiili- 
ated  companies,  for  which  Harris  Forbes  &  Company  were  the 
bankers. 

Moreover,  the  sale  of  these  securities  by  the  sponsors  to  General 
Investment  Corporation  was  subjected  to  no  independent  scrutiny  and 
appraisal  of  their  investment  value.  The  entire  directorate  of  Gen- 
eral Investment  Corporation  which  approved  the  purchase  of  the 
securities  was  com])osed  only  of  representatives  of  The  Harris  Forbes 
Corporation  and  of  the  United  Founders  Corporation  group,  both 
of  which  were  pecuniarily  interested  in  the  transaction.*"  Mr,  F.  S. 
BuiToughs,  a  member  of  Harris  Forbes  &  Company  and  the  first 
president  of  General  Investment  Corporation,  conceded  that  a  duality 
of  interest  of  this  type  was  undesirable  in  the  management  of  invest- 
ment companies.    Mr.  Burroughs  testified :  *^ 

•"Id..  a1    i:.5447  8. 

••*Id..  Commission's  Exhibit  No.  X3978. 

'"Id.,  Commis.sion's  Exhibit  No.  X3978  (p.  3).  The  initial  board  of  directors  of  the 
company  consisted  of  H.  M.  Addinsell.  C.  W.  Beall,  Frederick  S.  Burroughs,  E.  C.  Granbery, 
W.  B.  MacGregor,  D.  C.  Wheaton,  and  M.  11.  MacLean,  all  stockholders  of  Harris  Forbes  & 
Company ;  Lawrence  V.  Carron.  George  E.  Devendorf,  B.  Stanley  Glines,  and  Louis  H. 
Seagrave.  all  officers  of  the  United  Founders  Corporation  group.  See  note  3  supra,  also 
Commission's  Exhibit  No.  X3762. 

«  Id.,  at  2.5580-7. 
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A.  *  *  *  I  think  it  is  too  difficult  for  any  human  being  to  be  sure  that  he 
is  protecting  both  classes  of  investors.  I  think  he  may  be  perfectly  honest  in 
his  effort  to  be  sure  that  he  is  dealing  fairly  with  the  investment  trust  but  I 
don't  think  it  is  possible  for  him  to  do  it  and  I  think  it  is  a  bad  idea  for 
investment  bankers  to  have  an  investment  trust  affiliate. 

Q.  And  in  more  general  terms,  the  same  thing  would  apply  to  any  management 
who  was  in  a  position  of  having  two  companies  and  controlling  both,  and  having 
them  transact  security  sales  back  and  forth? 

A.  It  is  always  difficult  to  be  sure  that  your  transactions  five  years  hence 
will  look  as  good  as  they  do  at  the  time  you  make  them.  And  it  is  just  too 
hard.  I  think  it  is  wrong.  I  don't  think  it  is  possible  for  people  to  maintain 
their  balance  and  keep  the  two  entirely  separate.  I  think  that  is  the  way  it  is 
worked  out.  I  don't  think  that  most  of  the  bad  experience  which  has  happened 
to  all  this  class  of  situations  was  because  of  any  dishonesty  of  intent  but  I 
think  it  was  impossible  for  the  investment  banker  that  formed  these  investment 
trusts  to  use  the  same  kind  of  judgment  that  they  would  have  used  if  they  had 
been  only  interested  in  investment  trusts.  I  don't  think  there  is  any  doubt 
iUw)ut  that. 

The  remaining  common  stock  issued  by  General  Investment  Cor- 
poration for  cash  during  September  1929  was  a  block  of  5C0,000  shares 
issued  to  Founders  General  Corporation  for  $12,237,830  on  Septem- 
ber 17,  1929,  in  connection  with  the  public  distribution  of  the 
securities.*- 

h.  Public  Distribution  of  General  Investment  Corporation  Common 
Stock  at  $6,234,000  Profit  to  Sponsors— Nondisclosure  of  Profit 


On  September  5,  1929,  a  news  story  of  the  formation  of  General 
Investment  Corporation  was  published  in  The  New  York  Times^^ 
The  public  distribution  was  initiated  on  September  6,  1929,**  with- 
out any  prospectus  or  selling  circulars.*^ 

The  initial  distribution  of  General  Investment  Corporation's  com- 
mon stock  was  to  have  been  made  by  The  Harris  Forbes  Corpora- 
tion; but,  on  September  5,  1?29,  when  General  Investment  Corpora- 
tion was  formed.  The  Harris  Forbes  Corporation  felt  that  it  was  not 
equipped  to  handle  the  distribution  at  that  time.*'^  Instead,  The 
H;trris  Forbes  Corporation  turned  its  customers'  and  dealers'  lists 

^  See  Table  3,  supra,  p.  506. 

■'  Op  cit.  supi-a.  note  1,  Commission's  Ex'Mbit  No.  X3962.  The.  New  York  Times 
article  stated  :  'Wall  Street  interpreted  the  news  of  the  formation  of  the  new  trust  as 
V.'kQ  y  to  provide  support  for  Associated  Gas  and  Electric  shares,  which  rose  more  than 
3  p  Ints  to  a  new  high  record  of  70  yesterday.  This  was  due  to  the  fact  that  Harris 
Forbes  interests  have  been  for  some  time  bankers  of  the  Associated  group,  the  premise 
being  tlat  they  would  back  their  own  interest." 

J' On  September  6,  1929,  Founders  General  Corporation,  the  distributing  company  of 
the  Unit(  d  Founders  Corporation  group  (id.,  at  226S5)  was  selling  common  shares  of 
General  Investment  Corporation  to  dealers  over-the-counter  on  a  "when  as  and  if  issued" 
la:is.      (Id.,  Commission's  Exhibits  Nos.  X3934,   X3935,  and  X3977.) 

•"•On  September  9,  1929,  a  circular  entitled  "Advance  Information  The  Public  Utility 
Holding  Coiporation  of  America,  Common  Stock"  was  published,  reciting  that  the  cor- 
poration was  being  organized  (id..  Commission's  Exhibit  No.  X3978). 

The  fl -St  printed  circular  was  published  on  or  after  September  23,  1929,  after  tlie 
issuance  of  5i  0,000  shares  of  Class  A  common  stock  and  2,684,213  shares  of  common 
stock  for  assets  of  "more  than  $50,000,000,"      (Id.,  Commission's  Exhibit  No.  X3978.) 

"  Id.,  at  26318. 
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over  to  Founders  General  Corporation  *^  which  in  turn,  on  September 
16,  1929.  entered  into  an  agency  contract  with  General  Investment 
Corporation,  agreeing  to  use  its  best  eflforts  to  distribute  500,000  com- 
mon shares  for  the  investment  company  at  a  commission  of  $1  per 
share,  and  agreeing  to  account  to  the  investment  company  for  the 
proceeds  of  the  distribution.^* 

As  heretofore  indicated  '^^  by  the  end  of  November  1929  Founders 
General  Corporation  distributed  publicly  a  total  of  997,12  S  common 
shares  of  General  Investment  Corporation  for  $26,661,397.50,  of  which 
600,000  shares  were  distributed  on  behalf  of  General  Investment  Cor- 
poration for  $14,912,830  net  after  $5C'0,000  commissions  paid  to 
Founders  General  Corporation,  and  of  which  397,128  shares  were 
redistributed  on  behalf  of  the  sponsors  for  $11,199,287.50,  a  profit  to 
them  of  $6,234,467.50  over  the  $4,964,100  paid  by  them  to  the  invest- 
ment company.  In  other  words,  as  a  result  of  the  initial  public  dis- 
tribution ending  November  1929,  of  every  $26  raised  throiioh  the 
public  sale  of  the  General  Investment  Corporation  stock  by  the 
sponsors,^"  over  $6  was  retained  by  them  as  a  profit.  However, 
the  offering  circular  did  not  even  indicate  that  the  sponsors  were  re- 
selling for  their  own  account  the  shares  of  General  Investment  Cor- 
poration owned  by  them  as  well  as  new  stock  issued  by  the  investment 
company.^^ 

c.  $56  250  000  Discount  from  the  Market  Price  in  the  Issue  Price  at 
Which  Its  Shares  Were  Issued  to  Sponsors  by  General  Investment 
Corporation 

The  $6,234,467.50  profit  received  by  the  sponsors  on  the  resale  of 
these  shares  costing  them  $4,964,100  was  only  part  of  the  $56  250,000 
discount  from  the  market  in  the  price  at  which  they  were  permitted 

*^  Iri.,  nt  25617.  Founders  General  Corporation  was  a  wholly  owned  subsidiary  of  the 
United  Founders  Corporation  group.  (Id.,  at  26318,  22085.)  Founders  General  Corpora- 
tion distributed  the  General  Investment  Corporation  common  st'^tk  for  rhnnt  on'^  nr^mh, 
and  thevraft'T  The  Hirris  Forbes  Corporation  handled  the  distribution    (id.,  at  26318V 

In  1930,  Albert  E.  Pierce  &  Compnny  handled  the  public  distribution  of  General  Invest- 
ment Corporation's  common  stock.      (Id.,   Commission's  Exhibit  No.   X4103. ) 

«Id..  Commission's  Exhibit  No.   X3423-3-C. 

«>  See  Table  3,  supra,  p.  .506. 

coTiig  (jistribution  of  the  General  Investment  Corporation  shares  was  made  by  Founders 
General  Corporation  and  The  Harris  Forbes  Corporation  as  well.  Founders  General 
Corporatirn  recorded  in  an  account  enlitled  "Harris  Forbes  Syndicate  acceuit"  snles  by 
the  end  of  Nov^mber  1929  of  1,525,788  shares  for  .$45,688,598.91.  (Id.,  Commission's  Ex- 
hibit No.  X3875.)  During  the  same  period.  Founders  General  Corporation  p'lrchased 
from  the  United  Founders  Corporation  group  330.064  shares  for  $9,406.609  25  (id.. 
Commission's  Exhibit  No.  X3979)  and  directly  from  General  Investment  Co  pTrntion 
500  000  shares  for  .$12,237,830.  (Id.,  Commission's  Exhibit  No.  X3R75.)  An  additional 
693,448  shares  purchased  for  $23,319,964.17  (ibid.)  included  100  000  shares  purchased 
from  General  Investment  Corporation  in  November  1929  for  $2.675  000  ('d  ,  Commis- 
sion's Exhibit  No.  X4098),  89  813  shares  accumnlated  net  by  The  Harris  Forbes  Corpora- 
tion in  si'pport  of  the  mark'^t  at  the  $2,991,678.94  cost  thereof  to  Ilai-ris  Forbes,  and 
€7  064  shares  bought  from  The  Harris  Forbes  Co'poration  for  $1,792.678  25  (ibid.)  and 
422.412  shares  bought  in  the  market  for  $15  594.179.23.  The  Harris  Forbes  Corporation 
itself  sold  during  the  period  127.370  shares  for  $4,262,233  26  and  bought  in  the  market 
217  183  shares  for  $7,253,912.20,  leaving  it  with  an  accumulated  balance  of  89  813  shares 
cos*i-^2-  $2,991  678.94  which  it  turned  over  to  Founders  General  Corporation  as  heretofore 
indicated       (Ibid.) 

"  Id.,  Commission's  Exhibit  No.  X3978. 
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to  buy  the  shares.  On  September  16,  1929,  the  sponsors,  pursuant  to> 
an  unAvritten  agreement  of  the  sponsors  made  prior  to  the  organiza- 
tion of  General  Investment  Corporation,^-  purchased  from  (ieneral 
Investment  Corporation  the  initial  issue  of  2,000,000  shares  of  com- 
mon stock  and  500,000  shares  Class  A  common  stock,  which  had  all 
the  rights  of  the  common  stock  but  had  in  addition  multiple  voting- 
power,  at  $12.50  per  share  for  a  total  of  $31,250,000.-^  This  purchase 
was  effected  10  days  after  Founders  General  Corporatiou  had  initiated, 
the  distribution  of  the  General  Investment  Corporation  conmion 
stock  at  a  price  of  $29  per  share.^*  At  the  time  of  the  issue  of  these 
shares  to  the  sponsors  the  ciu-rent  nuirket  price  of  the  stock  was  $35- 
to  $37  per  sharers  or  approximately  $87,500,000  for  the  2,500,000. 
shares  sold  to  the  sponsors  for  $31,250,000. 

According  to  Mr.  Burroughs,  this  technique  of  distributing  the 
stock  first  and  permitting  the  sponsors  to  subscribe  for  it  later  was 
both  "unusual'"'  and  indefensible  :  ^''^ 

Q.  Mr.  Burronghs,  yon  have  been  a  director  of  a  great  many  corporations? 

A.  Yes,  sir. 

Q.  Do  you  know  of  any  case  in  which  a  corporatiini  wa^  formed  for  .$40,()U0,0U0-" 
and  expected  to  have  an  initial  paid-in  capital  of  $40,000,000  that  was  anything: 
like  this? 

A.  Yes.  Every  one  of  the  investment  trusts  formed  during  that  period  had 
identically  the  same  experience. 

Q.  You  mean  they  didn't  have  any  commitments 

A.  Oh,  I  don't  know  about  that.  Ordinarily,  when  a  corporation  is  what 
is  considered  a  closely  held  corporation,  we  do  not  have  quite  the  same 
formality  as  to  written  agreement  as  ynu  would  with  a  public  offering. 

Q.  Yes;  but  it  cannot  be  said  to  l>e  closely  held  when  Founders  General 
is  allotted  500,000  shares  to  sell.     That  is  not  exactly  closely  held? 

A.  It  certainly  was  unusual,  Mr.  Stern,  for  one  member  of  a  group  forming 
the  company  to  be  out  selling  stock  when,  as,  and  if  issued — on  a  when,  as,  and 
if  issued  basis  before  the  organization  was  completed.  That  was  unusual. 
I  agree  with  that. 

Q.  Well,  Mr.  Burroughs,  you  cannot  say  anything  in  defense  of  a  practice 
that  enables  people  not  to  have  binding  subscriptions  until  they  have  seen 
what  prices  the  stock  will  sell  at  in  the  market? 

A.  Well.  I  w(mld  agree  with  that  if  our  p,uj;pose  luid  been  to  sell  all  <rf  the 
stock  or  substantially  all  of  the  stock  that  was  being  issued,  I  would  agree 
perfectly  with  that  statement.  But  -in  this  case  most  of  the  people  forming 
the  company  were  not  proposing  to  sell  any  of  the  stock. 

Q.  But  there  was  no  such  restriction  on  Founders.  Several  of  the  Founders 
Group  immediately  sold  and  took  their  profit  within  the  month? 

A.  I  still  feel  bad  about  it  because  I  did  not  sell  mine,  nor  did  I  have  a 
chance  to  sell  mine. 


52  The  .subscription  agreement  between  General  Investment  Corporation  and  its  sponsors 
dated  September  16.  1929,  recited  in  part  (id.,  Commission's  Exhibit  No.  X.3423  at 
3— B)  :  "This  will  confirm  the  adoption  by  your  Corporation  (hereinafter  called  'Utility'), 
of  the  oral  agreement,  made  before  your  incorporation,  among  the  organizers  of  your 
Corporation,  Tlie  Harris  Forbes  Corporation  (hereinafter  called  'Harris  Forbes'),  United 
Founders  Corporation  (hereinafter  called  'United'),  and  American  Founders  Corporation, 
(hereinafter  called  'American'),  as  follows:" 

='Id.,  Commission's  Exhibits  Nos.  X3424   (p.   12)   and  X3423-I. 

5^  Id.,  Commission's  Exhibits  Nos.  X3934,  X3935,  and  X3977. 

^  Id.,  Commission's  Exhibit  No.  X3935. 

58  Id.,  at  25436-9. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  513 

'Q.  But  that  still  does  not  answer  my  question.  *  *  *  You  haven't  any- 
Tthing  to  say  in  behalf  of  a  practice  which  would  permit  the  sponsors  of  a 
company 

A.  No ;  I  tliiuk  it  ii=i  a  bad  practice  and  I  don't  think  it  should  have  been 
done,  and  if  I  was  identified  with  a  corporation  beiiif?  formed  today,  I  would 
make  sure  it  was  not  being  done. 

However.  Mr.  Biin-oughs  stated  that  altlioug;li  he  was  aware  of  the 
contemplated  market  activities  of  Founders  General  Corporation,  he 
did  not  know  that  Fonnders  General  Corporation  started  the  sale 
of  the  General  Investment  Corporation  stock  prior  to  the  authoriza- 
tion of  its  issuance  ^^  and  did  not  know  that  Fonnders  General 
Corporation  was  reselling  these  shares  to  dealers  for  the  account  of 
the  United  Founders  Corporation  group. "^^  In  fact,  Mr.  Burroughs 
testified  that  tlie  details  of  the  distribution  of  the  stock  were  of  slight 
■concern  to  him  although  he  was  president  of  the  investment  company  :^^ 

Q.  Now.  Mr.  Burroughs,  yoii  knew  in  any  event  that  Founders  General  was 
going  to  engage  in  certain  nwirket  activities  right  at  the  very  outset,  did  you 
not? 

A.  "Yes,  I  knew  .iust  about  that  much.  I  did  not  pay  any  attention  to  how  they 
-were  going  to  handle  it  or  anything  else. 

The  discount  and  the  profits,  of  couree,  depended  on  the  issuance  of 
the  stock  at  $12.50  per  share  and  resale  in  a  prevailing  market  of 
about  $35  per  share ""  which  was  over  twice  the  current  average 
paid-in  value  of  $14.57  per  share.*^^  F.  S.  Burroughs  testified  that  a 
prevailing  market  of  in  excess  of  twice  the  asset  value  of  the  stock 
was  "a  bad  situation."  ^-  Nevertheless,  the  sponsors  felt  no  obliga- 
tion to  justify  on  the  basis  of  the  Corporation's  earnings  the  price 
at  which  the  stock  was  distributed  publicly."'^  And  although  it  would 
have  been  a  comparatively'  simple  matter  for  General  Investment 
Corporation  to  have  received  tlie  proceeds  of  the  public  distribution 
less  selling  expenses,*^*  The  Harris  Forbes  Corporation  did  not  feel 
that  its  sponsorship  of  General  Investment  Corporation  required  it 
to  remedy  the  situation,  possibly  because  high  market  prices  were 
common  to  all  investment  company  stocks.*^     In  this  respect  Mr. 

"  Id.,  at  25428-9. 

»sid.,  at  25439. 

™  Id.,  at  25413.  This  luck  of  interest  may  have  been  the  result  of  a  sales  restricrion 
agreement  among  the  members  of  the  Harris  Forbes  organization,  including  Mr.  Bur- 
roughs, by  the  terms  of  which  the  shares  allotted  to  them  by  The  Harris  Forbes  Corpora- 
tion could  not  have  been  resold  for  a  period  of  time.      (Id.,  at  25409.) 

«>Id.,  at  25440. 

«' Id.,  Commission's  Exhibit  No.  X3424   (p.  12). 

«»Id.,  at  25431-2. 

«3Id..   at  25441. 

<"  Id.,  at  25442X3   (testimony  of  F.  S.  Burroug'.is)  : 

Q.  *  •  *  you  had  stated  that  it  was  practically  inevitable  when  stock  was 
brought  out  by  a  corporation  and  investment  trust  that  it  would  immediately  jump 
way  ill  advance  of  the  asset  value  ? 

A.   That  is  correct. 

Q.  And  that   was   fairly   common   knowledge? 

A.    Vei'y  common   knowledge. 

Q.  Why  was  it  not  a  simple  matter  then  to  sell  the  securities  to  the  public  through 
an  agent  who  would  set  a  ti.xed  fee  and  for  all  the  money  that  came  from  the 
Bale  of  the  stock  to  go  into  the  corporation? 

A.   *     *      *     I  think  it  would  have  been. 
« Id.,  at  25433. 


514  SECURITIES   AND   EXCHANGE    COMMISSION 

Granbery  testified :  '^^ 

Q.  *  *  *  I  am  asking  you  whether  you,  as  director  of  these  comiianieSf 
felt  any  concern  about  the  fact  that  $12.50  was  paid  for  stock  into  the  company ^ 
which  stock  was  then  sold  to  the  public  at  $30,  and  whether  that  price  structure 
gave  you  any  concern? 

A.  No,  sir ;  because  an  investment  trust — if  you  increase  the  assets,  you 
increase  the  value  of  the  investment  trust,  and  at  that  time  you  will  find  the 
investment  trust  was  selling  at  two,  three,  and  four  times  their  asset  value. 

The  Harris  Forbes  Corporation  even  contemplated  an  increment  in 
the  asset  value  of  the  stock  held  by  its  individual  members  to  whom: 
it  made  allotments  by  virtue  of  additional  issues  of  General  Invest- 
ment Corporation  stock  at  prevailing  market  prices  which  were 
higher  than  the  allotment  prices.     Mr.  Burroughs  testified :  ®^ 

As  a  matter  of  fact  it  was  the  going  rule  of  thumb  at  that  time  that  any 
investment  trust  could  sell  at  anywhere  from  three  to  four  times  the  port- 
folio value  of  its  assets. 

It  was  a  fact  that  all  investment  trusts  were  selling  on  that  basis.  It  .seems 
kind  of  foolish  now,  but  that  was  the  situation. 

******* 

Q.  *  *  *  Now  while  you  people  were  restricted  [from  selling  your  hold- 
ings of  General  Investment  Corporation  common  stock  "^l  for  that  period  of 
time  new  money  was  coming  in  at  $.35  [per  share]  and  increasing  your  asset 
value  ? 

A.  That  is  correct  and  we  expected  to  make  it  worth  a  lot  more.  There 
isn't  any  doubt  about  that. 

d.  $4,137,000  Increase  in  Asset  Value  of  Stock  Issued  by  General 
Investment  Corporation  to  Sponsors  by  Reason  of  Subsequent 
Issue  of  Stock  to  Public  at  Higher  Prices— $9,978,000  Excess  Be- 
yond Paid-in  Asset  Value  Paid  b}^  Public  Purchasing  Stock  of 
General  Investment  Corporation  for  $20,067,000 

Apart  from  the  advantages  of  (a)  $56,250,000  discount  in  market 
value  received  by  the  sponsors  on  their  subscription  to  the  stock  of 
General  Investment  Corporation  (of  which  a  $6,234,467.50  profit  was 
realized  by  them  on  the  almost  immediate  resale  of  part  of  their  in- 
vestment in  the  investment  company),  and  (b)  the  opportunity 
afforded  to  them  to  dispose  of  $19,645,665.85  securities  to  the  newly 
formed  company  at  a  profit  of  at  least  $4,448,235.71,  the  sponsors 
received  two  additional  advantages  in  connection  with  the  organi- 
zation of  the  investment  company:  (c)  an  inci-ease  in  the  asset  value  of 
their  investment  in  the  investment  com]:)any  by  reason  of  the  public 
distribution  of  additional  common  stock  at  prices  higher  than  they 
paid;  and  the  control  of  a  large  investment  compan}^  (a  substantial 
part  of  whose  funds  were  contributed  by  the  public)  which  in  turn 
dominated  numerous  utility  enterprises.  This  control  of  the  public's 
funds  and  of  the  utility  companies  v\'as  achieved  through  the  invest- 
ment by  these  sponsors  of  only  a  comparatively  slight  amount  of  cash. 

«« Id.,  at  25308. 

^  Id.,  at  25429,  25433.  and  25444^5.  Accordinsr  to  Mr.  Burroughs,  the  United  Founders 
Corporation  group  had  even  published  a  bulletin  explaining  that  excess  of  market  price 
over  asset  value  was  axiomatic  for  investment  company  stocks.     (Ibid.) 

*'  See  note  59,  supra. 
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By  September  23,  1929,  General  Investment  Corporation  had  issued 
to  its  sponsors  and  Founders  General  Corporation  a  total  of  2,500,000 
shares  of  common  stock  for  $37,237,830  and  500,000  shares  of  Class  A 
stock  for  $6,250,000  and  purchase  warrants  for  $250,000  or  total 
])aid-in  capital  of  $43,737,830.''''  Since  the  Class  A  shares  were  en- 
titled to  equal  participation  with  the  common  stock  in  the  assets  and 
earnings  of  the  investment  company,^**  the  asset  value  of  the  Class  A 
stock  and  of  the  common  stock  was  $14.57  per  share.  The  public  dis- 
tribution of  General  Investment  Corporation  stock  by  Founders 
General  Corporation  which  had  been  effected  by  September  23,  1929' 
included  the  sale  of  748,000  shares  of  common 'stock  for  $20,067,381 
(including  the  500,000  shares  purchased  from  General  Investment 
Corporation  for  $12,237,830  and  the  sale  of  a  block  of  248,000  shares 
of  common  stock  by  the  United  Founders  Corporation  group  through 
Founders  General  Corporation  for  $7,079,631,  or  at  a  profit  to  United 
Founders  Corporation  group  of  $3,979,631.'^  The  United  Founders 
Corporation  group  therefore  still  held  a  balance  of  250,000  shares  of 
Class  A  stock  and  930,000  shares  of  common  stock,  all  of  which  had 
an  asset  value  of  $14.57  per  share  or  an  aggregate  asset  value  of 
$17,192,600.  but  which  had  cost  the  United  Founders  Corporation 
group  $12.50  per  share  or  an  aggregate  of  $14,750,000.  This  aggre- 
gate cost  was  $2,442,600  less  than  the  current  asset  value.  The  Harris 
Forbes  organization  held  at  the  time  250,000  shares  Class  A  stock  and 
650,000  shares  of  the  General  Investment  Corporation  common  stock 
at  a  cost  of  $11,250,000,'-  but  the  aggregate  paid-in  value  of  these 
shares  had  been  increased  to  $12,963,000,  or  $1,713,000  over  cost. 

These  increases  in  paid-in  value  as  previously  noted  "^  were  con- 
templated by  Harris  Forl)es  &  Company  at  the  time  of  organization 
of  General  Investment  Cor])oration  as  the  intended  result  of  subse- 
(|ueiit  public  sales  of  the  stock  of  this  investment  company  at  prices 
higher  than  the  price  at  which  the  shares  were  issued  to  the  sponsors. 
It  is  to  be  noted,  however,  that  conversely  the  public  had  paid 
$20,067,381  for  748,000  common  shares  '*  with  an  asset  value  of  $14.57 
per  share  or  an  aggregate  asset  value  of  only  $10,089,360.  and  that  the 
management  was  little  concerned  with  this  discrepancy,'^^ 

e.  Opportunity  afforded  sponsors  to  dominate  numerous  utility  enter- 
prises through  General  Investment  Corporation  with  but  relatively 
small  cash  outlay  for  General  Investment  Corporation 

Finalh'  it  is  to  be  noted  that,  as  has  been  indicated,  with  a  compara- 
tively small  cash  investment  the  sponsors  controlled  a  large  pool  of 
funds  whicli  they  used  to  acquire  a  dominant  position  in  numerous 
utilities.^"  The  United  Founders  Corporation  group  in  effect  not 
only  made  no  cash  contribution  to  General  Investment  Corporation 
but  really  improved  its  cash  position  by  its  participation  in  the  for- 

•'Id.,  Commission's  Exhibit  No.  X3424   (p.   12). 
'"  See  supra,  pp.  504-5. 

"Op.  cit.   supra,  note   1,   Commission's   Exliibits   Nos.   X3875,   X3424    (p.   12),   X3979. 
"  See  Table  3,  supra,  p.  506. 
"See  supra,  pp.  511-15. 
^»  Ibid. 
"  Ibid. 

'"The   utility   affiliates  of   the   investment   company   will   be   discussed   hereafter   in   con- 
nection with  investment  policy  ;  see  infra,  pp.  584-618. 
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mation  of  the  investment  company,  because  the  United  Founders  Cor- 
poration group  sold  $13,277,908.20  of  its  portfolio  securities  to  General 
Investment  Corporation/^  By  this  sale,  the  $20,000,000  cash  contribu- 
tion of  the  United  Founders  Corporation  group  to  the  initial  capital  of 
the  investment  company  was  in  effect  reduced  to  $6,722,091.80;  and 
the  subsequent  resale  to  the  public  by  the  United  Founders  Corpora- 
tion group  of  330,064  shares  of  their  common-stock  holdings  in 
General  Investment  Corporation  for  $9406,609.25"'  left  the  United 
Founders  Corporation  group  with  a  $2,684,517.45  im])rovement  in  its 
cash  position  besides  joint  control  with  The  Harris  Forbes  Corpora- 
tion of  the  investment  company. 

So,  too.  The  Harris  Forbes  Corporation  which  had  paid  $11,250,000 
for  its  holdings  of  General  Investment  Corporation  stock,"^  reduced 
this  cash  outlay  by  the  simultaneous  sale  of  its  portfolio  securities 
to  the  investment  company  for  $6,367,757.65  ^'^  This  cash  outlay  was 
further  reduced  to  about  $3,000,000  by  the  resale  to  the  public  by 
The  Harris  Forbes  Corporation  of  67,064  shares  of  its  common  stock 
holdings  in  General  Investment  Corporation  for  $1,792,678.25.'^ 
Nevertheless,  The  Harris  Forbes  Corporation  secured  the  management 
and  joint  control  with  the  United  Founders  Corporation  group  of  an 
investment  company  whose  contributed  capital  aggregated  $76,000,000. 

2.  DISTKIBUTION  OF  GENERAL  INVESTMENT  CORPO- 
RATION COMMON  STOCK  IN  1930  BY  ALBERT  E.  PIERCE 
&  COMPANY— $518,000  PROFIT  TO  UNITED  FOUNDERS 
CORPORATION  GROUP 

The  last  block  of  common  stock  issued  for  cash  by  General  In- 
vestment Corporation  consisted  of  134,372  shares  issued  to  Albert  E. 
Pierce  &  Company  for  $2,756,184  during  the  first  half  of  1930.«2  On 
March  19,  1930,  General  Investment  Corporation  entered  into  a  con- 
tract with  Albert  E.  Pierce  &  Company  by  the  terms  of  which  the 
latter  agreed  to  use  its  best  efforts  to  distribute  800,000  shares  of 
common  stock  at  the  following  prices : 

100,000  shares  at  $20 $2,000,000 

201,000  shares  at  $22 4,400,000 

500,000  shares  at  $24 12,  COO,  000 

Total    83  18,400,000 

Although  apparently  the  management  of  General  Investment  Cor- 
poration felt  at  that  time  that  $18,000,000  additional  capital  was 
desirable,  it  was  in  part  through  the  activities  of  the  United  Founders 
Corporation  group,  one  of  the  sponsors  of  General  Investment  Cor- 
poration, that  the  contemplated  distribution  of  all  these  shares  was 
not  achieved.     Albert  E.  Pierce  &  Company  had  agreed  to  "run  the 

"  See  note  33,  supra. 
''^  See  note  50,  supra. 
'9  See  Table  3,  supra,  p.  506. 
s"  See  note  33,  supra. 
^  See  note  50.  supra. 

s-  See  Table  3,  supra.  The  relationship  of  General  Investment  Corporation's  investment 
policy  to  the  Pierce  interests  will  be  discussed  hereafter. 

s^'Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3423-3E. 
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market"  in  the  stock  for  90  days  starting  March  15,  lOSO.^''  In  con- 
nection with  this  operation,  Albert  E.  Pierce  &  Company  found  it 
necessary  to  purchase  blocks  of  this  common  stock,  the  principal 
blocks  being  purchased  from  Benton  &  Co.,^^  a  nominee  of  the  United 
Founders  Corporation  group.*"  Albert  E.  Pierce  was  apparently 
ignorant  of  this  relationship  between  Benton  &  Co.,  and  the  United 
Founders  Corporation  group.^'  During  March  and  April  1930,. 
while  Albert  E.  Pierce  &  Company  was  making  purchases  in  an 
attempt  to  maintain  the  market  and  distribute  stock,  the  United 
Founders  Corporation  group  sold  a  total  of  100,000  shares  of  the 
stock  for  $1,798,562.56  at  a  profit  of  $518,911.15,88  ^nd  of  these  shares 
over  23,000  were  sold  to  Albert  E.  Pierce  &  Company.*'* 

3.  EECLASSIFICATION  OF  STOCK  — STOCK  OUTSTAND- 
ING WHEN  CONTROL  OF  GENERAL  INVESTMENT  COR- 
PORATION WAS  ACQUIRED  BY  ERNEST  B.  WARRINER 

IN  1936 

As  heretofore  summarized,  $27,161,155.43  of  the  contributed  capital 
to  General  Investment  Corporation  was  in  the  form  of  portfolio 
securities.^*^  With  the  exception  of  the  issuance  by  General  Invest- 
ment Corixjration  of  its  preferred  stock  in  the  amount  of 
$14,606,506.50  in  exchange  for  United  States  and  Overseas  Corporation 
and  the  issuance  by  General  Investment  Corporation  of  its  common 
stock  in  the  amount  of  $5,374,990  for  securities  ^^  of  the  Associated  Gas 
and  Electric  Company  system,  other  securities  issued  by  General  In- 
vestment Corporation  in  exchange  for  securities  of  other  companies 
were  relatively  small,  although  control  of  Indiana  Consumers  Gas  and 
By-Products  Company  '^"  and  joint  control  of  Cuba  Company  were 
acquired  through  exchanges.^^ 

In  July  1933  the  stockholders  of  General  Investment  Corporation 
voted  to  consolidate  the  outstanding  shares  of  capital  stock  of  the 
company  by  reclassifying  the  500,000  Class  A  shares  into   100,000- 

^  Id.,   Commission'.s   Exhibit   No.   X4103. 

^''lA.,  Commission's  Exhibit  No.  X4104. 

s'ld.,  Coramis.sioii's  Exhibits  Nos.  X3G36,  X3G38,  X3708. 

8T  On  August  2.5,  1930,  Albert  E.  Pierce  &  Company,  which  was  still  distiibutinc  com- 
mon stock  of  General  Investment  Coiporation  (id.,  Commission's  Exhibit  No.  X4106), 
wrote  to  Harris,  Forl)es  &  Company  (id.,  Commission's  Exhibit  No.  X4104)  :  "I  am  en- 
closing herewith  leport  on  some  of  the  accounts  which  for  one  reason  or  another  look 
to  us  as  if  it  might  be  concentrated  stock  which  possil)ly  should  not  come  into  the 
market.  I  would  be  glad  to  have  youi-  organization  make  a  ch((k  of  at  least  some  of 
the  stock  purchases  for  each  of  these  accounts  and  see  if  it  is  coming  from  sources 
who  pledge  themselves  to  hold  the  stock." 

Included  in  the  accounts  listed  were  Benton  &  Company,  in  whose  name  the  following 
amounts  of  shares  were  sold  to  Albert  E.  Pierce  &  Company   (ibid.)  : 

Shares 

March 5,940 

April 17,925 

May 1,700 

June 100 

July 200 

»«Id.,  CommissiGn'.s  Exhibit  No.  X3878. 

^  See  note  87,  supra. 

^  See  Table  3,  and  supra,  pp.  505-10. 

="  See  Table  3,  supra. 

"2  Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  X3984,  X3985,  and  X.3424  (pp.  32-34).. 

said..  Commission's  Exhibits  Nos.  X3993,  X.3970,  and  X3424   (pp.  32-34). 
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Class  A  shares,  by  reclassifying  each  two  shares  of  the  outstanding 
preferred  stock  into  one  new  share  of  preferred  stock  having  a  liqui- 
dating preference  of  $115  per  share,  and  each  5  shares  of  the  out- 
standing common  stock  into  one  new  share  of  common  stock.^*  There- 
after, as  will  be  discussed  in  detail,  the  corporation  in  1934  and  1935 
made  several  offers  of  exchange  of  its  common  stock  and  of  a  new 
$3  prior  preferred  stock  for  its  outstanding  preferred  stock,  and,  in 
addition,  repurchased  substantial  amounts  of  its  outstanding  preferred 
stocks  at  discounts  below  asset  value.^^ 

On  August  3,  1936,  control  of  the  General  Investment  Corporation 
was  transferred  to  International  Equities  Corporation,  an  investment 
company  controlled  by  one  Ernest  B.  Warriner.^*^  As  at  that  date, 
General  Investment  Corporation  had  outstanding  1,279  shares  of  $3 
prior  preferred  stock,  63,050  shares  of  cumulative  preferred  $6  Divi- 
dend Series  Shares,  1,136,756  common  shares  stock,  and  100,000  shares 
of  Class  A  stock.^^ 

4.  ISSUE  OF  PREFERRED  STOCK  BY  GEXERAL  INVEST- 
MENT CORPORATION  IN  ACQUISITION  OF  UNITED 
STATES  &  OVERSEAS  CORPORATION 

a.  Organization  of  United  States  &  Overseas  Corporation 

As  has  been  indicated,^®  starting  in  September  1930,  General  Invest- 
ment Corporation  issued  254,026  shares  of  preferred  stock  for  an 
aggregate  of  $14,606,506.50  in  connection  with  its  acquisition  at  a 
cost  of  $21,679,711.27  of  United  States  &  Overseas  Corporation.^^ 
Substantially  the  entire  balance  of  $6,993,204.57  of  the  cost  price  of 
United  States  &  Overseas  Corporation  was  paid  by  General  Invest- 
ment Corporation  b}'^  the  reissue  of  390,967  shares  of  common  stock 
held  in  treasury  at  a  valuation  of  $5,675,629.53,  and  the  reissue  of 
18,805  shares  of  cumulative  preferred  $3  dividend  series,  held  in  the 
treasury,  at  a  valuation  of  $953,037.50.^"" 

On  January  23,  1929,  United  States  &  Overseas  Corporation  had 
been  organized  ^^^  as  an  intermediate  credit  company  ^°^  by  Harris, 
Forbes  &  Company,  N.  "W.  Harris  &  Co.,  Deutsche  Bank  und  Dis- 
contogesellschaft    (hereinafter    called    the    Deutsche    Bank)^"'=    and 

"*I(1.,  Commission's  Exhibit  No.  X3423- 1-2. 

"■•Id,  Commission's  Ex' ibits  Nos.  X3424   (pp.  21  et  se.q.)  and  X4129. 

'^  For  d(  tailed  discussion  of  this  acquisition  of  control  by  Ernest  B.  Warriner  and  the 
consequences  thereof  see  infra,  pp.  .584-618.  For  detailed  discussion  of  the  association  of 
Ernest  B.  Warriner  with  Wallace  Groves'  acquisition  of  other  investment  companies  see  also 
Investment  Companies  Acquired  and  Controlled  by  Wallace  Groves,  supra,  pp.  181-226. 

'^^  Op  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3424  (p.  15).  In  addition  to  the 
repurchases  of  its  own  outstanding  preferred  shares  of  General  Investment  Corporation 
prior  to  the  time  of  acquisition  of  control  by  Ernest  B.  Warriner,  as  will  be  discussed 
hereinafter,  the  investment  company  during  the  period  that  Warriner  controlled  it  spent 
approximately  $3,000,000  to  repurchase  additional  shares  of  its  preferred  and  common 
stock,  primarily  from  Wallace  Groves.  (Commission's  Exhibit  No.  X3424  at  23.  25,  and  26.) 
The  greater  part  of  these  shares  was  still  held  in  treasury  unretired  at  the  middle  of  1938. 

»8  See  supra,  pp.  505-10. 

°»  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X4111. 

"Old.,   Commission's   Exhibit   No.    X3424    (pp.    12,   13,   20.   and   24). 

1"^  Id.,  Commission's  Exhibit  No.  X3959. 

'o-Id.,  at  25356. 

'"^  Id.,  at  25366.  The  Deutsche  Bank  was  the  largest  and  most  important  bank  in 
Germany. 
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American  Founders  Corporation,"*  United  States  &  Overseas  Cor- 
poration was  conveived  by  Harris,  Forbes  &  Company,"''  and  M-as 
■created  for  the  purpose  of  lending  nonmarketable  intermediate  credits, 
principally  in  Germany.  E.  Carleton  Granbery,  the  president  of 
United  States  &  Overseas  Corporation,""  testified :  "^ 

Q.  What  was  the  rurpose  for  which  the  United  States  &.  Overseas  was  formed? 

A.  The  primary  purpose  was  to  make  loaus  of  a  nonmarketable  cliaracter, 
which  I  would  term  intermediate  credits,  and  while  tliere  was  no  understanding;, 
practically  all  of  these  loans  or  possible  loans  were  made  in  Germany.  In  addi- 
tion to  the  primary  purpose,  we  expected  to  buy  other  investments  of  whatever 
nature  we  wanted,  securities. 

Q.  And  these  intermediate  credits  were  either  long-term  or  short-term? 

A.  Yes.  They  might  be  five  years,  ten  years,  or  anything  of  that  nature.  It 
was  not  like  a  bank  loan,  and  it  was  nonmarketable.  It  was  usually  issued  in 
Just  one  or  two  pieces. 

By  September  1930  United  States  &  Overseas  Corporation  had 
issued  750,000  shares  of  its  common  stock  for  $19,200,000"^  and  had 
i&sued  300,000  shares  of  its  Class  A  common  stock  for  $3,000,000."9 
The  common  stock  was  entitled  to  priority  in  liquidation  to  an  aggre- 
gate of  $19,200,000,  an  amount  equal  to  the  proceeds  of  distribution 
of  this  stock,  but  enjoyed  no  priority  in  dividends  or  undivided  profits 
in  liquidation.^"  The  Class  A  stock  enjo3'od  331/3%  of  the  combined 
voting  power  of  both  classes  of  stock  (common  and  Class  A)  and  was 
junior  to  the  common  only  in  liquidation. ^^^ 

Initially,  in  January  1929,  United  States  &  Overseas  Corporation 
raised  $2,000,000  of  capital  by  the  issuance  of  200,000  shares  of  stock 
at  $10  ]ier  share.  Of  this  block,  Ameri(;an  Founders  Corporation 
jmrchased  50,000  shares  of  $500,000.  and  Deutsche  Bank.  Harris 
Forbes  &  Companv,  and  N.  W.  Harris  &  Co.  purchased  the  remaining 
150,000  shares  for  $1,500,000."-  Between  April  and  June  1929  I^iited 
States  &  Overseas  Corporation  raised  $4,000,000  additional  capita!  by 
the  issuance  of  400,000  shares  of  .stock  at  $10  per  share." ^  Of  this 
block,  American  Founders  Corporation  on  April  22,  1929,  purchased 
50.000  shares  for  $500,000."* 

Between  Api-il  and  June  1929,  the  sponsorship  of  the  United  States 
&  Overseas  Corporation  was  enlarged  in  accordance  with  the  plans 
formulated  at  the  time  of  its  creation  ^^^  to  include  the  First  National 
Corporation  of  Boston,  Guardian  Detroit  Co.,  Inc.,  Central  Hanover 

'«  Id.,  at  25.355  aud  Commission's  Exhibit  No.  X3960. 

'65  Id.,  Commission's  E.xhibit  No.  X4248    (p.  47). 

""'Id.,  Commission's  Exhibit  No.  X4248  (pp.  47-49).  Mr.  Granbery  of  Harris  Forbes 
A-  Company  negotiated  the  formation  of  United  States  &  Over.seas  Corporation  and  served 
as  its  president.     (Id.,  at  25.355  et  seq.) 

'0'  Id.,  at  253."')6. 

""•  Id..  Commission's  Exhibit  No.  X3960. 

'»» Ibid. 

""  Id.,  Commission's  Exhibit  No.  X3959. 

»u  Ibid. 

•"Id.,  Commission's  Exhibit  No.  X3960. 

w3  Ibid. 

"^  Id..  Commission's  Exhibit  No.  X39G1.  In  June  1929,  American  Founders  Corporation 
financed  its  co-sponsors  in  their  participation  in  this  expansion  by  purchasing  from 
Deutsche  Banlc  and  Harris,  Forbes  &  Company  an  additional  50,000  sliares  at  $10  per  share, 
Riving  to  the  sellers  the  option  of  repurchasing  the  shares  before  January  2.  19.30,  at 
$10.50  per  share,  plus  0%  interest.     (Ibid.) 

"'  Id.,  at  25357. 
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Bank  and  Trust  Company,  Bancamerica-Blair  Corporation,  Credit 
Suisse,  Banque  Commerciale  de  Bale  and  Skandinaviska  Kreditakie- 
bologet  of  Stockliolm.^^" 

In  September  1929,  at  the  same  time  that  General  Investment  Cor- 
poration was  organized  and  its  stocks  distributed  to  the  public,  The 
Harris  Forbes  Corporation  headed  a  syndicate  which  publicly  dis- 
tributed the  stock  of  United  States  &  Overseas  Corporation.  This 
syndicate,  composed  of  The  Harris  Forbes  Corporation,  American 
Founders  Corporation,  Bancamerica-Blair  Corporation,  First  Na- 
tional Corporation  of  Boston,  Guardian  Detroit  Co.,  and  N.  W. 
Harris  and  Co.,^^'^  purchased  from  United  States  &  Overseas  Corpora- 
tion 450.000  shares  of  its  common  stock  at  $36  per  share  for  a  total 
of  $16,200,000,  thereby  increasing  the  contributed  capital  to  United 
States  &  Overseas  Corporation  to  $22,200,000."^  The  syndicate  also 
purchased  from  the  sponsors  of  the  corporation,  who  then  held  300,- 
000  common  shares  at  a  cost  of  $10  per  share,"^  a  total  of  150,000 
shares  at  $20  per  share  for  a  total  of  $3,000,000,  which  gave  a  profit 
of  $1,500^000  to  the  sponsors.  The  syndicate  in  turn  sold  the  two 
blocks  of  common  stock,  an  aggregate  of  600,000  shares,  costing  the 
syndicate  $19,200,000,  to  the  public  at  $35  per  share  for  a  total  of 
$21,000,000,  which  gave  the  syndicate  a  distribution  spread  of  $3  per 
share,  or  an  aggregate  spread  of  $1,800,000.^-° 

It  is  significant  that  the  results  of  the  public  distribution  of  United 
States  &  Overseas  Corporation  common  stock  wei'e  identical  with 
that  of  General  Investment  Corporation.  The  public  distribution  in- 
creased the  paid-in  common  stock  capital  of  United  States  &  Over- 
seas Corporation  to  $25.60  per  share  while  for  the  Class  A  stock  the 
contributed  capital  remained  at  $10  per  share.^-^  As  a  result,  the 
150,003  shares  of  common  stock  and  the  300,000  shares  of  Class  A 
stock  of  United  States  &  Overseas  Cor])oration  which  the  spon- 
sors retained  at  an  aggregate  cost  of  $4,500,000  increased  in  asset 
value  to  $0,810,000.  This  increase  in  asset  value  was  exclusive  of 
the  profit  of  $1,500,000  realized  on  resale  to  the  public  by  the  sponsors 
of  part  of  their  common  stock.  This  increase  in  asset  value  of  the 
stock  held  by  the  sponsors  was  gained  at  the  expense  of  the  public 
which  purchased  600,000  shares  of  common,  which  had  a  paid-in  equity 
of  $25.60  per  share,  or  a  total  paid-in  equity  of  $15,360,000,  at  a  price 
of  $35  per  share,  or  a  total  cost  to  the  public  of  $21,000,000.^=-  The 
sponsors  who  underwrote  the  stock  of  United  States  &  Overseas  Cor- 
poration knew  at  the  inception  of  the  public  distribution  the  amount 
by  which  the  asset  value  of  the  shares  which  they  retained  would  be 
increased,  for  they  contemplated  offering  the  stock  to  the  public  at 
$35  per  share,^-^  while  in  the  case  of  the  General  Investment  Corpora- 
tion common  stock  the  precise  increase  in  asset  value  of  the  stock  re- 
tained by  the  sponsors  could  not  be  contemplated  since  the  offering 
to  the  public  was  made  at  market  price  by  Founders  General  Cor- 

"8  1(1.,  Commission's  Exhibit  Nos.  X3963,  X3064.  X3424   (p.  71). 

"Tid.,  Commission's  Exhibit  No.  X3964. 

"8  Id.,  Commission's  Exhibit  No.  X3960. 

1"  Id.,  at  25359. 

«o  Ibid. 

i^Id.,  Commission's  Exhibit  No.  X3963  (p.  4). 

i^Id.,  at  25361. 

«3Id.,  at  25359-60. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  521 

poration  as  agent  for  the  General  Investment  Corporation.^-*  Ac- 
cording to  Mr.  Granbery,  president  of  the  United  States  &  Overseas 
Corporation,  the  price  of  $35  per  share  at  which  the  stock  was  dis- 
tributed was  accompanied  by  a  high  rate  of  earnings  on  the  con- 
tributed capital  from  June  to  September  1929,  although  the  S])onsors 
did  not  know  whether  or  not  such  a  rate  of  earnings  could  be 
maintained.^-^ 

As  was  the  casp  in  General  Investment  Corporation,  United  States 
&  Overseas  Corporation  was  used  as  the  vehicle  whereby  the  burden 
of.  special  situations  that  had  developed  in  the  investment  banking 
business  of  Harris,  Forbes  &  Company  and  the  other  sponsors  could 
be  shifted  to  the  public.  By  September  1929,  of  the  $6,000,000  capital 
contributed  to  United  States  &  Overseas  Corporation  by  the  syndi- 
cate members,  $3,171,877.50  was  expended  in  the  purchase  of  securi- 
ties from  sponsors — $1,213,000  had  been  invested  by  United  States  & 
Overseas  Corporation  in  domestic  securities  acquired  from  the  Harris 
Forbes  organizations,  $62,500  in  securities  bought  from  United 
Founders  Corporation,  and  $1,896,377.50  in  participations  in  German 
credits  with  Deutsche  Bank.^--'  The  resale  to  the  public  by  the  spon- 
sors of  part  of  the  shares  of  United  States  &  Overseas  Corporation 
which  they  had  originally  acquired  and  the  contribution  to  the  com- 
pany of  additional  cash  by  the  public  reduced  the  extent  of  the 
interest  of  the  sponsors  in  these  special  situations.  In  lieu  of  wholly 
owning  these  investments  which  were  sold  to  United  States  and 
Overseas  Corporation,  the  sponsors  had  an  indirect  and  reduced  in- 
terest in  these  investments  and  had  additional  cash  and  an  interest 
in  the  cash  of  United  States  &  Overseas  Corporation. 

b.  The  Acquisition  by  General   Investment   Corporation  of  United 
States  &  Overseas  Corporation — Advantages  to  Sponsor 

By  November  of  1930,  United  States  &  Overseas  Corporation  had 
invested  approximately  $14,000,000  in  "intermediate  credits"  to  Ger- 
man companies.'-'  By  the  autumn  of  1930,  the  investment  quaiitv  of 
German  "intermediate  credits"  was  at  least  questionable.  F.  S  Bur- 
roughs, president  of  General  Investment  Corporation,  testified  that 
it  was  possible  that  General  Investment  Corporation  "would  not  have 
looked  for  more  German  credits  at  that  time."  ^-^ 

'^  See  supra,  pp.  510-11. 

^  Id.,  at  25362  and  25864.  However,  for  the  initial  fiscal  period  ending  November  30, 
1920,  United  States  &  Overseas  Corporation  earned  only  G%  on  its  average  paid-in  capital. 
<Id..  Commi-ssion's  Exhibit  No.  X3956.)  Apparently  Mr.  Granl  ery  was  referring  either  to 
capital  gains  later  offset  by  capital  losses  after  the  break  in  tbe  marlcet  in  October  1929 
or  elfie  to  paper  profits — unrealized  appreciation  in  the  market  value  of  assets — which 
evaporated  in  the  break  of  the  stock  market  before  the  end  of  the  fiscal  period. 

i'«  Id.,  Commission's  Exhibit  No.  X3962. 

^  Id..  Commission's  Exhibit  No.  X3966  A-2.  The  two  principal  credits  included  are 
discussed  infra. 

'=»  Id.,  at  25469-70.  .Tames  Warburg,  a  director  of  American  and  Continental  Corpora- 
tion, another  of  the  United  Pounders  Corporation  group  of  companies  which  had  exten- 
sively lent  its  funds  to  German  industry,  stated  before  this  Commission  that  the  competi- 
tion among  various  banking  houses  making  German  loans  had  caused  a  decline  in  the 
attractiveness  of  such  investments  and  in  fact  that  by  the  autumn  of  1930  German  credits 
had  saturated  the  American  market.  Moreover,  he  stated  that  growing  political  unrest  in 
Germany  was  a  factor  then  affecting  the  value  of  German  loans.  Mr.  Warburg  stated  : 
•■»  *  *  ^]3g  competition  increased  in  inverse  ratio  to  the  desirability  of  the  business". 
<Id  .  Commission's  Exhibit  No.  X4246   (pp.  28,  30,  and  31).) 
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However,  Harris  Forbes  &  Company,  in  September  of  1930,  were, 
of  the  opinion  that  the  German  credits  held  by  United  States  &  Over-, 
seas  Corporation  were  sonnd  investments.^-**  Harris  Forbes  &  Com- 
pany therefore  adopted  the  suggestion  of  the  Deutsche  Bank,"''  one 
of  the  sponsors  of  United  States  &  Overseas  Corporation,  that  that 
corporation  l^e  combined  with  General  Investment  Corporation  on  the 
ground  that  it  would  be  "less  companies."  ^^^  To  accomplish  this 
combination,  General  Investment  Corporation,  on  September  8,  1930, 
offered  to  exchange  (a)  a  package  consisting  of  3  shares  of  its  pre- 
ferred stock,  5  shares  of  its  common  stock,  and  warrants  to  purchf\se 
7  shares  of  its  common  stock  for  each  10  shares  of  United  States  & 
Overseas  Corporation  common  stock  and  (b)  a  package  consisting  of 

5  shares  of  its  preferred  stock  and  warrants  to  purchase  24  shares  of 
its  common  stock  for  each  24  shares  of  United  States  &  Overseas  Cor- 
poration's Class  A  stock."-  Eventually  General  Investment  Corpora- 
tion acquired  all  the  Class  A  stock  and  97%  of  the  common  stock  of 
United  States  &  Overseas  Corporation,  as  a  result  of  this  offer,  plus 
some  small  cash  purchases.^^^ 

The  ratios  and  classes  of  securities  to  be  exchanged  were  determined 
by  representatives  of  The  Harris  Forbes  Corporation  and  of  the 
United  Founders  Corporation  group  "'"^  at  a  time  when  these  organi- 
zations controlled  General  Investment  Corporation  and  were  the  prin- 
cipal sponsors  of  United  States  &  Overseas  Corporation.  Both  The 
Harris  Forbes  Corporation  and  the  United  Founders  Corporation 
group  had  a  substantial  pecuniary  interest  m  the  terms  of  the  exchange 
because  of  their  oAvnershijj  of  blocks  of  the  Class  A  stock  and  conunou 
stock  of  United  States  &  Overseas  Corporation  and  their  ownership  of 
blocks  of  Class  A  stock  and  common  ^^tock  of  General  Investment  (Cor- 
poration. On  September  8,  1930,  the  United  Founders  Corporation- 
group  ow]ied  75,000  shares  of  the  Class  A  and  173,221  shares  of  the 
common  stock  of  United  States  &  Overseas  Corporation  and  250,000 
shares  of  the  Class  A  and  743,.')86  sliares  of  the  conunon  stock  of  Gen- 
eral Investment  Corporation;  ^■^■'  The  Hanis  Forbes  Corporation  held 
36,667  shares  of  the  Class  A  and  53,125  shares  of  the  common  stock  of 
United  States  &  Overseas  Cor])oration  arid  250,000  shares  of  Class  A 
and  an  unknown  amount  of  common  stock  of  General  Investment 
Cori^oration.^^'' 

The  terms  of  the  exchange  offers  were  favorable  to  the  holders  of  the 
securities  of  United  States  &  Overseas  Corporation,  particularly  to  the 
holders  of  the  Class  A  stock  of  United  States  &  Overseas  Corporation. 

^  Id.,  at  25357. 

«o  Id.,  at  25467. 

iM  Ibid. 

132  Id.,  at  25464. 

1^  Id.,  Commission's  Exhibits  Nos.  X3966-A  and  X4111. 

im  The  terms  of  tlie  exchange  were  negotiated  by  E.  Carlton  Granbery  of  Harris  Forbes 

6  Company  acting  on  behalf  of  United  States  &  Overseas  Corporation  and  Frederick 
Burroughs  of  Harris  Forbes  &  Company,  and  George  Devendorf  of  the  United  Founders 
Corporation  group  acting  on  behalf  of  General  Investment  Corporation.     (Id.,  at  25468.) 

135  Id.,  Commission's  Exhibits  Nos.  X3927  and  X3424  (p.  27). 

130  Id.,  Commission's  Exhibit  No.  X3424  (p.  71).  As  previously  indicated  (see  note  59 
supra),  The  Harris  Forbes  Corporation  allotted  the  common  stock  of  General  Investment 
Corporation  to  its  own  stockholders.  Their  disposition  of  the  stock  is  for  the  greater  part 
unknown  to  the  Commission  although  Mr.  Burroughs  testified  that  the  stock  was  aUotted 
subject  to  a  sales  restriction  agreement. 
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The  exchange  for  the  common  stock  of  United  States  &  Overseas 
Corporation  was  made  on  an  e({nal  asset  vakie  basis.^^'  However,  the 
A'ahie  in  liquidation  of  the  preferred  stock  which  was  exchanged 
bv  General  Investment  Corporation  for  the  Class  A  stock  of 
United  States  &  Overseas  Corporation  was  substantially  in  excess 
of  the  li(j[uidating  value  of  the  Class  A  stock  received.  The  62,500 
shares  of  its  cumulative  preferred  $3  dividend  shares  with  a  liquidat- 
ing preference  in  assets  of  $3,593,750  issued  by  General  Investment 
Corjjoration  ^^-  exceeded  the  then  liquidating  value  of  the  300,000- 
shares  of  Class  A  common  stock  of  United  States  &  Overseas  Corpora- 
tion received  in  exchange  for  this  General  Investment  Corporation 
preferred  stock.  Although  The  Harris  Forbes  Corporation  and  the 
United  Founders  Corporation  had  a  substantial  investment  in  the 
stock  of  General  Investment  Corporation,  this  exchange  resulted  in 
burdening  the  public  holders  of  the  common  stock  of  General  Invest- 
ment Corporation  with  an  excessive  cost  for  the  Class  A  stock  of 
United  States  &  Overseas  Corporation  purchased  from  the  manage- 
ment of  General  Investment  Corporation  and  from  others  associated 
with  them  in  the  sponsorship  of  the  United  States  &  Overseas  Cor- 
poration.    Mr.  Burroughs  testified :  ^^^ 

Q.  The  figures  that  we  have  here,  Mr.  Burroughs,  iudicate.  and  we  will  let 
you  figure  them  out  for  yourself  if  there  is  any  question  about  it,  that  the 
conimou  shares  of  U.  S.  <&  Overseas  had  a  liquidating  value  of  $25.60,  and  that 
left  a  stated  value  of  about  $9.79  per  share  of  Class  A. 

A.  What  date  was  that? 

Q.  This  was  November  30th,  1930. 

A.  That  $25.60  figure  that  you  have  is  familiar  to  me.     I  seem  to  remember- 
that. 

Q.  That  is  the  preference  in  value  over  Class  A. 

Q.  Now,  if  the  stated  value  and  surplus  and  undivided  profits  of  U.  S.  &  Over- 
seas were  $22,00(J,000,  and  there  were  750,000  shares  of  common,  that  would 
have  left  a  value  of  $9.79  per  share  of  Class  A  on  liquidation.  Now,  if  a  block 
of  24  shares  of  Class  A  would  accordingly  have  $234.96,  that  is  24  times  $9.79- 
for  this  block,  the  Class  A  shareholders  received  five  shares  of  P.  U.  H.  [Public 
Utility  Holding  Corporation,  subsequently  known  as  General  Investment  Cor- 
poration] preferred,  which  was  entitled  on  liquidation  to  $57.50,  which  was  a 
total  of  $2S7. 

A.  The  par  was  $50.  It  was  only  entitled  to  $57.50  at  most  on  liquidation,  but 
we  only  figured  the  par  vahie,  because  that  is  the  basis. 

Q.  Yes,  I  realize  that  there  might  have  been  some  reason.  I  was  just  pointing 
out  there  was  a  difference  in  liquidating  value  of  about  $50  on  the  24  shares  of 
Class  A  over  what  they  had  had  in  U.  S.  &  Overseas. 

A.  Well,  we  had  to  make  some  inducement  over  their  bare  asset  value. 

Q.  So  your  idea  was.  as  far  as  this  offer  of  exchange  to  U.  S.  &  Overseas,  was 
an  offer  that  P.  U.  H.  wanted  very  much  to  go  through,  that  inducement  had  to 
be  made  to  U.  S.  &  Overseas  stockholders? 


'•"^  Id.,  at  2.546.5-6.  For  the  purpose  of  the  exchange,  the  intermediate  German  loans, 
which  constitntert  al)oiit  two-third.s  of  the  assets  of  United  States  &  Oversea.s  Corporation, 
were  vahied  at  their  cost.  As  at  Novemher  30,  19."0,  net  assets  of  United  States  &  Over- 
sea.s Corporation  totaled  .$20,96.5,5.31,  of  which  approximately  $14,000,000  represented  the- 
cost  of  loans  made  to  German  and  other  foieig:ii  companies.  (Id.,  Commission's  Exhibit 
Xo.  X.3966.) 

^■■"Id..  Commission's  Exhibit  No.  X342.3-5b  (p.  10). 

'■«•  Id.,  at  25470-2. 


524  SECUKITTES   AIS'D   EXCHANGE    COMMISSIOlir 

A.  Yes,  P.  U.  H.  was  anxious  to  do  it  because  it  increased  our  assets,  increased 
the  resources  of  the  company,  made  it  larger  and  we  were  at  that  time  anxious 
to  have  more  capital. 

Q.  Mr.  Burroughs,  my  attention  is  called  to  the  fact  that  at  a  subsequent 
time  the  P.  U.  H.  Corporation  wrote  down  its  portfolio  $2,548,502.90  [$2,886,- 
221.16]  ""  to  adjust  the  U.  S.  &  Overseas  holdings  to  their  asset  value.  Do  you 
recall  anything  about  that? 

A.  That  was  quite  a  bit  later,  wasn't  it? 

Q.  It  was  quite  a  bit  later? 

A.  Yes. 

Q.  But  it  does  show  there  was  an  excess  over  asset  value,  the  price  at  which 
it  was  taken  over? 

A.  I  think  quite  probably  there  was  an  excess  even  at  the  time  of  the 
exchange     *     *     * 

Any  dilution  in  the  asset  value  of  the  sponsors'  holdings  of  General 
Investment  Corporation  common  stock  as  a  result  of  the  exchange  was 
to  some  extent  at  least  compensated  by  the  fact  that  they  received 
87,976  shares  of  the  preferred  stock  of  General  Investment  Corpora- 
tion having  a  total  preferred  liquidating  value  of  $5,058,620/*^  which 
they  obtained  in  exchange  for  their  United  States  &  Overseas  Corpora- 
tion common  and  Class  A  common  stock.^*- 

United  States  &  Overseas  Corporation  was  subsequently  liqui- 
dated ^*^  bv  the  surrender  of  its  capital  shares  held  by  General  In- 
vestment Corporation  in  exchange  for  its  assets  valued  at  cost.^*"* 
General  Investment  Corporation  recorded  a  loss  of  $2,886,221.16  on  its 
holdings  in  United  States  &  Overseas  Corporation  shares  by  the  time 
United  States  &  Overseas  Corporation  was  liquidated  in  May  1934.^*^ 

In  addition,  losses  of  $6,385,386.50  were  eventually  sustained  by 
General  Investment  Cori^oration  on  German  credits  which  it  acquired 
from  the  United  States  &  Overseas  Corporation.^*^ 

"0  Id.,  Commission's  Exhibit  No.  X4111. 

1*1  Id.,  Commission's  Exhibit  No.  X3424  (p.  71). 

1*2  Ibid.  The  Class  A  stockholders  of  United  States  &  Overseas  Corporation  received  a 
■completely  preferred  position  in  General  Investment  Corporation  and  the  common  stock- 
liolders  of  United  States  &  Overseas  Corporation,  including  the  United  Founders  Corpora- 
tion group  and  Harris  Forbes  &  Company,  received  in  return  for  their  stock  a  prepond- 
erantly preferred  position  in  General  Investment  Corporation.  For  each  10  shares  of  their 
common  stock  having  a  total  asset  value  of  $265  (id.,  Commission's  Exhibit  No.  X3966 
at  p.  3)  General  Investment  Corporation  issued  in  addition  to  common  stock  3  shares  of 
its  preferred  stock  having  a  liquidating  preference  of  $172.50.  Mr.  Burroughs  testified 
iid.,  at  254T3)  : 

Q.  Then  what  happened  actually  was  that  these  persons  who  held  a  junior  interest 
in  U.  S.  &  Overseas,  were  given  a  senior  interest  in  Public  Utility  Holding  Corpora- 
tion, and  at  the  price  in  excess  of  the  asset  value  thnt  they  turned  in? 

A.  To  both  classes  of  U.  S.  &  Overseas  we  gave  them  senior  securities  of  P.  IT.  H. 
[Public  T'tility  Holding  Corporation,  subsequently  known  as  General  Investment  Cor- 
poration].    We  considered  it  just  as  though  we  were  buying  the  portfolio  from  them, 
just  as  though  we  were  buying  the  portfolio  from  U.  S.  &  Overseas. 
Q.  That  A\as  the  reason  for  giving  them  this  senior  stock? 
A.   That  is  correct ;  yes. 

Q.   However,  that  technique  does  not  admit  of  this  situation  at  a  time  when  possibly 
matters  cannot  be  settled  in  case  that  a  person  is  given  a  junior  interest  in  one  cor- 
poration, if  he  is  an  insider,  will  be  given  a  senior  interest  in  another  corporation  by 
an  allied  group  and  thereby  taken  from  an  nnpreferred  into  a  preferred  position? 
A.   Well    he  might  have  received  cash,  which  would  be  definitely  senior. 
1"  Id.,  Commission's  Exhibit  No.  X4111. 
1**  Ibid. 
1*6  Ibid. 
1*8  Id.,  Commission's  Exhibits  Nos.  X3970  and  X3424  (p.  61  et  seq.). 
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D.  Investors'  and  Sponsors'  Experience  in  General  Investment 

Corporation 

As  heretofore  indicated/^'  General  Investment  Corporation  re- 
ceived $76,334,431.45  proceeds  from  issues  of  its  securities,  consisting 
of  a  toral  of  254,026  shares  of  preferred  stock  issued  for  $14,606,506.50, 
a  total  of  3.143,744  shares  of  common  stock  issued  for  $55,227,924.95, 
and  a  total  of  500,000  shares  of  Class  A  stock,  issued  for  $6,250,000 
and  a  total  of  50,000  free  warrants  issued  for  $250,000.  In  connec- 
tion Avith  the  organization  of  (leneral  Investment  Corporation,  the 
sponsors  had  invested  a  net  of  $15,052,476,79,  as  a  result  of  which 
they  held  500.000  shares  of  Class  A  stock  and  1,602,872  shares  of  com- 
mon stock.'**  In  the  organization  of  United  States  &  Overseas  Cor- 
poration, tlie  sponsors  of  General  luAestment  Corporation,  together 
with  their  associates,  invested  a  net  of  $1,200,000  and  the  distributing 
expenses  for  which  they  held  300,000  shares  of  Class  A  stock  and  150,- 
000  sliares  of  common  stock.^*^  These  shares  of  United  States  & 
Overseas  Corporation,  by  the  terms  of  the  exchange  offer  of  1930, 
were  convertible  into  75,000  shares  of  General  Investment  Corpora- 
tion common  stock  and  107,500  shares  of  General  Investment  Cor- 
poration preferred  stock,  enjoying  a  preference  of  $57.50  per  share 
or  $6,181,250.'^'°  Thus  the  sponsors  of  both  companies  eventually 
held,  by  virtue  of  their  particijmtion  in  the  organization  of  the  two 
investment  companies,  1,677,872  shares  of  General  Investment  Cor- 
poration common  stock,  500,000  shares  of  the  Class  A  stock,  and 
107.500  shares  of  its  preferred  stock  (entitled  on  liquidation  to  $6,181,- 
250)  at  a  net  cost  of  $16,252,476.79.1"^  The  public  for  its  investment 
of  $58,438,275.39  received  the  remaining  1,465,872  shares  of  General 
Investment  Corporation  common  stock  and   146,526  shares  of  pre- 

"■  Sfe  supra,  pp.  501-4  and  504-16. 

i*»  Ibid. 

"»See  supra,  pp.  518-21.  Of  the  $22,200,000  contributed  to  United  States  &  Overseas 
Corp.iration  by  its  sponsors  as  subscribers  and  underwriters  of  7.50,000  shares  of  common 
stuck  and  HOO.OOO  shares  of  Class  A  stocli,  $21,000,000  was  recovered  from  the  public  by 
rt'sale  to  the  public  of  600,000  shares  of  common  stock,  leaving  a  net  investment  of 
ifl. 200.000  ;ind  expenses  of  distribution. 

1'*'  Ibid.  Oenerul  Investment  Corporation  offered  5  shares  of  common  stock  and  3  shares 
of  pi-i'feired  stock  for  each  10  shares  United  States  &  Overseas  Corporation  common  stock, 
and  .".  shares  of  preferred  stock  for  each  24  shares  of  United  States  &  Overseas  Corpora- 
tion ("lass  A  stock. 

I'l  Tliesf  lioldiiijrs  were  exclusive  of  any  purchases  or  sales  not  incidental  to  the  orarani- 
zation  of  the  companies.  The  sponsors,  in  fact,  acquired  .substantial  blocks  of  United 
States  &  Over.seas  Corporation  common  stock  prior  to  the  exchange.  (See  op.  cit.  supra, 
note  1,  Commission's  Exliibit  No.  Xo424,  p.  71.)  The  cost  of  such  actfuisitions  is  not 
known.  Xor  are  the  activities  of  any  of  the  sponsors  other  than  the  United  Founders 
Coi  poration  group  in  the  United  States  &  Overseas  Corporation  stock  or  General  Invest- 
mi'iit  Cor)ioration  stock  known.  The  United  Founders  Corporation  group  of  publicly 
owned  investment  companies  eventually  recorded  net  losses  of  $9,733,054.42  on  its  invest- 
iiient  in  Ceneral  Investment  Corporation  (id..  Commission's  Exhibit  No.  X3424,  p.  30) 
before  allowing  for  the  .$1,301,105.38  profit  realized  on  Ignited  States  &  Overseas  Corpora- 
tion stock  (id.,  Commission's  Kxhibit  No.  X3732)  and  before  allowing  for  the  $1  448,235.71 
jiroht  on  sale  of  securities  to  General  Investment  Corporation.  Thus  the  United  Founders 
Torporation  group  sustained  a  combined  net  loss  of  $6,083,713.33  in  General  Investment 
Corj>oration  and  United  States  &  Overseas  Corporation. 
153373— 4C»—pt.  3 35 
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ferred  stock  (having  a  preference  of  $57.50  per  share,  or  $8,425,- 
245.00)  of  General  Investment  Corporation.^^^ 

It  is  to  be  noted  that  after  allowing  for  the  preferred  stock  at  its 
issue  price  the  public  held  1,465,872  common  shares,  or  about  40%  of 
the  total  number  of  common  shares  and  Class  A  shares  at  a  cost  of 
$50,013,030.39,  and  the  sponsors  of  General  Investment  Corporation 
and  United  States  &, Overseas,  after  deducting  their  preferred  stock 
at  its  issue  price,  held  about  60%  of  the  combined  common  shares  and 
Class  A  shares  at  a  cost  of  about  $10,071,226.79.  Moreover,  this 
$10,071,226.79  investment  by  the  sponsors  was  an  interest  of  60%  in 
the  $61,477,924.95  capital  contributed  for  the  common  stock  and  Class 
A  stock  so  that  until  such  time  as  General  Investment  Corporation 
had  suffered  losses  of  over  $44,000,000,  the  asset  value  of  the  sponsors' 
investment  still  exceeded  their  cost.^^^  Conversely,  the  public  alone 
suffered  the  entire  first  $44,000,000  loss  in  operation  by  General 
Investment  Corporation. 

In  all,  during  the  period  from  1929  to  the  middle  of  1936,  General 
Investment  Corporation  lost  through  operations  about  $70,604,248.43. 
Of  the  $78,634,407.57  paid  into  the  investment  company ,i^*  $2,611,- 
832.02  was  returned  to  stockholders  in  the  form  of  repurchase  of  out- 


162  T]2g  above  shares  represent  the  balance  of  the  shares  issued  by  General  Investment 
Corporation.  The  $58,438,275.39  amount  known  as  the  public's  investment  in  General 
Investment  Corporation  and  United  States  &  Overseas  Corporation  is  arrived  at  as 
follows : 

Proceeds  received  by  sponsors  for  397,128  shares  General  Invest- 
ment Corporation  common  resold  at  a  profit  to  the  public 
(see  Table  3) — -  $11,  199,  287.  50 

Proceeds  received  by  Founders  General  Corporation  for  600,000 
shares  of  General  Investment  Corporation  common  sold  to 
the   public    (see    Table   3) 15,462,850.00 

Proceed.?  received  by  Albert  E.  Pierce  &  Co.  for  134,372  shares 
of  General  Investment  Corporation  common  sold  to  the  public 
(see    Table    3) 2,756,184.00 

Value  placed  upon  general  portfolio  securities  turned  in  to  General 
Investment  Corporation  in  exchange  for  409,082  of  its  common 
shares  by  public   (see  Table  3) 12,549,892.43 

Amount  paid  by  public  to  underwriters  for  United  States  &  Over- 
seas Corporation  common  shares  distributed  publicly  by  sponsors 
(see  supra,  pp.  518-21) 21,000,000.00 

Total 62,  968,  193.  93 

Add  :  Excess  of  resales  price  over  cost  of  390,967  common  and 
18,805  preferred  shares  of  General  Investment  Corporation  treas- 
ury stock  exchanged  for  shares  of  United  States  &  Overseas 
Corporation  (see  supra,  pp.  501-4  and  505-10) 1,  979,  079.  80 

Total 63,  087,  762.  62 

Less  :  Amount  paid  by  General  Investment  Corporation  for  holders 
of  390,967  of  its  common  and  18.805  of  its  preferred  shares 
repurchased  and  then  reissued  in  exchange  for  United  States 
&  Overseas  Corporation  common  shares  (op.  cit..  supra,  note  1, 
Commission's   Exhibit   No.   X3424,   pp.    20-24) 4.649,487.23 

58,  438,  275.  39 
This  cost  to  the  public  does  not  take  into  consideration  any  additional  investments 
made  by  reason  of  sales  of  the  sponsors  of  their  stock  other  than  at  the  organization  of 
the  two  investment  companies.  Nor  does  this  cost  allow  for  decreases  in  the  public's 
investment  by  reason  of  sales  made  by  the  public  to  the  sponsors.  (See  note  151,  supra.) 
i°3  Losses  of  $44,000,000  would  reduce  the  interest  of  all  the  common  stock  and  Class 
A  stockholders  to  about  .*F17,477,000  and  the  sponsor's  60%  interest  therein  to  about 
$10,486,000. 

^"  In  addition  to  the  $76,334,431.45  paid  into  the  company  for  the  issue  of  its  securi- 
ties, $2,299,976.12  more  was  contributed  to  the  investment  company  on  the  resale  of 
treasury  stock  at  an  excess  over  cost  of  acquisition  and  as  discount  on  the  retirement 
of  notes.     (See  supra,  pp.  504-5.) 
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standing  securities  or  in  the  form  of  dividends,^^^  leaving  a  net  con- 
tribution to  the  investment  company  after  retirements  aggregating 
$76,022,575.55.  Of  this  General  Investment  Corporation  at  the  mid- 
dle of  1936  still  had  as  net  assets  but  $5,418,327.12,i^«  indicating  a 
total  loss  of  $70,604,248.43  in  operation  during  the  period  that  control 
of  the  company  vested  with  the  original  sponsors.^"  Since  the  Class 
A  and  common  stocks  had  no  asset  value  as  at  the  middle  of  1936,^^^ 
the  sponsors  lost  their  $10,071,226.79  Class  A  and  common  stock  in- 
vestment in  the  investment  company.^ ^^  However,  the  public,  which 
had  only  a  40%  interest  in  the  common  and  Class  A  stocks,  lost  its 
$50,013,030.39  investment  therein,^®"  and  as  hereinafter  discussed,  the 
public  sustained  a  substantial  loss  on  its  $8,425,245  investment  in  the 
preferred  stock  as  well. 

E.  Investment  Policies  of  General  Investment  Corporation  and 
United  States  &  Overseas  Corporation — Conflicts  of  Interests 
in  Transactions  With  Sponsors 

Although  United  States  &  Overseas  Corporation  and  General  In- 
vestment Corporation  participated  in  common  ventures.  United  States 
&  Overseas  Corporation  had  been  organized,  as  has  been  previously 
indicated,^^^  for  the  purpose  of  supplying  intermediate  term  credits  to 
German  enterprises  under  supervision  of  the  Deutsche  Bank.  With- 
out exception,  the  Deutsche  Bank  had  had  previous  business  relation- 
ships as  a  bank  creditor  with  these  German  enterprises.'"^-  This  ar- 
rangement for  extending  intermediate  credits  under  the  sponsorship  of 
a  German  bank  to  German  enterprises  which  the  bank  served  as  the 
commercial  banker  was  attended  by  a  possible  conflict  of  interest  be- 
tween the  American  participants  in  intermediate  credits  (General 
Investment  Corporation  and  United  States  &  Overseas  Corporation) 
and  German  connnercial  banks  such  as  the  Deutsche  Bank  which  were 

^"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3424.  p.  10  et  spq.  This  return 
of  capital  to  the  shareholders  of  General  Investment  Corporation  was  not  the  sole  reduc- 
tion of  the  comhined  public  investment.  In  addition,  General  Investment  Corporation 
paid  other  than  bj-  the  issue  of  its  own  securities,  a  total  of  $160,713.18  to  the  share- 
holders of  UnitPd  States  &  0v<>rs(\'xs  Corporation  in  acquiring  6,580  common  shares  of 
that  company.  (Id.,  Commission's  Exhibit  No.  X4111.)  United  States  &  Overseas  Cor- 
poration itself  distributed  to  the  public  owning  26,050  shares  of  its  common  stock,  being 
the  balance  of  the  750,000  common  shares  outstanding  not  held  by  General  Investment 
Corporation  (ibid.),  a  total  of  $606,880  or  $25.60  per  share.  (Id.,  Commission's  Exhibit 
No.   X3424   [pp.  67X9].) 

^^  Id.,  Commission's  Exhibit  No.  X3423-F.  These  assets  were  valued  for  balance-sheet 
purposes  at  cost  and  at  an  appraisal  in  absence  of  market.      (Ibid.) 

'='  Control  was  sold  to  International  Equities  Corporation  in  August  1936.  (Op.  cit. 
supra,  note  12,  Commission's  Exhibit  No.  1565.) 

""Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3423-F. 

""The  $10,071,000  cost  figure  is  derived  by  subtracting  the  total  amount  of  the  pref- 
erence of  the  General  Investment  Corporation  preferred  stock  received  by  the  sponsors 
from  the  net  ccst  to  them  of  their  entire  investment  in  General  Investment  Corporation 
acquired  incidental  to  the  organization  of  General  Investment  Corporiation  and  United 
States  &  Overseas  Corporation  and  the  exchange  of  the  stock  of  General  Investment 
Corporation  for  that  of  United  States  &  Overseas  Corporation. 

'""This  investment  cost  is  computed  similarly  to  that  of  the  sponsors.  (See  note  152, 
supra. ) 

i«i  See  supra,  pp.  518-21. 

'«-  Id  ,  at  25356  and  25366. 
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also  lending  short -term  credits  to  the  borrowers.^"^  Inasmuch  as  the 
sponsors'  investment  in  the  companies  was  subject  to  relatively  slight 
risks  of  immediate  loss,  this  relationship  prejudiced  their  inveeteient 
position  but  slightly.  However,  against  the  possible  risk,  the  invest- 
ment companies  and  the  public  investing  in  their  stocks  were  without 
protection.  Mr.  Granbery,  president  of  the  United  States  &  Over- 
seas Corporation,  when  examined  with  respect  to  the  existence  of  any 
protection  to  the  investment  companies,  testified :  ^^* 

Q.  Had  you  any  protection  against  the  Deutsche  Bank  placing  in  the  United 
States  &  Overseas  investments  and  credits  that  it  might  find  desirable  not  to 
continue  holding? 

A.  I  don't  think  such  an  occasion  ever  arose.  The  only  protection  we  had  was 
that  we  passed— the  American  directors  had  the  final  say  as  to  whether  we 
would  make  a  credit  or  not,  and  we  relied  upon  our  German  experts  to  a  large 
extent  concerning  the  credit  and  standing  of  the  company.  The  Deutsche  Bank 
was  not  the  type  of  a  bank  in  my  mind  against  whom  you  had  to  protect  your- 
self.    They  were  our  partner. 

To  the  extent  that  such  conflict  of  interest  in  fact  existed,  the  risk  of 
the  investment  companies  was  substantial.  For  example  losses  of  over 
$6,385,000  were  sustained  by  General  Investment  Corporation  on  Ger- 
man credits  extended  by  United  States  &  Overseas  Corporation  to  the 
clients  of  Deutsche  Bank,  one  of  the  sponsors  of  United  States  &  Ovm'- 
seas  Corporation.^^^ 

The  combined  operations  of  General  Investment  Corporation  and 
United  States  &  Overseas  Corporation  extended  from  financing  elec- 
tric-utility construction  in  Germany  to  financing  construction  of  a 
subway  in  the  Argentine,  The  investment  activities  of  these  two 
investment  companies  may  be  placed  into  three  categories :  extension 
of  credits  to  German  enterprises;  acquisition  of  control  of  foreign 
and  domestic  utilities;  and  investments  in  support  of  the  investment- 
banking  activities  of  Harris,  Forbes  &  Company  and  other  investment 
bankers  for  the  enterprises  which  Harris  Forbes  &  Company  served 
as  banker.  To  some  extent,  the  first  and  second  categories  of  these 
activities  each  overlapped  with  the  third  category.  In  line  with  the 
policy  of  Harris  Forbes  &  Company  "to  get  an  important  position 
in  as  many  utility  groups  as  possible,"  ^^^  a  substantial  portion  of  the 
capital  contributed  to  General  Investment  Corporation  was  iiivestfed 
from  time  to  time  to  obtain  a  dominant  interest  in  public-utility  cor- 
porations having  total  resources  in  excess  of  $811,600,000. 

As  indicated  in  Table  4,  the  losses  resulting  were  to  a  substantial 
extent  realized  from  investments  in  utility  systems  for  which  Albert 
E.  Pierce  &  Company,  was  the  sponsor  or  the  principal  distributor. 
Albert  E.  Pierce's  relationship  to  General  Investment  Corporation  is 
noteworthy  as  part  of  the  investment  policy  of  the  investment  com- 
pany. This  relationship  to  General  Investment  Corporation  started 
at  the  inception  of  the  company  when  Albert  E.  Pierce  &  Company,^"'' 
which  Albert  E.  Pierce  owned,  undertook  to  distribute  the  common. 

i«sid.,  Commission's  Exhibit  No.  X4246   (pp.  74-77). 
i«*Id.,  at  2.5367-8. 

i^^Id.,  Commission's  Exhibits  Nos.  X3970,  X.3424   (p.  61). 
i««Id.,  at  25573. 

I*'  Albert  E.  Pierce  &  Company  is  not  to  be  confused  with  the  New  York  Stock  Elxchange 
firm  of  E.  A.  Pierce  &  Co. 
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Table  4. — Ultmuite  investments  iy  General  In/vestment  Corporation  t}y  which 
it  held  control  or  joint  control  of  the  enterprises  enumerated 


Name  of  security 


Gross  re- 
sources of 
company  as 
per  pub- 
lished bal- 
ance slaeets 


Amount  in- 
vested by  Gen- 
eral Invest- 
ment Corpora- 
tion 


Nature  of  control  or 
influence 


Loss  sus- 
tained 


Securities  of  companies  which 
were  sponsored  by  Albert  E. 
Pierce  &  Co.  or  for  which  the 
Pierce  Company  acted  as  dis- 
tributor 

Central  Public  Service  Co.  (in- 
cluding shares  received  in  ex- 
change for  Central  West  Pub- 
lic Service  costing  $1,558,- 
187.26). 

Central  Public  Service  Corpor- 
ation (exclusive  of  shares 
costing  $2,894,604.30  which 
were  exchanged  for  shares  of 
American  Commonwealth 
Power  Corporation). 

CoBSoiWated  Electric  &  Gas 
Co. 


$.364, 127, 426 


$8,  097, 644. 35 


8, 470, 803.  33 


C) 


3, 107, 191. 71 


3, 954, 053.  78 


Majority  of  voting  trustees 
and  ownership  of  about 
48%  of  the  outstanding 
common  stock. 

Subsidiary  of  Central  Pub- 
lic Service  Co. 


One  of  three  voting  trus- 
tees of  stock  all  of  which 
was  owned  by  Central 
Public  Utility  Corpora- 
tion, successor  of  Central 
Public  Service  Corpor- 
ation. 

Owned  about  22%  of  vot- 
ing stock  and  had  repre- 
sentation on  board  of 
directors. 


$8, 047, 644.  35 


7, 677, 642.  53 


2, 786, 066.  71 


American  Commonwealth         201,195,304 

Power  Corporation  (includ- 
ing shares  received  at  a  cost 
of  $2,894,604.30  in  exchange 
for  shares  of  Central  Public 
Service  Corporation). 

Securities  which  were  eventually 
told  by  General  Inrestment  Cor- 
poration to.  companies  con- 
trolled or  dominated  by  Albert 
E.  Pierce 

Portland   Electric  Power  Co.  {}>) 

(control  of  this  company  was 
acquired  by  General  Invest- 
ment Corporation  through 
the  purchases  of  a  substantial 
majority  of  various  of  its  capi- 
tal securities  at  an  aggregate 
cost  of  $20,035,314.22.  Of 
this,  the  preferred  stocks  and 
notes  so  acquired  at  a  cost  of 
$8,221,374.86  were  disposed  of 
without  profit  or  loss  and  the 
common  shares  costing  $11,- 
813,9.39.30  were  exchanged  for 
securities  of  Central  Public 
Service  Co.  and  Corporation 
which  were  valued  at  $13,- 
950,000.  This  investment  is 
included  above  in  the  respec- 
tive Central  Public  Service 
Companies.) 

o  See  "Nature  of  Control." 

'  Included  in  consolidated  resources  of  Central  Public  Service  Corporation. 


3,705,667.12 
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Table  4. —  Ultimate  investvients  by  General  Investment  Corporation  by   which  it 
held  control  or  joint  control  of  the  enterprises  enumerated — Continued 


Name  of  security 

Gross  re- 
sources of 
company  as 
!      per  pub- 
lished bal- 
ance sheets 

Amount  in- 
vested by  Gen- 
eral Invest- 
ment Corpora- 
tion 

Nature  of  control  or 
i  influence 

Loss  sus- 
■^taitred 

Securities   of  companies    which 

were  sponsored  by  Albert  E. 

Pierce  &  Co.  or  for  which  the 

Pierce  Compavy  acted  as  dis- 

tributor 

Washington  &  Suburban  Com- 

$41,651,850 

$967, 126.  50 

Together    with    sponsors 

$967, 125.  50 

panies. 

owned  almost  60%  of  the 
outstanding       common 
shares. 

Central  West  Public  Service 

21, 961,. 534 

50*;  0  of  voting  power 

Co.      (General     Investment 

Corporation's  investment  in 

Central  West  Public  Service 

Co.   aggregated  $1,558,187.26 

and    was    exchanged    with 

Albert  E.  Pierce  Investment 

Co.  for  voting  trust  certifi- 

cates for  common  shares  of 

Central  Public  Service  Co.  at 

cost.    The    $1,.558,187.26    is. 

therefore,  included  above  in 

the  $8,097,644.35  investment 

in    Central    Public    Service 

Co.). 

Others 

Indiana  Consumers  Gas  &  By- 

6, 294. 295 

2, 396.  883.  33 

Owned  about  99.9%  out- 

2,145. 037.  33 

products  Co. 

standing  stock. 

Cuba  Company  and  Consoli- 

167,936, 432 

5,032,527.83 

Owned  about  27%  of  the 

4,1507.889.53 

dated  Railways  of  Cuba. 

Cuba  Co.  common  stock 
which  controlled    Con- 
solidated Rwys.  of  Cuba 
and  had  representation 
on  board. 

L' Union  Electrique  Rurale 

8,  400,  000 

3, 136,  365.  22 

H  owned ._ 

2, 646, 922.  78 

Total 

811, 566, 641 

35, 162, 596. 05 

32,483.995.85 

stock  of  the  investment  company  paying  for  General  Investment  Cor- 
poration common  stock  with  securities  of  the  Central  Public  Service 
Corporation.^^^ 

During  1930  Albert  E.  Pierce  &  Company  was  the  principal  dis- 
tributor of  the  common  stock  of  General  investment  Corporation, 
raising  the  entire  $2,756,184  cash  paid  in  that  year  for  securities  issued 
by  the  investment  company.^^^  However,  during  the  same  year  Gen- 
eral Investment  Corporation  increased  its  investment  in  the  inflated 
Central  Public  Service  system  i^°  by  about  $15,000,000,  substantially 
all  of  which  was  eventually  lost/^^     In  1931  General  Investment  Cor- 


iss  See  Table  3,  supra,  p.  .506. 

^'^  Ibid. 

""Op.  cit.  supra,  note  1,  at  25555-9. 

"iJd.,  Commission's  Exhibit  No.  X3969. 
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poration  purchased  from  Albert  E.  Pierce  &  Company  American 
Commonwealths  Power  Corporation  stock  for  $2,894,000,  after  which 
American  Commonwealths  Power  Corporation  almost  immediately 
went  into  receivership.^^^ 

On  the  other  hand,  during  1930  Albert  E.  Pierce  made  a  $2,500,000 
profit  in  terms  of  market  value  as  the  result  of  an  exchange  of  stock 
with  General  Investment  Corporation  and  with  the  Central  Public 
Service  Corporation,  which  Pierce  sponsored  but  in  which  General 
Investment  Corporation  was  at  the  time  acquiring  a  $15,000,000  in- 
vestment (directly  and  indirectly  through  investment  in  Central  Pub- 
lic Service  Company,  the  parent  of  Central  Public  Service  Corpo- 
ration)."^ 

Transactions  with  Albert  E.  Pierce  took  place  again  in  1935,  when 
Albert  E.  Pierce  purchased  from  General  Investment  Corporation 
for  $70,000  Central  Public  Service  system  stocks  which  had  cost  Gen- 
eral Investment  Corporation  about  $15,79&,000."*  Thereupon,  un- 
der the  guidance  of  Mr.  Devendorf ,  president  of  General  Investment 
Corporation,  Pierce  almost  immediately  resold  the  stock  at  a  profit 
of  over  $100,000."^ 

Many  of  these  investments  as  well  as  others  made  by  General  In- 
vestment Corporation  and  United  States  &  Overseas  Corporation, 
were  acquired  directly  from  their  sponsors  or  from  cobankers  with 
Harris  Forbes  &  Company  in  various  utility  enterprises.  Mr.  Bur- 
roughs testified  that  to  some  extent  it  was  the  intention  of  Harris 
Forbes  &  Company  that  such  investment  should  further  their  own 
investment  banking  business :  ^'^^ 

Q.  ♦  *  *  In  counection  with  your  going  into  Public  Utility  Holding  Cor- 
poration [General  Investment  Corjwration]  apart  from  tlie  possible  profits 
that  were  to  be  made  through  your  investment  in  equities  there  was  also  the 
possibility,  was  there  not,  of  financing  that  would  accrue  to  Harris  Forbes 
from  your  connections  with  public  utility  companies? 

A.  Oh,  I  suppose  we  had  that  in  mind,  but,  of  course,  the  Founders  did  not 
have  that  in  mind. 

Q.  The  Founders  were  not  likely  to  get  that  kind  of  business;  they  were 
not  an  underwriting  house. 

A.  No;  but  we  could  not  get  any  benefits  except  that  Founders  would  know 
all  about,  as  they  had  a  bigger  interest  in  P.  U.  H.  [Public  Utility  Holding 
Corporation  later  called  General  Investment  Corporation]  than  Harris  Forbes. 

Q.  Still,  if  Harris  Forbes  &  Company  did  successfully  put  out  certain  issues 
the  Founders  Group  could  not  share  the  profits  from  the  financing  fees  that 
would  come  from  those  issues,  would  it? 

A.  I  do  not  think,  Mr.  Stern,  that  we  anticipated  making  new  connections 
for  Harris  Forbes  &  Company  and  I  do  not  know  that  we  ever  did  make  a 
new  connection. 

I  do  not  think  we  thought  that  P.  U.  H.  would  build  up  an  interest  in  equity 
of  companies  which  Harris  Forbes  was  handling  bonds  of,  but  I  do  not 
think  that  we  looked  on  P.  U.  H.  as  an  avenue  for  opening  up  new  oppor- 
tunities for  Harris  Forbes,  but  I  think  rather  that  the  opposite  was  true. 


1"  See  note  383,  infra.     This  stock  was  acquired  in  excliange  for  Central  Public  Service 
Corporation  stock. 

"5  Op.  cit.  supra,  note  1.  at  25616-7. 
'"  Id.,  Commission's  Exhibit  No.  .3969. 
'-■'Id.,  at  25636-8. 
'■'Id.,  at  25417. 
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Mr.  Burroughs  further  testified  that  the  use  of  tlie  assets  of  an 
investment  company  by  investment  banker  sponsors  to  aid  in  the 
expansion  of  the  enterprises  of  their  banking  clients  and  thereby 
create  new  or  additional  banking  business  for  the  sponsors  might 
be  "unhealthy"  from  the  viewpoint  of  the  investment  company.^" 

Q.  This  relationsliip  and  this  activity  in  connection  with  *  *  *  Central 
Public  Service  and  the  relationship  existing  between  Central  Public  Service 
and  P.  U.  H.  and  Harris  Forbes,  was  one  in  which  a  company  which  was 
managed  by  Harris  Forbes  was  putting  up  junior  money  which  provided  the 
basis  for  senior  financing  whicli  was  used  to  buy  more  properties  for  the  Cen- 
tral   Public    Service    System,    for    which    Harris    Forbes   was    the    banker. 

A.  I  think  that  is  correct. 

Q.  And  the  relationship,  of  course,  was  not  too  healthy  a  relationship  for 
The  Public  Utility  Holding  Corporation  [General  Investment  Corporation]. 

A.  We  thought  it  was  a  very  good  one 

Q.  Let  me  put  it  this  way.  In  the  hands  of  bankers  who  were  anxious  to 
make  a  lot  of  money  and  who  were  not  so  careful  how  they  made  it,  such  a 
relationship  would  not  be  healthy  for  a  company  situated  like  P.  U.  H.  [General 
Investment  Corporation  ] . 

A.  No ;  I  suppose  under  those  circumstances  it  would  not  be     *     *     '^\ 

Although  from  its  ince])tion  the  assets  of  General  Investment  Cor- 
poration were  utilized  by  Harris,  Forbes  &  Company  to  aid  in  expan- 
sion programs  of  its  own  public  utility  holding  company  clients,  the 
intention  so  to  employ  the  funds  of  General  Investment  Corporation 
was  not  revealed  to  the  public  holders  of  its  common  stock  until 
December  14,  1929.  The  original  prospectuses  stated  only  that 
the  company  had  been  formed  "to  buy,  sell,  and/or  hold  common 
stocks  and/or  other  securities,"  and  that  it  "will  be  the  present  policy 
of  the  directorate  to  limit  the  investments  of  the  corporation  to 
minority  and/or  controlling  interests  in  securities  of  public  utility 
companies,  both  foreign  and  domestic."  ^^*  It  was  on  December  14, 
1929,  only  after  at  least  1,274,194  shares  of  the  common  stock  of  Gen- 
eral Investment  Corporation  had  been  distributed  to  the  public  at 
an  aggregate  cost  of  $36,847,388.83.1'^^  that  a  circular,  signed  by  F.  S. 
Burroughs,  the  president  of  the  corporation,  was  issued  which 
stated :  '^^° 

*  *  *  The  corporation  is  considered  by  many  to  be  an  investment  trust 
Definitely  this  is  not  the  case,  for  unlike  an  investment  trust  which  confines 
itself  to  investing  a  relatively  small  part  of  its  capital  in  each  of  a  highly 
diversified  list  of  securities,  it  is  the  policy  of  Public  Utility  Holding  Corpora- 
tion to  acquire  relatively  large  interests  in  a  comparatively  few  enterprises.  In 
some  cases  control  is  acquired,  while  in  other  cases  the  objective  is  simply  a 
large  minority  interest     *     *     *. 

Control  of  utility  companies  will  be  acquired  only  in  such  cases  as  our  man- 
agement sees  an  opportxuiity  (1)  to  revamp  the  capital  structure  so  as  to 
increase  the  earning  power  of  the  equity  stock  and  therefore  its  value,  where- 
upon it  will  be  turned  over  to  one  of  the  group  companies  in  which  we  already 

I'^'Id.,  at  2555X59. 

1"  Id.,  Commission's  Exhibit  No.  X3978. 

179  See  Table  3,  supra.  As  at  December  24,  1929,  there  were  more  than  20,000  holders 
of  the  common  stock  and  the  average  holding.  excFusive  of  the  blocks  held  by  the  sponsors, 
•was  less  than  75  shares.     (Id.,  Commission's  Exhibit  No.  X3978.) 

""Id.,  Commission's  Exhibit  No.  X3978. 
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have  an  important  interest,  or  to  some  group  company  in  wliich  we  liave  no 
Important  interest  in  exchange  for  such  an  interest,  or  (2)  to  finance  during 
a  development  period  sound  enterprises  which  cannot  be  advantageously  financed 
in  their  own  name  during  the  development  period. 

However,  this  circular  did  not  indicate  that  the  described  invest- 
ment policies  of  General  Investment  Corporation  might  result  in 
increasing  the  banking  opportunities  of  Harris  Forbes  &  Company, 
and  of  the  interests  associated  with  that  firm  in  its  investment  bank- 
ing activities  for  various  utility  enterprises.  From  1929  to  1933,  the 
pei'iod  in  which  the  General  Investment  Corporation  and  United 
States  &  Overseas  Corporation  were  managed  primiirily  by  Harris 
Forbes  &  Company j^**^  General  Investment  Corporation  and  United 
States  &  Overseas  Corporation  bought  an  aggregate  of  approximately 
$107,000,000  of  securities  directly  from  the  sponsors  and  their  asso- 
ciates, which  purchases  were  intended  to  increase  the  sphere  of  in- 
fluence of  or  which  in  fact  furthered  the  investment  banking  business 
of  Harris  Forbes  &  Company  and  their  associates  in  the  public  utility 
field.  The  investment  companies  ultimately  sustained  a  loss  of  ap- 
proximately $53,000,000  on  these  investments  as  indicated  in  Table  5.^^^ 

The  aggregate  of  these  purchases  tlius  made  by  the  two  investment 
companies  amounted  to  in  excess  of  10  times  the  net  worth  and  in 
excess  of  3  times  the  gross  resources  of  Harris  Forbes  Companies  at 
the  middle  of  1930.^«"  The  loss  of  $52,300,000  of  General  Investment 
Corporation  on  these  investments  amounted  to  about  66%  of  the 
$78,634,407.57  resources  contributed  to  that  investment  company  and 
accounted  for  about  74%  of  the  $70,604,248.43  loss  in  the  operation 
of  that  investment  company  between  1929  and  the  middle  of  1936. 

These  investments  will  now  be  briefly  discussed. 

1.  WESTPHALIA  UNITED  ELECTRIC  COMPANY— LOSS, 

$3,156,612.54 

The  most  substantial  of  the  German  credits  loaned  by  United 
States  &  Overseas  Corporation  and  General  Investment  Corporation 
was  made  in  1930  in  participation  with  the  Deutsche  Bank  to  West- 
phalia United  Electric  Company.  This  investment  resulted  in  a  loss 
to  the  two  American  investment  companies  of  $3,156,612.54.^^^  This 
]oan  was  made  to  pay  off  a  prior  loan  to  the  Westphalia  company  by 
the  Deutsche  Bank  and  others,  and  to  complete  a  construction  pro- 
gram of  the  electric  company. 

Whether  the  parts  of  the  loan  received  from  tlie  two  investment 
companies  were  used  to  pay  Deutsche  Bank  or  to  complete  the  con- 
struction program  and  thereby  provide  the  income  for  servicing  the 

'^^A  majority  of  the  board  of  directors,  a  majority  of  the  executive  committee,  and 
the  president  of  General  Investment  Corporation  wei'e  all  representatives  of  Harris  Forbes 
Companies.  (Id..  Commission's  Exhibit  No.  X3762.)  Mr.  Granbery  of  Harris  Forbes  Com- 
panies was  president  of  United  States  &  Overseas  Corporation.     (Ibid.) 

""Table  5  was  prepared  from  id..  Commission's  Exhibits  Nos.  X3423,  X3424,  X3962, 
X.3969,  X.3970,  X3983,  X3996,  X4000,  X4111,  and  X4274. 

'»3  Public  Examination,  Eastern  Utilities  Investing  Corporation,  Commission's  Exhibit 
No.  .384r.-D.  In  the  middle  of  1930,  Harris  Forbes  Companies  had  !?:!3. 500,000  gross 
assets  (valued  at  cost  or  market,  whichever  was  lower).  Of  these  gross  assets  only 
19.7.52,929.67  was  net  capital  and  surpluses. 

"*Id.,  Commission's  Exhibits  Nos.  X3970  and  X3971. 
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balance  due  to  the  Deutsche  Bank  in  connection  with  the  financing  of 
the  construction,  it  is  apparent  that  an  advantage  was  derived  by  the 
Deutsche  Bank  when  the  investment  companies  made  these  loans. 
Westphalia  United  Electric  Company  was  a  large  electric  company 
operating  in  southAvestern  Germany  and  served  principally  the  cities 
of  Munston,  Bochum,  and  Dortmund.  The  Westphalia  company, 
Avhich  acquired  the  stock  of  a  number  of  municipally  owned  electric 
companies,  was  formed  in  1926  and  1927  largely  through  the  efforts 
of  Messrs.  Hulse  and  Burroughs  of  Harris,  Forbes  &  Company.  The 
formation  of  the  Westphalia  company  was  partly  financed  in  the 
United  States  by  a  fii-st  mortgage  bond  issue  distributed  by  Harris, 
Forbes  &  Company  and  Speyer  &  Co.^^^  The  newly  formed  West- 
plialia  companj'  thereafter  undertook  a  heavj-  construction  program 
wliich  was  financed  temporarily  by  German  banks,  including  the 
Deutsche  Bank.^^*^ 

In  June  1930,  Dr.  Kehl  of  the  Deutsche  Bank,  arranged  with  Mr. 
Burrouglis,  of  Harris.  Forbes  &  Company,  for  additional  financing  of 
Westphalia  United  Electric  Company  through  the  sale  of  deben- 
tures junior  to  the  outstanding  first  mortgage  bonds.^^'  The  proceeds 
of  this  issue  were  used  to  pay  off  the  bank  loans  of  the  Westphalia 
Compan}-.    Mr.  Burroughs  testified:^*'* 

Q.  And  the  proceeds  were  used  in  part  at  leasst  to  pay  off  the  Deutsche  Bank, 
were  they  not? 

A.  Certainly  they  were  used  to  pay  all  of  their  bank  loans,  but  what  percent- 
age of  it  was  Deutsche  I  do  not  recall. 

Q.  You.  I  take  it.  recommended  the  Westphalia  investment  to  Public  Utility 
Holding  Corporation? 

A.  Oh,  yes ;  I  was  very  enthusiastic  about  it.  I  not  only  formally  recom- 
mended it,  but  I  more  than  recommended.  I  urged  and  negotiated  it.  I  thought 
it  was  a  grand  opportunity  for  P.  U.  H.  [General  Investment  Corporation]. 

Deutsche  Bank  agreed  with  Westphalia  United  Electric  Company 
to  form  a  syndicate  to  underAvrite  $15,000,000  of  614%  unsecured 
debentures,  payable  in  dollars,  due  January  1934,  convertible  into  pre- 
ferred stock,  at  92%.^*''  Of  this  issue  a  syndicate  headed  by  Deutsche 
Bank  purchased  $7,250,000,  and  on  the  advice  of  the  Harris  Forbes 
organization,^^*'  General  Investment  Corporation  jjurchased  $7,500,- 
000,  of  which  about  one-third  was  allotted  to  United  States  &  Over- 
seas Corporation. ^^^  In  addition,  United  States  &  Overseas  Corpora- 
tion directly  purchased  $250,000  of  these  debentiires.^^-  In  August 
1931.  (jreneral  Investment  Corporation  purchased  the  holdings  of 
United  States  &  Overseas  Corporation  at  cost,^^^  thereby  increasing 
the  investment  of  General  Investment  Corporation  in  these  de- 
bentui-es  to  $7,140,961.50."*  Although  the  Westphalia  United  Elec- 
tric Company  was  supposed  to  have  "had  great  prospects"""  and  "as 

'«5ld.,  Commission's  Exhibit  No.  X3972. 

»««  Id.,  at  2.0394-5. 

'"  Ibid. 

'wjbid. 

^Id.,  Commission's  Exhibit  No.  X3968. 

iw  Id.,  at  25390. 

1"  Id.,  Commission's  Exhibit  No.  X3970. 

iw^Id.,  at  2.5.391. 

i>«  Id.,  Commission's  Exhibits  Nos.  X3970  and  .3966  (p.  74). 

"*  1(1.,  Commi.ssions  Exhibit  No.  X3970. 

"-Id.,  at  25.395. 
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a  domestic  enterprise  it  has  been  a  great  success,"^^*'  difficulties  in  get- 
ting in  foreign  exchange  were  enconntered,^^^  rendering  the  invest- 
ment unprofitable.  On  March  14,  1934,  General  Investment  Corpora- 
tion sold  the  Westphalia  United  Electric  Company  debentures  for 
$3,984,348.96,  either  to  Deutsche  Bank,  the  German  government,  or 
the  issuing  company ,^^*  and  sustained  a  realized  loss  of  $3,1.56,612.54 
on  that  investment.^''^ 

2.  ELEKTRIZITAETSWERKE  SUEDWEST  A.  G.— LOSS, 

$3,025,060.36 

Included  in  the  assets  of  United  States  &  Overseas  Corporation 
which  were  eventually  acquired  by  General  Investment  Corporation 
by  its  exchange  oiffer  of  its  shares  for  the  shares  of  United  States  & 
Overseas  Corporation,  were  substantial  loans  made  to  Elektrizitaets- 
werke  Suedwest  A.  G.,  a  German  utility  company,  and  loans  made  to 
a  syndicate  headed  by  Deutsche  Bank,  a  sponsor  of  United  States  & 
Overseas  Corporation,  in  connection  with  the  sale  of  control  of 
Elektrizitaetswerke  Suedwest  A.  G.  On  these  investments,  General 
Investment  Corporation  ultimately  sustained  a  loss  of  $3,025,060.3'6. 

In  1929,  three  electric  companies  operated  in  Berlin,  the  second 
largest  company  being  Elektrizitaetswerke  Suedwest  A.  G.,  which 
was  owned  partly  by  the  City  of  Berlin  and  partly  by  Gesellschaft 
Fuer  Elektrische  Unternehmungen,  a  German  utility  holding  and 
operating  comj^any,  commonJy  referred  to  as  Gesfuerel.  Late  in  the 
fall  of  1929,  when  the  City  of  Berlin  was  in  financial  difficulties,-"*' 
officials  of  Gesfuerel,  the  Deutsche  Bank,  and  Harris  Forbes  &  Com- 
pany determined  to  purchase  the  City  of  Berlin's  interest  in  electric 
properties  and  also  in  gas  and  water  properties.  Pending  the  pur- 
chase of  the  City's  electric  properties.  Deutsche  Bank  formed  a  syn- 
dicate participated  in  principally  by  Geriuan  banks,  and  loaned  the 
funds  of  the  syndicate  to  Gesfuerel,  which  in  turn  loaned  the  funds 
to  the  City  of  Berlin  and  accepted  as  collateral  the  City  of  Berlin's 
holdings  of  Suedwest  stock.-°^  In  this  loan  United  States  &  Overseas 
Corporation  participated,  as  at  the  end  of  March  1930,  to  the  extent 
of  $1,166,605.38.-°^ 

Thereafter,  Gesfuerel  completed  negotiations  for  t]\e  ])urchase  of 
the  City  of  Berlin's  interest  in  Suedwest.  This  required  an  expan- 
sion of  the  original  syiidicate  fund.-°^  On  April  30,  1930  LTnited 
States  &  Overseas  Corporation  took  a  9%  participation  in  this  second 
syndicate,  thereby  increasing  its  interest  to  $1,494,088.63  on  the  basis 
of  cost.  Subsequently,  this  participation  of  United  States  &  Over- 
seas Corporation  was  reduced,  without  profit  or  loss,  to  $556,326.71. 
This  balance  was  acquired  by  General  Investment  Corporation  at 
cost  ^°*  in  the  process  of  liquidating  U^nited  States  &  Overseas  Cor- 

^^  Id.,  at  25395. 

"■  Ibid. 

198  Id.,  at  25394. 

^  Id.,  Commission's  Exliibit  No.  X3970. 

=»«Id..  at  25372. 

2w  Id.,  at  25372-3. 

203  1(3.,  Commission's  Exhibit  No.  X3962   (p.  33). 

2«»Id.,  at  25373. 

^o^Id.,  Commission's  Exhibits  Nos.  X3962  (p.  33)  and  X3970. 
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poratioii.^^'^  On  February  10.  1933,  General  Investment  Corporation 
disposed  of  this  investment  by  selling  it  to  Gesfuerel  for  $317,333.06, 
realizing  thereby  a  loss  of  $238,993.65.2»« 

At  the  time  the  second  SuedM^est  syndicate  was  formed  additional 
funds  were  loaned  directly  to  Snedwest  by  a  third  syndicate  to  per- 
mit advance  payment  of  franchise  taxes  to  the  City  of  Berlin  and  the 
purchase  of  an  extension  of  the  company's  franchise.  This  loan  was 
to  be  exchangeable  on  the  demand  of  the  Deutsche  Bank  as  syndicate 
manager  into  a  15-  or  20-year  debenture  issue.-*^^  At  the  time,  it  was 
contemplated  that  part  of  this  loan  would  be  funded  by  an  American 
offering  of  Suedwest  debentures  through  Harris  Forbes  &  Com- 
pany.-''^ In  this  loan  to  Suedwest,  United  States  &  Overseas  Cor- 
poration directly  participated  by  purchasing  $925,000  principal 
amount  of  the  debentures  of  Suedwest  -°»  at  a  price  of  112%  of  their 
face  value. 

However,  on  May  2,  1930,  Harris  Forbes  &  Company  ceded  to 
United  States  &  Overseas  Corporation  a  "further  participation  of 
$1,840,000  principal  amount  of  said  debentures"  at  a  price  of  112%  of 
their  face  value  and  agreed  that  it  would  (although  it  never  did) 
"on  or  before  June  30,  1930,  repurchase  these  $1,840,000  of  deben- 
tures" from  United  States  &  Overseas  Corporation  at  cost.-^°  This 
purchase  from  Harris  Forbes  &  Company  increased  the  total  invest- 
ment of  United  States  &  Overseas  Corporation  in  the  Suedwest 
debentures  to  $3,107,191.2ii 

E.  Carleton  Granbery,  of  Harris  Forbes  &  Company,  and  the  presi- 
dent of  United  States  &  Overseas  Corporation,  testified  that  Harris 
For]:)es  &  Company  was  unwilling  to  take  a  commitment  in  the  loan 
made  to  Suedwest  prior  to  the  issuance  by  the  company  of  definitive 
debentures  in  $1,000  denominations  whicli  could  be  resold  to  the  pub- 
lic. It  was  expected  that  definitive  debentures  would  be  issued  by 
Suedwest  on  June  1,  1930.     Mr.  Granbery  testified:  ^^^ 

*  *  *  At  the  time  that  I  was  having  discussions  with  Dr.  Kehl  [of  the 
Dentsclie  Banl^,  one  of  the  sponsors  of  United  States  &  Overseas  Corporation] 
in  Berlin,  I  told  him  that  Harris  Forbes  &  Company  could  not  take  a  commit- 
ment for  the  dehentures  in  their  then  form  for  at  that  time  *  *  *  it  was 
just  a  note  on  the  Deutsche  Bank  and  were  not  in  the  form  of  $1,000  pieces, 
and  so  I  discussed  with  Dr.  Kehl  whether  it  w^ould  be  good  business  for  U.  S. 
&  Overseas  to  purchase  thiough  Harris  Forbes  &  Company  the  debentures  in 
their  then  form  and  we  agreed  that  it  would  be  good  business. 

Consequently  the  IT.  S.  &  Overseas  purchased  about  $2,700,000  face  amount  of 
these  delientni'cs  at  .$110  or  $112  which  as  he  said  previously,  were  repayable  at 
$125.  The  form  in  which  United  States  &  Overseas  bought  the  debentures  was 
in  the  form  of  this  book  credit.  I  recall  it  as  a  loan  on  the  liooks  of  the  Deutsche 
Bank.  The  understanding  was  *  *  *  ^i^^^  j^jjg  permanent  debentures  would 
be  delivered  about  the  first  of  June. 


'^'  Id.,  at  25.38.3-4. 

=<«Iil.,  Commission'.s  Exhil)it  No.  X.3070. 

^  Id.,  at  2.5.374. 

^  Id.,  at  25.374-5. 

"<«Id.,  ConimisHion's  Exhibit  No.  X.3967. 

=n«  Ibid. 

»'i  Id.,  Commission '.s  Exhibit  No.  X.39G2. 

!"=  Id.,  at  25375-6. 
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The  United  States  &  Overseas  took  up  and  paid  for  this  loan  and  the  Harris 
Forbes  &  Company  and  United  States  &  Overseas  entered  into  an  agreement  by 
which  Harris  Forbes  &  Company  agreed  to  buy  on  or  before  June  30,  1930, 
about  $1,800,000  of  the  debentures  and  United  States  &  Overseas  agreed  to 
sell  them. 

Consequently,  the  assets  of  United  States  &  Overseas  Corporation, 
rather  than  the  personal  funds  of  Harris  Forbes  &  Company,  its 
sponsor,  were  consciously  utilized  as  a  means  of  acquiring  and  carry- 
ing securities  which  were  a  potential  source  of  banking  business  and 
underwriting  commissions  to  Harris  Forbes  &  Company. 

By  June  30,  1930,  no  definitive  debentures  had  as  yet  been  issued 
by  Suedwest.-i^  On  September  15,  1930,  United  States  &  Overseas 
Corporation,  "in  view  of  the  fact  that  said  debentures  are  not  ready  for 
delivery  and  cannot  now  be  marketed,"  extended  to  December  31,  1930, 
the  time  for  the  repurchase  of  the  debentures  by  Harris  Forbes  & 
Company.^^*  Because  of  a  change  in  German  law,  Suedwest  was 
never  able  to  issue  debentures  in  a  form  salable  to  the  public.^^^  On 
December  31, 1930,  Harris  Forbes  &  Company  did  not  repurchase  from 
United  States  &  Overseas  Corporation  its  participation  in  the  de- 
bentures. On  June  24, 1931,  in  response  to  a  letter  from  United  States 
&  Overseas  Corporation  requesting  that  Harris  Forbes  &  Company 
confirm  to  Haskins  &  Sells,  the  corporation's  accountants,  its  agree- 
ment to  repurchase  the  debentures,  Harris  Forbes  &  Company  stated 
that  it  "was  unable  to  confirm"  the  agreement.-^*'  Mr.  Granbery,  of 
Harris  Forbes  &  Company,  and  the  president  of  United  States  & 
Overseas  Corporation,  testified  that  Harris  Forbes  &  Company  had 
construed  its  repurchase  contract  as  an  agreement  to  repurchase 
definitive  debentures  of  Suedwest  and  that  in  the  absence  of  the 
issuance  of  such  debentures  it  had  no  obligation  on  its  contract :  -^^ 

Q.  Mr.  Granbery,  in  connection  with  this  Exhibit  3967,  Harris  Forbes  confirms 
to  United  States  &  Overseas  *  *  *  "That  we  have  ceded  to  you  and  you  have 
accepted  a  further  participation  of  $1,840,000  principal  amount  of  said  de- 
bentures." Did  I  understand  you  to  say  that  Harris  Forbes  didn't  own  anything 
at  that  time? 

A.  I  never  said  that. 

Q.  Did  Harris  Forbes  at  that  time  have  a  participation  in  a  syndicate  that  it 
was  ceding,  or  what  was  it  that  it  was  ceding? 

A.  It  was  ceding  the  participation  in  this  syndicate  with  Deutsche  Bank. 

Q.  I  see.  Then  the  question,  the  next  question  that  comes  up,  is  that,  "That 
on  our  part,"  Harris  Forbes'  part,  "we  agree  that  we  will  on  or  before  .Tune  30 
repurchase  these  $1,840,000  of  debentures."  That  is  what  they  have  just  ceded  to 
you? 

A.  No. 

Q.  They  have  ceded  a  participation. 

A.  And  we  were  to  buy  the  debentures. 

Q.  They  ceded  the  participation  and  agreed  to  buy  debentures? 

A.  Yes. 


2^  Id.,  at  25376. 

21*  Id.,  Commission's  Exhibit  No.  X.3967. 

215  Id.,  at  25375-6. 

2i«  Ibid. 

21''  Id.,  at  25378-9. 
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Mr.  Granbery  also  testified :  -^^ 

Q.  *  *  *  Now,  referring  to  the  letter  of  June  24,  1931,  to  Harris  Forbes  & 
Company,  this  calls  upon  Harris  Forbes  &  Company  to  in  effect  acknowledge  the 
existence  of  their  outstanding  obligation  to  take  back  the  $1,840,000  of  principal 
amount  of  debentures. 

A.  Yes,  sir. 

Q.  And  also  ask  them  to  state  the  amoimt  of  accrued  interest  due  under  that 
obligation.  Then  the  next  letter,  June  24,  1931,  is  a  disavowal  by  Harris  Fo«-bes 
that  there  is  any  such  obligation. 

A.  Yes,  sir. 

Q.  Now,  up  to  this  point,  Mr.  Granbery,  and  without  wishing  to  go  into  the 
events  of  a  controversy  that  may  be  in  litigation,  I  take  it  that  United  States  & 
Overseas  on  the  one  hand  assumed  that  they  had  an  obligation  of  Harris  Forbes 
to  repurchase  and  on  the  other  hand  Harris  Forbes  discriminated  between  the 
obligation  to  take  over  the  participation  and  claimed  that  it  was  only  obligated 
to  take  over  the  debentures;  that  was  the  net  difference? 

A.  I  would  say  that  the  auditors  raised  the  point,  Haskins  &  Sells. 

Q.  And  Harris  Forbes  disclaimed  any  obligation? 

A.  Yes,  sir. 

On  August  27,  1931,  Mr.  Granbery,  of  Harris  Forbes  &  Company, 
as  president  of  United  States  &  Overseas  Corporation,  contracted  with 
Mr.  Addinsell,  of  Harris  Forbes  &  Company,  as  vice  president  of 
General  Investment  Corporation,  to  sell  to  General  Investment  Cor- 
l)oration  its  holdings  of  Suedwest  debentures  and  participations 
therein,  including  the  participation  ceded  to  it  by  Harris  Forbes  & 
Company  for  $3,107,191.71,  their  cost  to  United  States  &  Overseas 
Corporation.2^^  However,  whatever  rights  United  States  &  Overseas 
Corporation  had  to  compel  Harris  Forbes  &  Company  to  fulfill  its 
repurchase  agreement  were  not  assigned  to  General  Investment 
Corporation.--'^ 

It  is  significant  that  neither  United  States  &  Overseas  Corporation 
nor  General  Investment  Corporation  ever  made  a  demand  upon 
Harris  Forbes  &  Company  to  fulfill  its  repurchase  obligation.^^^ 
Whatever  may  have  been  the  legal  liability  of  Harris  Forbes  &  Com- 
pany either  to  General  Investment  Corporation  or  United  States  & 
Overseas  Corporation  in  connection  with  this  repurchase  agreement 
and  the  transactions  which  have  been  described,  the  control  by  Harris 
Forbes  &  Company  of  both  General  Investment  Corporation  and 
United  States  &  Overseas  Corporation  -'^-  enabled  it  during  the  period 

2i«  Id.,  at  25380. 

218  Id.,  Commission's  Exhibit  No.  X3967. 

»«Id.,  at  25382-3. 

2^1  Mr.  Granbery  testified   (id.,  at  25387)  : 

Q.  Mr.  Granbery,  referring  to  Exhibit  3967,  which  is  the  agreement  in  connection 
with  Suedwest,  and  as  part  of  that  agreement,  the  agreement  on  the  part  of  Harris 
Forbes  to  repurchase  debentures  as  I  understood  you  this  morning  you  interpreted 
The  agreement  to  mean  that  Harris  Forbes  had  no  obligation  to  repurchase  anything 
except  debentures? 

A.  After  June  30  and  after  the  extension. 

Q.   After  June  30,  1930,  and  after  the  extensions? 

A.  Yes. 

Q.  Did  United  States  &  Overseas  make  any  demand  on  Harris  Forbes  to  repurchase 
these  debentures? 

A.   No,  sir. 

222-By  December  31,  1930,  United  States  &  Overseas  Corporation  was  virtually  a  wholly 
owned  subsidiary  of  General  Investment  Corporation.  (See  supra,  pp.  521-5.)  At  the 
same  date  a  majority  of  the  board  of  directors  of  General  Investment  Corporation  con- 
sisted of  members  of  Harris,  Forbes  &  Company.      (Id.,  Commission's  Exhibit  No.  X3762.) 


540  SECURITIES   AI^fD   EXCHANGE    COMMISSION 

of  its  control  of  the  two  investment  companies  to  prevent  any  judicial 
test  by  such  companies  of  its  liability  to  either  or  both  of  them.^^^ 

In  1932  General  Investment  Corporation  exchanged  all  its  hold- 
ings of  and  participations  in  Suedwest  debentures,  which  it  had  ac- 
quired from  its  subsidiary.  United  States  &  Overseas  Corporation  at 
a  cost  of  $3,107,191-71,  for  a  block  of  the  common  and  preferred 
stock  of  Consolidated  Electric  and  Gas  Company.--*  The  latter  secu- 
rities were  sold  in  1936  for  $321,125.  General  Investment  Corpora- 
tion therefore  realized  a  loss  of  $2,786,066.71  on  its  investment  in 
the  Suedwest  debentures  in  addition  to  the  $238,993.65  loss  which  it 
had  realized  in  the  Suedwest  stock  syndicate. 


225 


3.  FRENCH  FINANCING— LOSS,  $2,948,302.78 

The  participation  of  General  Investment  Corporation  and  United 
States  &  Overseas  Corporation  in  the  field  of  European  finance  was 
not  limited  to  Germany.  An  arrangement  similar  to  that  existing 
between  these  investment  companies  and  Deutsche  Bank  was  sought 
in  France.     Mr.  Burroughs  testified  :  ^-^ 

*  *  *  In  Germany  we  thought  it  was  a  fine  thing  to  work  with  the  Deutsche 
Bank ;  in  Fl-ance  we  wanted  to  pick  a  similar  group.  *  *  *  in  France  it  was 
a  little  difficult  to  find  just  the  gi-oup  we  wanted  to  work  with,  but  finally  after 
studying  the  whole  field  we  became  acquainted  with  a  group  headed  by  the 
Marchena  Brothers. 

Through  the  Paris  office  of  Harris  Forbes  &  Company,  Mr.  Gran- 
bery  was  introduced  to  M.  IMarchena,  the  head  of  several  operating 
power  plants  in  France.  Mr.  Granbery  attempted  to  persuade  M. 
Marchena  to  permit  General  Investment  Corporation  and  United 
States  &  Overseas  Corporation  to  finance  the  IMarchena  properties.^-^ 
However.  M.  Marchena  was  not  prepared  to  have  outside  interests 
participate  in  the  sponsorship  of  the  electric  properties  he  controlled. 
Instead,  he  suggested  that  these  investment  companies  acquire  an  in- 
terest in  electric  power  enterprises  controlled  by  M.  Loustou,--^  and 
promised  to  su})ervise  the  investment  therein  for  the  American  invest- 
ment companies.--^  As  a  result  -^°  investments  were  made  by  these 
investment  companies  in  the  Loustou-controlled  L'Union  Electrique 
Rurale  -^^    amounting   eventually   to   $3,136,365.22.-^-     In    addition, 

—^  Whilp  this?  control  did  not  pi'eclude  .^stockholders'  suit.s  on  behalf  of  the  iiive.stment 
companies,  no  .=!uch  action  was  bronght  until  1937.  In  .January  lO-SS,  General  Investment 
Corporation,  then  controlled  by  Henderson  Brothers  of  Boston.  Massachusetts,  joined  in 
an  action  previously  commenced  by  stockholders  in  1937  (Walter  K.  Bachrach  and  Frank 
A.  Woodliead  v.  General  Investment  Corporation  et  al..  United  States  District  Court  for 
the  Southern  District  of  Nevi"  York,  filed  May  6,  1937)  to  recover  from  the  stockholders  of 
the  former  Harris  Forbes  Companies  and  others,  damages  for  their  allcEred  mismanagement 
of  General  Investment  Corporation  and  United  States  &  Overseas  Corporation.  (Id.,  at 
2.5527-8.) 

=2*  Id..  Commission's  Exhibit  No.  X3970.  Consolidated  Electric  and  Gas  Company  sold 
the  debentures  during  1933  for  proceeds  of  |1. 100. 000.  (Id.,  Commission's  Exliibit  No. 
X4143/) 

=23  Id.,  Commission's  I-:xhibit  No.  X.3970. 

^  Id.,  at  2.5397. 

=2^  Id.,  at  25385. 

=28  Id.,  at  25398. 

229  Id.,  at  25399. 

'^m.,  at  25385. 

-^  Id.,  Commission's  Exhibits  Xos.  X.3973  and  X3974. 

2^  Id.,  Commission's  Exhibit  Xo.  X3970. 
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$925,950.39  was  invested  b}-  tlie  American  investment  companies  in 
Hydro  Energie,-^^  a  finance  company  jointly  controlled  with  Mar- 
chena.^^*  On  the  sale  of  these  investments,  an  aggregate  loss  of  $2,- 
948,302.76  was  realized  by  General  Investment  Corporation  and 
United  States  &  Overseas  Corporation.-^^ 

4.  INVESTMENT   IX   ASSOCIATED   GAS    AND   ELECTRIC 
COMPANY    AND    AFFILIATED    COMPANIES— LOSS, 

$14,437,128.53 

General  Investment  Cbrporation  invested  $15,327,881.91  in  the 
securities  of  companies  in  the  Associated  Gas  and  Electric  Company 
system  and  ultimately  sustained  a  realized  loss  of  $14,437,128.53  or 
approximately  94%  on  these  investments.^^s  Substantially  this  en- 
tire investment  was  acquired  directly  from  the  sponsors  of  the  invest- 
ment company,  Harris  Forbes  &  Company  and  the  United  Founders 
Corporation  gi"Oup,  and  from  Pynchon  &  Company,-"  an  investment 
banking  firm  which  was  one  of  the  primary  distributors  of  the  junior 
securities  of  companies  in  the  Associated  Gas  and  Electric  Company 
system.-^^  Harris  Forbes  &  Company  itself  was  the  "principal"  in- 
vestment banker  distributing  the  senior  securities  of  companies  in 
the  Associated  Gas  and  Electric  Company  system. ^^^ 

As  previousl}^  indicated,  between  September  13,  1929,  and  Septem- 
ber 16,  1929,  The  Harris  Forbes  Corporation  and  the  United  Found- 
ers Corporation  group  sold  to  General  Investment  Corporation  securi- 
ties of  the  Associated  Gas  and  Electric  Company  svstem,  for  a  total 
of  $9,081,070.51  -^'^  their  then  market  value.  On  September  30.  1929, 
General  Investment  Corporation  acquired  from  Pynchon  &  Company 
in  exchange  for  145,270  shares  of  its  own  common  stock  additional 
securities  of  the  Associated  Gas  and  Electric  Company  sj'stem,  witli 
a  then  market  value  of  $5,374,990.-^1 

As  the  result  of  these  acquisitions.  General  Investment  Corporation 
at  September  23,  1929,  had  an  aggregate  investment  of  $14,455,060.51 
in  tlie  following  securities  of  the  Associated  Gas  and  Electric  Com- 
pany system :  -*^ 

-^'  Id.,  Couimission's  Exhibit  No.  X3982. 

=»*  Id.,  at  25405. 

^*  Id.,  Coinniis.sion'.s  Exhibit.s  Nos.  X3970  and  X:)982.  Mr.  Burroughs  testified  that  the 
inve.stnif-nt  in  this  company  was  made  as  the  first  step  to  worliing  with  the  Marchena 
interests.      (Id.,  at  2.5405.) 

-«>Id.,  Commi.ssion's  Exhibits  No.s.  X3969  and  X3983.  In  addition,  United  States  & 
Overseas  Corporation,  which  was  eventually  merged  into  General  Investment  Corporation, 
recorded  losses  of  .$198,734.14  on  an  investment  of  $406,614.15  in  the  securities  of  the 
Associated  Gas  and  Electric  Company  system.  Some  of  these  securities  were  sold  to 
Genera!  Investment  Corporation.     (Id..  Commission's  Exhibits  Nos.  X3969  and  Xo962.) 

^'  See  Table  3,  p.  506.  and  note  33.  supra. 

==«Op.   cit.  supra,  note  1,  at  25548. 

'-'•'*  See  note  251,  infra. 

«"  See  note  33.  supra. 

2^' Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X.3424  (pp.  .32-34*.  The  securities 
ac(|uired  from  Pynchon  &  Company  were  :  25,000  shares  of  Associated  Gas  and  Electric 
Company  common  stock :  25,000  shares  of  General  Gas  &  Electric  Corporation  Class  A 
common  stock ;  and  50,000  Associated  Gas  and  Electric  Company  debenture  warrants. 
(Ibid.) 

i"2  Id.,  Commission's  Exhibit  No.  X3969. 
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132,644  shares  Associated  Gas  and  Electric  common $7,  969,  835.  51 

3,526  shares  Associated  Gas  and  Electric  CI.  A 246,  820.  00 

1,000  rights  to  buy  Associated  Gas  and  Electric  common 29,  980.  00 

1,147  Associated  Gas  and  Electric  "A"  debentures 79,  360.  00 

109,400  rights  to  buy  Associated  Gas  and  Electric  debentures 2,  496,  700.  00 

21,000  shares  Eastern  Utilities  Investing  Corp.  CI.  A 584,  535.  00 

25,000  shares  General  Gas  &  Electric  Co.  CI.  A 2,  624,  990.  00 

4,000  shares  General  Gas  &  Electric  Co.  .$6  cum.  prd.,  Ser.  A 422,  840.  00 

Total 14,  455,  OcO.  51 

According  to  Erwin  Rankin,  the  investment  manager  of  the  United 
Founders  Corporation  group,-^^  utility  stocks  were  inflated  at  the  time 
of  this  purchase,-**  and,  from  an  investment  vie%Ypoint,  the  securities 
of  the  Associated  Gas  and  Electric  Company  system  were  particularly 
undesirable :  -*^ 

Q.  I  believe  a  few  minutes  ago  you  said  something  about  taking  pride  in  the 
fact  you  didn't  hold  any  Midwest  and  Associated  Gas? 

A.  And  Utilities  Power  and  Light,  those  were  the  three. 

Q.  Did  you  have  any  particular  reason  for  being  proud  about  not  having 
Associated  Gas  and  Midwest  other  than  the  fact  there  was  a  market  deprecia- 
tion? 

A.  No ;  except  the  three  companies  were  all  pretty  far-flung  utility  situations, 
top  holding  companies  and  from  our  investment  angle  we  didn't  think  they 
were  of  the  kind  we  should  own. 

Q.  They  were  rather  bad  eggs  in  the  utility  holding  basket 

A.  You  are  putting  it  a  little  strong  but  there  is  a  certain  element  of  truth 
in  it. 

As  has  been  shown,  General  Investment  Corporation  acquired 
132,644  shares  of  the  common  stock  of  Associated  Gas  and  Electric 
Company  from  its  sponsors  and  Pynchon  &  Company,  paying  there- 
for $7,969,835.51,  the  then  quoted  market  value  of  the  securities. 
This  common  stock  was  junior  in  its  participation  in  the  earnings 
and  assets  of  Associated  Gas  and  Electric  Company  to  all  of  that 
company's  other  outstanding  securities ;  -**'  had  no  voting  power  ^^^ 
and,  therefore,  no  control  value ;  and  had  never  paid  any  dividends.^*® 
At  the  end  of  1929  there  were  no  tangible  assets  applicable  to  these 
common  shares  (the  stated  value  of  Associated  Gas  and  Electric 
Company  common  shares  depended  upon  maintaining  on  the  books 
of  Associated  Gas  and  Electric  Company  an  excess  of  cost  of  its 

=*'Id.,  at  24814-6. 

2**  Id.,  at  24882-3. 

2«id.,  at  24888-9. 

2*8  Associated  Gas  and  Electric  Company  had  outstanding  as  at  December  31,  1929, 
$251,461,293.50  face  amount  of  debentures  and  notes  (Report  of  the  Federal  Trade  Com- 
mission on  Utility  Corporation,  pursuant  to  S.  Res.  83,  70th  Cong..  1st  Sess..  Senate  Doc. 
No.  92,  Pt.  45,  p.  1294)  ;  5  issues  of  preferred  stocks  having  a  total  liquidating  preference 
of  $24,778,296  (id.,  at  1254  and  Pooi-'s  Manual  of  Public  Utilities,  1930.  pp.  2143  and 
2152)  ;  5,817,371  shares  of  Class  A  common  stock  having  a  preference  in  dividends  before 
the  remaining  issues  of  common  stock  of  $2  per  share  per  annum  ;  500,000  shares  of  Cla.ss 
B  common  stock  which  carried  the  sole  voting  power  in  the  corporation  and  which  was 
entitled  to  a  priority  in  dividends  of  $2  per  share  before  any  payment  of  dividends  to  the 
common  stockholders  and  1,703,538  shares  of  common  stock.  (Poor's  Manual  of  Public 
Utilities,  1930,  pp.  2143-52.) 

^■'Poor's  Manual  of  Public  Utilities,  1930,  p.  2144. 

2*s  Ibid. 
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siib:^idiaries  to  it  beyond  the  cost  of  their  assets  to  the  subsidiaries 
themselves.-*'-' 

Of  these  shares  of  Associated  Gas  and  Electric  Company  common 
stock,  51,144  sh.ares  were  sold  to  General  Investment  Corporation 
by  The  Harris  Forbes  Corporation  for  an  aggregate  sales  price  of 
$3,075,033.01.-5"  Of  these  shares  so  sold  by  The  Harris  Forbes  Cor- 
poration, 50.000  had  been  acquired  by  Harris  Forbes  &  Company  in 
1926  from  Associated  Gas  and  Electric  Company  as  a  bonus  to  that 
firm  for  becoming  the  bankers  for  Associated  Gas  and  Electric 
Company.  xVpparently  it  had  been  intended  that  The  Harris  Forbes 
organization  would  retain  this  bonus  stock  and  thus  have  a  con- 
tinuing stock  interest  in  the  affairs  of  the  Associated  Gas  and  Elec- 
tric Company  system. -^^  The  sale  of  these  bonus  shares  to  General 
Investment  Corporation  gave  The  Harris  Forbes  Corporation  a  profit 
of  about  $3,000,000;  ancl  The  Harris  Forbes  Corporation,  through 
their  stock  interest  in  General  Investment  Corporation,  was  able 
to  retain  a  financial  interest  in  these  shares. 

Substantially  all  of  the  3,526  shares  of  the  Class  A  common  stock 
of  Associated  Gas  and  Electric  Company  acquired  were  purchased 
directly  by  General  Investment  Corporation  from  The  Harris  Forbes 
Corporation  for  $246,820.00,  their  then  market  value.-^^  However, 
the  market  price  of  these  Class  A  shares,  as  Harris,  Forbes  &  Com- 
pany were  or  should  have  been  aware,  did  not  represent  an  independ- 
ent market  appraisal  of  the  value  of  these  shares  by  investors  gen- 
erally, but.  rather,  was  a  reflection  primarily  of  market  purchases  of 
such  shares  b}-  Associated  Gas  &  Electric  Securities  Corporation,  a 
subsidiary  of  the  Associated  Gas  and  Electric  Company.  One  of  the 
brokers  effecting  such  purchases  for  the  account  of  Associated  Gas 
and  Electric  Securities  Corporation  was  Harris,  Forbes  &  Com- 
l^any.-®^ 

During  the  month  of  September  1929,  when  The  Harris  Forbes 
Corporation  transferred  the  Class  A  shares  of  the  Associated  Gas  and 
Electric  Company  to  General  Investment  Corporation  at  their  then 

24»  Report  of  tlie  Federal  Trade  Commission  on  Utility  Corporations.  Pt.  45,  p.  140 
et  seq. 

250  See  note  33.  supra. 

261  Mr.  Burroughs,  of  Tlie  Harris  Forbes  Corpora.tion,  testified  (op.  cit.  supra,  note  1, 
at  25449-50)  : 

A.  That  was  the  .50.000  .shares  Harris  Forbes  had  received  earlier — -1926,  I  think, 
at  the  time,  or  al)out  the  time  that  it  handled  the  Associated  Electric  bond  issue  and 
became  the  principal  banlfer  for  Associated  Gas  &  Electric  System  at  that  time,  but 
not  as  part  of  that  deal,  but  really  for  becoming  identified  Avith  the  financing,  Harris 
Forbes  &  Company  were  given  50,000  shares  of  Associated  Gas  &  Electric  Company 
common      *      *      *. 

Q.  Were  there  any  restrictions  on  the  sale  of  that  50,000  shares? 

A.   No  restrictions  ;  no. 

Q.  You  could  have  sold  it  the  next  day. 

A.  Well,  I  don't  suppose  it  would  be  considered  very  nice  to  take  a  block  of  stock 
and  immediately  dump  it  on  the  market.  The  reason  Harris  Forbes  were  given  that 
stock  was  so  that  they  would  have  an  interest  in  the  corporations  they  were  going  to 
be  identified  with.  It  was  quite  a  common  thing  for  bankers  to  be  given  a  bonus  of 
stock  at  that  time.  It  had  been  more  common  earlier,  and  has  become  vei'y  uncommon 
today. 

^'^  See  note  33,  nupra. 

^3  Report  of  the  Federal  Trade  Commission  on  Utility  Corporation,  Pt.  64  (pp.  713-715). 
During  1929  the  Associated  Gas  &  Electric  Securities  Corporation's  purchases  on  the 
New  York  Curb  Exchange  of  the  Class  A  stock  of  Associated  Gas  and  Electric  Company 
through  brokers,  including  Harris,  Forbes  &  Company,  accounted  for  68%  of  the  total 
volume  of  trading  in  that  stock  on  that  exchange  for  the  year.      (Ibid.) 
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market  value,  purchases  on  the  New  York  Curb  Exchange  of  this 
stock  by  Associated  Gas  &  Electric  Securities  Corporation  accounted 
for  64%  of  the  total  volume  of  trading  in  the  stock  on  that 
exchange.-''* 

The  4,000  shares  of  the  preferred  stock  of  General  Gas  &  Electric 
Corporation  acquired  by  General  Investment  Corporation  from  the 
"United  Founders  Corporation  group  at  a  cost  of  $423,000  -''  repre- 
sented in  substance  only  an  interest  in  Associated  Gas  and  Electric 
Company.  In  September  of  1929,  substantially  the  only  assets  of 
General  Gas  &  Electric  Corporation  were  the  debentures  and  Class  A 
common  stock  of  Associated  Gas  and  Electric  Company.-'*'  And  at 
that  time— September  of  1929— Harris  Forbes  &  Company  was  en- 
gaged in  distributing  preferred  stock  of  General  Gas  &  Electric 
Corporation,  the  proceeds  of  which  were  utilized  by  General  Gas  & 
Electric  Corporation  to  purchase  additional  blocks  of  the  securities 
of  Associated  Gas  and  Electric  Company.^" 

The  21,000  shares  of  the  Class  A  common  stock  of  Eastern 
Utilities  Investing  Corporation  were  acquired  by  General  Invest- 
ment Corporation  for  $585,375  from  the  United  Founders  Cor- 
poration group.^®^  This  stock  had  been  distributed  during  1929 
by  Pynchon  &  Company  while  Harris,  Forbes  &  Company  was 
distributing  Eastern  Utilities  Investing  Corporation  debentures 
to  which  were  attached  warrants  to  purchase  such  Class  A  common 
stock.-^'^  The  valueless  nature  of  the  Class  A  common  stock  of  the 
Eastern  Utilities  Investing  Corporation  and  the  most  substantial 
losses  sustained  by  that  company  which  was  used  merely  as  a  medium 
of  financing  the  Associated  Gas  and  Electric  Company  system  will 
be  discussed  in  the  subsequent  section  of  this  chapter  detailing  the 
history  of  Eastern  Utilities  Investing  Corporation. 

Ultimately  General  Investment  Corporation  invested  $15,327,881.92 
in  the  securities  of  companies  in  the  Associated  Gas  and  Electric  Com- 
pany system,  on  which  it  realized  losses  on  resale  of  $14,437,828.53.-^* 
As  has  been  indicated,  a  substantial  part  of  the  cost  of  the  investment 
included  a  profit  of  $3,000,000  to  The  Harris  Forbes  Corpoi-ation  and 
a  profit  of  $1,239,835.14  to  the  United  Founders  Corporation  group.^*'^ 
It  is  significant  that  at  the  time  of  the  purchase  of  these  Associated 
Gas  and  Electric  Company  system  securities.  Harris.  Forbes  &  Coiii- 
pany  was  represented  by  nominees  to  the  boards  of  directors  of  the 
various  companies  in  the  Associated  Gas  and  Electric  Company  sys- 
tem, including  Frederick  S.  Burroughs,  who  also  served  as  the  presi- 
dent and  a  director  of  General  Investment  Corporation.-*^'' 

^'•^  Id.,  at  715.  Substantial  blocks  of  the  Class  A  stock  of  the  Associated  Gas  and 
Electric  Company  purchased  on  the  New  York  Curb  Exchange  market  by  Associated 
Gas  and  Electric  Securities  Corporation  were  resold  off  the  market  through  dealers. 
These  sales  therefore  did  not  affect  the  market  price  of  the  shares  on  that  exchange. 

2"5  See  note  33,  supra. 

2"«For  a  more  detailed  discussion  of  the  GeneraL  Gas  &  Electric  Corporation's  holdings 
of  Associated  Gas  and  Elfectric  Company  securities,  see  the  detailed  history  of  Eastern 
Utilities  Investing  Corporation,  See  XI  of  this  chapter,  infra,  p.  624  et  i^eq. 

2^'  Ibid. 

="■2  See  note  33,  supra. 

2«  Op.  cit.  supra,  note  1,  at  25452. 

2W  See  note  236,  supra. 

-^  See  notes  33  and  251,  supra. 

-^  See  the  story  of  Eastern  Utilities  Investing  Corporation,  See  XI.  infra,  p.  624  et  seq. 
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b.  INVESTMENT  IN  UNITED  STATES  ELECTRIC  POWER 
CORPORATION— LOSS,  $849,550 

(^)]i  September  10,  19:29,  United  Founders  Corporation  and  Harris 
Forbes  &  Company,  among  others,  caused  the  formation  of  United 
States  Electric  Power  Corporation,  a  utility  holding  company.-''^  The 
Harris  Forbes  Corporation  on  September  17,  1929,  acquired  from 
LTnited  States  Electric  PoAver  Corporation  150,000  shares  of  its  com- 
mon stock  at  $13.50  per  share.'-'*^  Payment  therefor  was  made  by 
United  Founders  Corporation  by  delivering  to  United  States  Electric 
Power  Corporation  a  block  of  Standard  Gas  &  Electric  Company 
common  stock.  This  block  of  Standard  Gas  &  Electric  common  stock 
had  been  acquired  hy  United  Founders  Corporation  for  the  account 
of  The  Harris  Forbes  Corporation,  but  The  Harris  Forbes  Corpora- 
tion had  not  made  payment  prior  to  September  17,  1929.-*'^  On  about 
the  same  day  The  Harris  Forbes  Corporation  resold  to  General  In- 
vestment Corporation  65,000  shares  of  United  States  Electric  Power 
Corporation  connnon  stock  at  a  price  of  $15  per  share  for  total  pro- 
ceeds of  $975,000 '-'"  and  resold  to  United  States  &  Overseas  Corpora- 
tion 30,000  of  such  shares  at  the  same  price  for  total  proceeds  of 
$450,000.-'^  On  the  shares  so  sold,  The  Harris  Forbes  Corporation 
derived  a  total  profit  of  $142,500  without  the  prior  expenditure  of  any 
of  its  own  funds. 

This  profit  to  The  Harris  Forbes  Corporation  could  not  have  been 
realized  by  selling  the  LTnited  States  Electric  Power  Corporation 
common  stock  in  the  open  market,  for  at  the  time  of  the  sales  The 
Harris  Forbes  Corporation  was  under  contract  with  Founders  Gen- 
eral Corporation  and  others  not  to  sell  any  of  these  shares  of  United 
States  Electric  Power  Corporation  common  stock  before  October  20, 
2929,272  'pi^g  LTnited  States  Electric  Power  Corporation  common  stock 
which  was  sold  to  General  Investment  Corporation  at  $15  per  share 
were  the  securities  of  a  company  which  had  been  in  existence  but  one 
week,-"  and  had  an  asset  value' of  only  $12.28  per  shai-e.-^* 

Ultimately  General  Investment  Corjioration  sustained  a  loss  of 
$512,750,000"-''^  and  United  States  &  Overseas  Corporation,  prior  to  its 
acfpiisition  by  General  Investment  Corporation,  sustained  a  loss  of 
$336,800,-'*^  on  their  respective  investments  in  the  common  stock  of 
United  States  Electric  Power  Corporation. 

The  investment  in  LTnited  States  Electric  Power  Corporation  made 
by  General  Investment  Corporation  and  United  States  &  Overseas 

2«'0p.  (it,  supra,  note  1.  at  26113-26117. 

■"Old.,  Coiiimissidirs  Exhibit  No.  X3422    (p.   9). 

=^"1(3.,  ('oinmission"s  Exliibit  No.  X4021. 

=""  Id..  Commission's  Exhibits  Nos.  X3980  and  X3069. 

"1  Id.,  Commis.'iion's  Exhibit  No.  X3962. 

^'-  Id.,  Commission's  Exhibit  No.  X4025.  Foundpi's  General  Corporation  was  the  princi- 
pal distributing  agent  of  United  States  Electric  Power  Corporation. 

=""Id..  Commission's  Exhibit  No.  X4018    (p.   19). 

'■"^  On  September  17,  1929,  United  States  Electric  Power  Corporation  first  acquired 
assete-  b.v  issuing  or  contracting  to  issue  2,000,000  shares  of  Class  A  stock  and  3.728.340 
shares  of  common  stock,  entitled  to  equal  participation  in  assets  and  earnings  (id.,  Com- 
mission's Exhibit  No.  X4019)  for  $70,332,590  or  an  average  price  of  .1*12.28  per  share. 
(Id..  Commission's  Exhibit  No.  X3422,  p.  9.) 

'■^^  Id.,  (^'ommission's  Exhibit  No.  X3969. 

""Id..  Commission's  Exhibit  No.  X3962    (p.   28). 
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Corporation  was  not  limited  to  common  stock,  for  these  investment 
companies  purchased  from  The  Harris  Forbes  Corporation  preferred 
stock  of  United  States  Electric  Power  Corporation  for  $1,020,000, 
thereby  relieving  The  Harris  Forbes  Corporation  of  the  burden  of 
holding  the  preferred  stock  pending  a  propitious  time  for  its  distri- 
bution. On  November  7,  1929,  The  Harris  Forbes  Corporation  had 
agreed  to  purchase  from  the  LTnited  Founders  Corporation  group  a 
large  block  of  newlj'-  issued  United  States  Electric  Power  Corpora- 
tion preferred  stock  at  the  issue  price  of  $85  per  share  in  contem- 
plation of  a  public  distribution.-''  By  the  end  of  1929  The  Harris 
Forbes  Corporation  had  sold  to  General  Investment  Corporation  and 
United  States  &  Overseas  Corporation  an  aggregate  of  12,000  shares 
at  the  same  price  of  $85  per  share  for  a  total  of  $1,020,000,-' ^  thereby 
reducing  by  that  amount  the  outlay  of  The  Hari'is  Forbes  Corporation 
in  this  financing.  The  United  States  Electric  Power  Corporation  pre- 
ferred stock  was  held  by  the  two  investment  companies  until  the  middle 
of  1930,  when  the  plan  of  public  distribution  of  preferred  stock  was 
abandoned,-^''  and  the  shares  were  retired  by  United  States  Electric 
Power  Corporation  -^°  without  loss  to  the  tAvo  investment  companies.-*^ 

6.  INVESTMENT  IN  CENTRAL  PUBLIC  SERVICE  COM- 
PANY SYSTEM— LOSS.  $21,534,751.73:  AND  PORTLAND 
ELECTRIC  POWER  COMPANY— PROFIT,  $2,136,060.64: 

The  largest  investment  of  General  Investment  Corporation  aggre- 
gating $22,570,243.69,  was  made  in  the  stock  of  com]:)anies  of  the 
Central  Public  Service  system.-^-  This  investment  was  acquired 
principally  from  three  sources :  The  Harris  Forbes  Corporation  at  the 
inception  of  General  Investment  Corporation;  Albert  E.  Pierce  & 
Company ,-^^  sponsor  of  Central  Public  Service  Company;  and  by 
the  exchange  of  General  Investment  Corporation's  controlling  inter- 
est in  Portland  Electric  Power  Company  with  Central  Public  Service 
Corporation  and  Albert  E.  Pierce  for  stock  of  both  Central  Pub- 
lic Service  Company  and  Central  Public  Service  Corporation. 

On  resale  of  the*^  $22,570,031.98  ijivestment.  General  Investment 
Corporation  realized  losses  of  $21,395,957.89  or  over  94%  of  its  aggre- 

2"  Id.,  Commission's  Exhibit  No.  X4060.  In  a  collateral  asreempiit  of  the  same  date 
United  States  Electric  Power  Corporation  agreed  to  indemnify  The  Harris  Forbes  Corpora- 
tion against  loss  in  the  event  of  distribution  at  a  loss. 

"8  Id.,  Commission's  Exhibits  Nos.  X3969  and  X3962    (p.  28). 

^Jflld.,  Commission's  Exhibits  Nos.  X4073  and  X4074. 

2s«Id.,  Commission's  Exhibit  No.  X3422   (p.  9). 

^Id.,  Commission's  Exhibits  Nos.  X3969  and  X3962   (p.  28). 

283  Id.,  Commission's  Exhibits  Nos.  X3969  and  X3970.  This  iuTestmcnt  consisted  of  the 
following  securities  : 

Central  Public  Service  Company $6,539,437.09 

Central    West   Public   Service    Company   which   was   exchanged    for 

Central  Public  Service  Company 1.  55S,  187.  26 

Central  Public  Service  Corporation 11,365,407.63 

Consolidated  Electric   and   Gas   Corporation  received  for  Elektrizi- 

tatswerke   Suedwest   debentures    costing 3,  107,  191.  71 

28' Albert  E.  Pierce  &  Company  should  not  he  confused  with  E.  A.  Pierce  &  Co.,  members 
of  the  New  York  Stock  Exchange, 
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gate  investment.--*  The  mo.st  substantial  part  of  these  losses  was 
realized  on  resale  of  the  securities  to  the  Pierce  interests.-"-^ 

Approximately  $13,950,000  of  the  total  investment  of  General  In- 
vestment Corporation  in  Central  Public  Service  Company  and  its 
subsidiary,  Central  Public  Service  Corporation,  was  the  result  of  the 
exchange  of  General  Investment  Corporation's  controlling  interest 
in  Portland  Electric  Power  Company  for  the  securities  of  Central 
Public  Service  Company  and  Central  Public  Service  Corporation. 
In  September  1929,  almost  innnediately  after  its  formation,  General 
Investment  Corporation  was  caused  to  contract  to  purchase  control 
of  the  Portland  Electric  Power  Company,-®''  a  company  which, 
through  subsidiaries,  operated  street  railways,  gas,  electric,  and  water 
companies  in  Portland  and  other  Oregon  cities.-*^  Negotiations  for 
this  sale  were  initiated  by  C.  Sewell  Clark,  of  E.  W.  Clark  &  Com- 
pany, of  Philadelphia,  Avhich  had  formed  Portland  Electric  Power 
Company  -^*  and  held  a  controlling  stock  interest  therein,-*^  in 
]-esponse  to  an  offer  then  being  made  generally  to  the  public  by  Gen- 
eral Investment  Corporation  to  exchange  its  common  stock  for  the 
stock  of  a  number  of  Pacific  Coast  utility  companies  including  Port- 
land Electric  Power  Company.--'" 

The  sale  of  Portland  Electric  Power  Company  was  not  without 
its  attractions  to  E.  W.  Clark  &  Company,  which  was  "depression 
minded"  at  the  time  and  did  not  desire  to  hold  the  unlisted  securities 
of  Portland  Electric  Power  Company.^^^  C.  Sewell  Clark,  of  E.  W. 
Clark  &  Company,  testified  that  the  property  had  been  a  "headache" 
to  E.  W.  Clark  &  Company  for  a  number  of  years,^^-  and  that  E.  W. 
Clark  &  Company  had  had  to  guarantee  an  issue  of  $4,000,000  of  the 

2*^1(1.,  Commission's  Exhibits  Nos.  X3969  and  X3970.  The  losses  wore  realized  as 
follows : 

Central  Public  Service  Company $8,047,624.35 

Central  Public  Utility  Corporation  (received  in  exchange  for  Central 

Public    Service    Corporation) 7,677,642.53 

Consolidated  Electric  and  Gas  Corporation 2,  786,  066.  71 

American  Commonwealths  Power  Corporation    (received  in  exchange 

for  Central  Public  Service  Corporation) 2,884,604.30 

As  will  be  discussed  hereinafter,  included  In  the  costs  is  $2,136,060.64  profit  recorded  on 
exchanging  Portland  Electric  Power  Corporation  stock  for  Central  Public  Service  System 
stock.  Also  included  in  the  cost  are  losses  of  about  .^2, 000, 000  on  Elektrizitatswerke 
Suedwest  debentures  and  of  about  .'i;].52.000  on  Central  West  Public  Service  Company 
unrecorded  at  the  time  of  exchange  for  Central  Public  Service  System  securities. 

ss^Id.,   Commission's  Exhibit  No.  X3969. 

2s«Id.,   Commission's  Exhibit  No.  X4114, 

*"Id.,  Commission's  Exhibit  No,  X4117.  As  at  December  31.  1929,  Portland  Electric 
Power  Company  had  outstanding  64,608  shares  of  7%  cumulative  $1,000  par  value  prior 
preference  stock:  31,800  shares  of  7.~V(  $100  par  value  cumulative  first  preferred  stock; 
58,898  shares  of  $100  par  value  6%  cumulative  first  preferred  stock;  39.092  shares  of 
6%  no  par  value  cumulative  first  preferred  stock;  55.000  shares  of  Q%  $100  par  value 
uoncumulative  second  preferred  stock  ;  413  shares  of  common  stock  of  the  par  value  of 
$100  per  share  ;  and  149,587  shares  of  no  par  value  common  stock.  In  addition,  the  com- 
pany and  its  subsidiaiies  had  outstanding  as  at  December  31.  1929.  bonds  and  notes 
of  the  aggregate  principal  amount  of  appioximately  $44,500,000.  (Poor's  Manual  of 
Public  Utilitiefi,  1930,  at  959.)  In  1935  Portland  Electric  Power  Company  went  into 
reorganization. 

^'*  Op.  cit.  supra,  note  1.  Commission's  Exhibit  No.  X4247  at  pp.  3  and  6. 

28«Id.,  at  25535   (testimouy  of  F.  S.  Burroughs). 

^noJd.,  Commis.sion's  Exhibit  No.   X4247  at  21. 

2»ild.,  Commission's  Exhibit  No.  X4247  at  20. 

sfsjbid.,  at  25-27. 
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notes  of  Portland  Electric  Power  Company  to  keep  the  company 
solvent.  Furthermore,  the  rate  schedules  of  the  company  were  among 
the  lowest  in  the  United  States,  only  three  being  lower.^^^  In  addi- 
tion, the  financial  history  of  the  compan}^  had  not  been  too  successful. 
On  at  least  two  occasions  the  company  had  been  compelled  to  raise 
additional  capital  by  offering  second  preferred  stock  to  its  common 
stockholders  in  exchange  for  common  stock  and  cash.  The  company 
also  had  been  required  to  issue  about  $500,000  of  its  second  preferred 
stock  in  settlement  of  a  law  suit.-^* 

As  a  result  of  the  negotiations  between  the  parties  on  September 
24,  1929  a  contract  was  executed  between  General  Investment  Cor- 
poration and  E.  W.  Clark  &  Company  providing  for  the  tender  to 
General  Investment  Corporation  of  substantially  all  the  outstanding 
junior  preferred  stock  and  common  stock  of  Portland  Electric  Power 
Company  for  payment  in  cash  or  General  Investment  Coi-j^oration 
common  stock  at  the  option  of  the  sellers.  General  Investment  Cor- 
poration was  privileged  to  reject  the  tenders  if  less  than  a  controlling 
interest  was  tendered.^^s  C.  Sewell  Clark  of  E.  W.  Clark  &  Com- 
pany succeeded  in  negotiating  in  this  exchange  a  price  of  $80  per 
share  for  the  Portland  Electric  Power  Company  common  stock.-^^ 
This  price  was  $15  per  share  above  the  prevailing  market  price  for 
the  stock  -®^  and  about  forty  times  the  annual  earnings  ^^^  of  Port- 
land Electric  Power  Company.  The  working  capital  of  Portland 
Electric  Power  Company  was  apparently  inadequate  for  corporate 
requirements.  Within  two  months  after  the  acquisition  of  control 
of  Portland  Electric  Power  Companv,  General  Investment  Corpora- 
tion and  ITnited  States  &  Overseas  Corporation  had  to  lend  $1,000,000 
to  the  electric  company  to  meet  the  payment  of  interest  on  its  out- 
standing debentures.-'"' 

In  all,  General  Investment  Corporation  acquired  148,936  of  common 
shares,  51,2461/^  of  second  i)referred  shares,  20,384  of  6%  first  preferred 
shares,  5,447  of  T%  prior  preferred  shares,  and  10  of  7.2%  first  pre- 
ferred shares  of  Portland  Electric  Power  Company  at  a  cost  of  about 
$19,035,314.22.20°  Of  this  amount,  $1,731,188.43  was  paid  for  by  the  is- 
suance of  47,165  shares  of  General  Investment  Corporation  common 
stock  3"!  and  the  balance  of  $17,304,125.79,  was  paid  in  cash. 
_  The  investment  thus  accpiired  by  General  Investment  Corpora- 
tion constituted  about  30%  of  the  then  total  assets  of  the  investment 
company  on  December  31,  1929.^°-  According  to  Mr.  Burroughs, 
president  of   General   Investment    Corporation,   the   fact   that   this 

2w  Ibid. 

^  Ibid. 

28sid.,  Commission's  Exhibit  No.   X4114. 

='»«Id.,  Commission's  Exhibit  No.  X4247  at  24. 

29T  Id.,  at  25535-6.  However,  this  market  price  was  for  nominal  amounts  of  stock  only. 
(Ibid.) 

298  Id.,  at  255-34-5  and  Commission's  Exhibit  No.  X4117.  While  admitting  that  $80  per 
share  was  a  "pretty  good  price  to  get  out  on"  C.  Sewell  Clark  thought  the  price  was 
possibly  justifiable  on  the  basis  of  a  potentially  high  rate  of  earnings  incidental  to  the 
pyramided  capital  structure  of  the  company.     (Id.,  Commission's  Exhibit  No.  X4247  at  25.) 

-9'  Id.,  Commission's  Exhibit  No.  X4119. 

^  Id.,  Commission's  Exhibits  Nos.  X3969  and  X4101. 

3«ild.,  Commission's  Exhibit  No.  X3424  at  32-34. 

3»2id.,  Commission's  Exhibit  No.  X3424  at  5. 
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investment  lacked  marketability  •^■^  was  of  slight  concern  to  the  man- 
agement of  General  Investment  Corporation:"'^* 

Public  Utility  Holding  Coriioration  was  not  primarily  eonoerned  with  the 
marketability  of  it;^  holdings.  It  bought  as  stated  in  its  Artioles,  for  long-term 
investment  without  thought  of  resale.  That  was  our  idea.  It  might  have  been 
wrong.  We  were  not  thinking  of  getting  into  the  business  of  trading  in  securi- 
ties ;  we  wanted  to  buy  stocks  we  thought  we  could  put  in  the  portfolio  and 
hold  and  they  would  go  along  and  enhance  in  value. 

Mr.  Burronghs  testified  that  Portland  Electric  Power  Company  se- 
cnrities  were  acquired  bv  General  Investment  Corporation  as  an 
investment  and  vrith  confidence  that  the  management  of  the  utility 
company  was  already  in  capable  hands  requiring  no  supervision  by 
General  Investment  Corporation.-"^ 

Q.  Just  what  was  the  purpose  of  acquiring  Portland  Electric? 

A.  The  purpose  was  that  we  thought  it  was  a  good  company  and  we  could  buy 
it  on  a  basis  that  worked  out  about  a  7%  return  on  our  investment.  It  was  one 
of  the  few  large  independent  public  utility  system  in  the  country  not  in  any 
holding- company  group,  and  we  believed  it  was  a  very  desirable  investment,  and 
I  still  think  it  is  a  very  desirable  investment.  I  think  it  is  too  bad  it  was  disposed 
of.  I  think  it  is  a  grand  company.  I  think  it  is  unfortunate  that  P.  U.  H.  [Gen- 
eral Investment  Corporation]  did  not  retain  it,  and  now  own  it. 

Q.  *     *     *     How  did  you  expect  to  operate  an  operating  company? 

A.  The  company  had  its  own  operating  organization  headed  by  one  of  the  ablest 
men  in  the  whole  industry,  and  they  considered  the  property  didn't  need  any 
supervision  other  than  that  of  Mr.  Griffith  and  his  organization.  There  was  a 
difference  of  opinion  among  our  P.  U.  H.  directors.  I  was  very  enthusiastic 
about  Portland;  in  fact,  all  of  them  were,  but  some  of  the  directors  felt  that 
P.  U.  H.  should  not  get  into  the  business  of  owning  100%  of  the  control  of  an 
operating  property ;  that  we  slwuld  have  a  partner  who  was  in  the  public  utility 
business  and  we  should  stick  to  our  original  idea  of  owning  a  minority  interest. 
There  was  a  difference  of  opinion  and  that  was  the  reason  it  was  turned  over  to 
the  Central  Public  Service. 

Q.  Just  what  did  P.  U.  H.  as  a  holding  company  contribute?  They  acquired 
control  in  the  first  instance,  but  they  were  not  going  to  manage? 

A.  They  were  going  to  be  a  stockholder  and  felt  that  the  Portland  Electric 
Company  had  splendid  management. 

Q.  So  it  was  bought  on  the  theory  of  an  investment  proposition? 

A.  That  is  right. 

Q.  Running  to  practically  the  total  of  the  stock  outstanding,  pretty  close  to  it? 

A.  That's  right. 

Q.  And  that  represented  about  30%  or  so  of  the  capital  raised  by  P.  U.  H.  ex- 
clusive of  the  United  States  &  Overseas? 

A.  I  haven't  calculated  that,  but  I  think  that  is  about  right. 

Nevertheless,  the  investment  represented  a  possibility  of  a  resale  pri- 
vately to  a  utility  operator  or  by  public  distribution. ='*"'  Although 
the  management  of  Genei'al  Investment  Corporation  thought  Portland 

5<"  Id.,  at  25533. 

»»« Id.,  at  2.^532. 

'"sid.,  at  25530-2. 

^  Id.,  at  25532.  Mr.  Burroughs  testified  that  it  was  intended  to  reclassify  the  common 
stock  and  Sfcond  preferred  stock  of  the  utility  company  into  one  class  of  stock  yielding 
a  7%  return  on  the  investment  therein.     (Id.,  at  25534-5.) 
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Electric  Power  Company  was  "a  very  desirable  investment,"  '^"^  this 
investment  was  resold  within  a  short  time  partly  because  the  holding 
of  exclusive  control  of  a  utility  company  was  contrary  to  the  under- 
lying policy  of  the  investment  company  not  to  own  more  than  joint 
control  of  companies  in  which  investments  w^ere  made.'°^  On  January 
30,  1930,  contracts  were  executed  providing  for  the  sale  of  Portland 
Electric  Power  Company  by  General  Investment  Corporation  to  Cen- 
tral Public  Service  Corporation,  principally  in  exchange  for  the  com- 
mon stocks  of  Central  Public  Service  Corporation  and  of  its  parent,^°^ 
Central  Public  Service  Company.^^°  Pursuant  to  the  contract  of 
sale  on  March  14,  1930,  General  Investment  Corporation  sold  its 
$20,035,314.22  investment  in  Portland  Electric  Power  Company,  in- 
cluding the  $1,000,000  loan,3"  to  Central  Public  Service  Corporation 
for  $22,171,374.86,  recording  a  profit  of  $2,136,060.64."-  Payment^was 
made  by  Central  Public  Service  Corporation  as  follows :  $8,221,374.86 
in  cash;  $4,200,000  by  the  transfer  of  175,000  shares  of  Central  Public 
Service  Company  common  stock;  and  $9,750,000  by  the  transfer  of 
300,000  shares  Central  Public  Service  Corporation  Class  A  common 
stock.^^^ 

By  this  exchange  General  Investment  Corporation  became  one  of 
the  "two  largest  stockholders  in  the  Central  Public  Service  Company 
system.^^*  Central  Public  Service  Company  in  1929  owned  all  of  the 
common  stock  of  Central  Public  Service  Corporation,^^^  which,  in  turn, 
through  its  subsidiaries  controlled  public  utility  companies  operating 
in  various  parts  of  the  United  States  and  other  countries.^^"     A  ma- 

3»^  Id.,  at  25530. 

»"Id.,  at  25531. 

'^'Id.,  Commission's  Exhibit  No.  X4101. 

«»Id.,  at  25616. 

••!"  Id.,  Commission's  Exhibit  No.  X3969.  This  cost  ^figure  included  the  .$1,000,000  loan 
which  General  Investment  Corporation  and  United  States  &  Overseas  Corporation  had  made 
to  Portland  Electric  Power  Company.  (Id.,  Commission's  Exhibits  Nos.  X4119,  X4101,  and 
X3969.) 

333  Ibid. 

a»Id.,  Commission's  Exhibits  Nos.  X4101,  X39fi9.  and  X4119. 

3"  Id.,  Commission's  Exhibit  No.  X.3423-a,  at  9. 

3«As  at  December  31,  1929,  Central  Public  Service  Company  had  outstanding  22,041 
shares  of  $7  preferred  stock,  having  a  preference  in  liquidation  of  $100  per  shai-e  and 
accrued  dividends,  and  213,816  shares  of  common  stock.  (Report  of  the  Federal  Trade  Com- 
mission on  Utility  Corporations,  pursuant  to  S.  Res.  No.  83,  70th  Cong.,  1st  Sess.,  Docu- 
ment 92,  Pt.  5,  at  1057,  1063.)  The  chief  asset  of  Central  Public  Service  Company  con- 
sisted of  its  holdings  of  all  of  the  common  stock  of  Central  Public  Service  Corporation. 
(Ibid.)  As  at  December  31,  1929,  Central  Public  Service  Corporation  had  outstanding 
the  following  securities:  190,961  shares  of  preferred  stock  of  various  classes;  1,603,478 
shares  of  Class  A  stock,  without  voting  power  except  on  a  default  in  four  consecutive 
dividends,  but  entitled  to  receive  dividends  of  $1.75  per  annum  in  priority  to  any  payment 
of  dividends  on  the  common  stock  and  also  entitled  on  any  liquidation  of  the  company  to 
a  claim  against  assets  in  preference  to  the  common  stock  of  $30  a  share ;  and  1.000.000 
shares  of  common  stock,  all  of  which  were  held  by  Central  Public  Service  Company.  (Id., 
at  891-2.)  In  addition,  as  at  December  31,  1929,  Central  Public  Service  Corporation  had 
outstanding  approximately  $44,000,000  face  amount  of  note  debentures  and  other  long- 
term  debt.     (Poor's  Manual  of  PiibUo  Utilities,  1930,  at  939-40.) 

SI*' The  principal  direct  subsidiaries  of  Central  Public  Service  Corporation  as  at  Decem- 
ber 81,  1929,  were  Central  Gas  &  Electric  Company,  Central  Public  Utility  Corporation, 
Federated  Utilities,  Inc.,  Southern  Cities  Public  Service  Company,  and  Southern  Gas  Se- 
curities Company.  (Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  pur- 
suant to  S.  Res.  No.  83,  70th  Cong.,  1st  Sess.,  Document  92,  Pt.  5,  at  1007  [Chart  of 
Central  Public   Service   Company   System].)      The   Central   Public    Service  system   supplied 
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jority  of  the  common  stock  of  Central  Public  Service  Company,  the 
top  holding  company,  was  held  by  A.  E.  Pierce,  who  also  owned  Albert 
E.  Pierce  &  Company,  a  Chicago  investment  banking  firm  which  acted 
as  one  of  the  principal  distributors  of  stock  for  the  system.  It  will  be 
recalled  that  xllbert  E.  Pierce  &  Company  in  1930  also  had  acted  as  the 
principal  distributor  of  the  common  stock  of  General  Investment  Cor- 
poration,^'^'  and  Harris  Forbes  &  Company  in  turn  had  acted  as  one  of 
the  principal  bankers  for  this  system  of  utility  companies."^ 

General  Investment  Corporation's  acquisition  of  its  interest  in  the 
Central  Public  Service  Company  system  by  the  exchange  for  Portland 
Electric  Power  Company  was  not  that  investment  company's  initial 
investment  in  the  Central  Public  Service  Company  system.  Almost 
immediately  after  its  incorporation,  between  September  13  and  Sep- 
tember 16,  1929,  General  Investment  Corporation  was  caused  to  pur- 
chase from  its  sponsors — principally  The  Harris  Forbes  Corporation — 
10,600  shares  of  the  common  stock  of  Central  Public  Service  Company 
for  $741,996,  and  10,100  shares  of  the  Class  A  common  stock  of  Central 
Public  Service  Corporation  for  $506,225,  or  a  total  cost  of  $1,248,221,3^8 
the  then  market  value  of  these  shares.  In  addition,  during  September 
1929,  General  Investment  Corporation  acquired  from  Albert  E.  Pierce 
&  Company  20,000  shares  of  Central  Public  Service  Corporation  Class 
A  common  stock  for  $1,100,000  by  exchanging  therefor  its  own  common 
stock  at  current  market  prices.^-*^ 

The  transfer  of  Portland  Electric  Power  Company  to  Central  Public 
Service  Corporation  resulted  in  approximately  a  33%  expansion  in 
the  Central  Public  Service  Company  system.  The  system  acquired  by 
this  transfer  the  $90,000,000  resources  (net  after  deduction  of  treasury 
bonds  and  stocks  and  sinking  funds)  ^-^  of  Portland  Electric  Power 
Company,  and  expanded  its  own  consolidated  resources  to  approxi- 
mately $364,000,000  by  the  end  of  1930.^--  Moreover,  the  acquisition 
of  Portland  Electric  Power  Company  permitted  the  financing  by  the 
Central  Public  Service  Company  system  of  the  prior  acquisition  by 
the  system  of  Seattle  Lighting  Company.  On  October  10,  1929,  Cen- 
tral Public  Service  Corporation  had  contracted  to  purchase  control  of 
Seattle  Lighting  Comj)any  ^^^  from  Ruf us  C.  Dawes,  Henry  M.  Dawes, 
and  others,  on  a  deferred-payment  basis.^^*  Upon  transfer  to  Central 
Public  Service  Corporation  of  Portland  Electric  Power  Company,  the 
name  of  the  electric  company  was  changed  to  Pacific  Northwest  Public 
Service  Company,  and  a  $16,000,000  bond  issue  of  Pacific  Northwest 
was  sold  to  the  public.^^^ 

Part  of  the  proceeds  of  the  bond  issue  was  utilized  to  buy  the  Seattle 
Lighting  Company  from  Federated  Utilities,  Inc.,  one  of  the  com- 

light  and  power  to  404  communities  in  the  United  States  (principally  in  Georgia,  Florida, 
Indiana,  lUiuois.  Maine,  Michigan,  and.  after  1930,  in  Oregon  as  well),  Dominion  of  Canada, 
I'hilippine  Islands,  West  Indies,  Canary  Island,  and  the  island  of  Mallorca.      (Id.,  at  432.) 

•'"Op.  cit.  supra,  note  1,  at  1:5616-7,  and  Commissions  Exhibits  Nos.  X3424  (p.  12), 
X4i03-X4107. 

•'«•  Id.,  at  25549. 

=""  See  note  33,  supra. 

320  See  Table  3.  supra,  p.  .506. 

"^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X4114  (Annex  A). 

^2  Op.  cit.  supra,  note  316.  at  745. 

■'^  Id.,  at  857-8. 

'■■■^  Op.  cit.  supra,  note  1,  at  25554. 

"^'  Id.,  at  2555+  et  seq.  and  Commission's  Exhibit  No.  X4114. 
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panies  in  the  Central  Public  Service  System,  which  in  turn  used  part 
of  the  funds  to  liquidate  the  liabilities  incurred  in  connection  with  its 
purchase  of  Seattle  Lighting  Company  from  Eufus  C.  Dawes.  Henry 
M.  Dawes,  and  other  original  owners  of  the  company.^^e 

The  expansion  of  the  Central  Public  Service  Company  was  con- 
sistent with  the  purposes  of  Harris  Forbes  &  Company.  According 
to  Mr.  Burroughs,  Harris,  Forbes  &  Company  was  interested  in 
helping  the  Central  Public  Service  Company  System  to  grow:"--^ 

Q.  Of  course,  Harris  Forbes  was  interested  in  watching  it  grow? 

A.  Interested  in  helping  it  grrow. 

Q.  They  were  in  the  business  of  financing  purchases,  and  also  refunding  issues, 
that  were  already  outstanding? 

A.  They  were  interested  in  buying  all  securities  that  the  company  had  to  sell 
which  it  considered  were  desirable  investments  for  its  clients ;  yes,  sir.  We 
wanted  as  large  a  volume  of  business  as  we  could  get ;  we  were  in  business  to  do 
business  and  were  glad  to  get  business. 

Although  the  selling  circulars  used  in  connection  with  the  original 
distribution  of  the  General  Investment  Corj^oration's  issues  to  the 
public  contained  no  reference  to  that  type  of  contemplated  activity, 
the  management  of  General  Investment  Corporation  considered  the 
activity  of  transferring  utility  properties  to  utility  systems  in  ex- 
change for  substantial  common  stock  in  such  systems  as  one  of  the 
functions  of  the  investment  company.^-® 

However,  Mr.  Burroughs  testified  that  tlie  acquisition  by  Central 
Public  Service  Corporation  of  Seattle  Lighting  Company  and  the 
other  properties  in  the  light  of  hindsight  had  been  made  at  an  exces- 
sive cost,  with  a  consequent  danger  to  the  financial  stability  of  the 
Central  Public  Service  Company  system  from  overexpansion.  As  a 
consequence,  the  financial  condition  of  General  Investment  Corpora- 

==«  Ibid. 

32'  Id.,  at  2.^549. 

^2s  The  original  prospectuses  stated  only  that  the  company  had  been  formed  "to  buy,  sell, 
and /or  liold  common  stoclcs  and/or  otlier  securities,''  and  that  it  "will  be  the  present  policy 
of  the  Directorate  to  limit  the  investments  of  the  Corporation  to  minority  and/or  con- 
trolling interests  in  securities  of  public  utility  companies,  both  foreign  and  domestic".  (Id., 
Commission's  Exhibit  No.  X3978.) 

On  December  14,  1929,  after  1,274.194  shares  of  the  company's  common  stocls  htid  been 
distributed  to  approximately  20.000  shareholders  (other  than  the  sponsors)  (id..  Commis- 
sion's Exhibit  No.  X3978)  at  a  cost  to  them  of  S::!6,847..SS9.0.'i  (see  Table  .3),  a  circular 
signed  by  Frederick:  S.  Burroughs,  the  president  of  the  corporatiou,  was  issued,  which 
stated :  "*  *  *  the  corporation  is  considered  by  many  to  be  an  investment  trust. 
Definitely  this  is  not  the  ca.se,  for  unlike  an  investment  trust  which  confines  itself  to 
investing  a  relatively  small  part  of  its  capital  in  each  of  a  highly  diversified  list  of  securi- 
ties, it  is  the  policy  of  Public  Utility  Holding  Corporation  to  acquire  relatively  large 
interests  in  a  comparatively  few  enterprises.  In  some  cases  control  is  acquired,  while  in 
other  cases,  the  objective  is  simply  a  large  minority  interest  *  *  *.  Control  of  utility 
companies  will  be  acquired  only  in  such  cases  as  our  management  sees  an  opportunity  (1» 
to  revamp  the  capital  structiu-e  so  as  to  increase  the  earning  power  of  the  equity  stock 
and  therefore  its  value,  wherc^upon  it  will  be  turned  over  to  one  of  the  group  companies 
in  which  we  already  have  an  important  interest,  in  exchange  for  .^uch  an  interest,  or  (2) 
to  finance  during  a  development  period  sound  enterprises  which  cannot  be  advantageously 
financed  in  their  own  name  during  the  development  period".  (Id.,  Commission's  Exhibit 
No.   X3978.) 

However,  even  this  circular  did  not  indicate  that  the  investment  policies  of  Qeeeral 
Investment  Corporation  might  be  directed  toward  utility  systems  which  Harris,  Forbes  & 
Company  served  as  bankers  and  might  result  in  increasing  the  banking  opportunities  of 
Harris,  Forbes  &  Company.     (Ibid.l 
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tioii,  Avhicli  had  a  substantial  investment  in  the  equity  securities  of 
Central  Public  Service  Company  and  of  Central  Public  Service  Cor- 
poration, had  been  also  endangered.^^^ 

Q.  This  relationship  and  this  activity  in  connection  with  these  two  acquisi- 
tions of  Central  Public  Service,  and  the  relationship  existing  between  Central 
Public  Service,  P.  U.  H.  [General  Investment  Corporation],  and  Harris  Forbes, 
was  one  in  which  a  company  which  was  managed  by  Harris  Forbes  was  putting 
\ip  junior  money  which  provided  the  basis  for  senior  financing,  which  was  used 
to  buy  more  properties  for  the  Central  Public  Service  System,  for  which  Harris 
Forbes  was  the  banker? 

A.  I  think  that  is  correct. 

Q.  And  the  relationship,  of  course,  was  not  too  healthy  a  relationship  for 
Public  Utility  Holding  Corporation. 

A.  We  thought  it  was  a  very  good  one. 

Q.  Let  me  put  it  this  way :  in  the  hands  of  bankers  who  were  anxious  to  make 
a  lot  of  money  and  were  not  so  careful  how  they  made  it,  such  relationship 
would  not  be  healthy  for  a  company  situated  like  Public  Utility  Holding 
Corporation? 

A.  No ;  I  suppose  under  those  circumstances  it  would  not  be.  There  is  one 
thing  you  are  overlooking,  and  that  is  one  thing  the  Public  Utility  Holding, 
which  was  not  only  Harris  Forbes  but  the  Founders,  was  very  anxious  to 
acquire  the  interest  in  the  voting  stock  of  Central  Public  Service.  Colonel  Pierce 
would  not  have  sold,  was  unwilling  to  sell,  any  of  that  stock  to  outsiders.  He 
would  only  have  sold  it  to  an  interest  that  was  closely  identified  with  the  group 
that  he  was  working  with. 

******* 

Q.  It  might  be  dangerous  if  the  bankers  were  overly  optimistic  as  to  the 
values  going  into  a  company  situated  as  Central  Public  Service  was. 

A.  We  thought  we  were  safeguarding  against  the  danger  of  overoptimism  on 
the  part  of  anyone  by  having  a  very  practical  operator  in  Central  Public  Service 
who  had  no  interest  in  the  banking  profit,  by  having  the  United  Founders  Group 
active  in  P.  U.  H.,  and  they  certainly  had  no  interest  in  Harris  Forbes  making 
a  profit.  So  we  thought  we  had  protected  against  overoptimism  of  any  branch 
of  the  organization.     We  did  our  best  to  safeguai'd  it. 

Q.  *  *  *  you  mention  New  York  and  Richmond  Companies  that  were  taken 
in  at  a  figure  that  proved  to  be  very  much  in  excess  of  what  they  were 
worth     *     *     *. 

A.  In  the  light  of  hindsight,  I  think  Central  Public  Service  paid  Dawes  far 
too  much  for  the  group  of  properties  they  bought  from  him.  I  don't  think  there 
can  be  any  question  about  that.  Central  I'ublic  Service  bought  Seattle  Light- 
ing, Central  Indiana  (or  some  such  name),  and  New  York  and  Kichmond — I 
(l<))i't  remember  exactly  what  the  price  was,  but  it  included  some  rather  long- 
term  obligations  at  quite  a  low  rate  of  interest,  and  I  think  the  rate  of  interest 
was  extremely  low  in  the  first  year  and  then  maybe  stepped  up — I  don't  remem- 
ber the  detail.s,  but  in  the  light  of  hindsight  there  is  no  question  that  the  Dawes 
purchase  was  the  most  foolish  thing  that  Central  Public  Service  ever  did :  in 


■'^'  Id.,  at  2555.J-!).  Mv,  Buriough.s  testified  tliar  although  Harris,  Forbes  &  Company 
(the  banlfers  of  the  Central  Public  Service  Corporation)  were  represented  on  tlie  board  of 
<1ire(tois  they  "had  very  little  interest  in  Central  I'ublic  Service'"  and  that  although  he 
was  informed  in  advance  of  the  contemplated  purchase  from  Dawes,  he  "was  not  even  at 
the  meeting"  of  the  board  of  directors  which  passed  on  the  purchase  by  the  utility  system, 
.nnd  did  not  "realize  the  excessive  price  tliat  had  been  paid"  for  perhaps  a  year  after. 
(Id.,   at  25559-01.) 


554  SECURITIES   AND   EXCHANGE    COMMISSION 

fact,  I  would  say  that  if  it  liad  not  been  for  tlie  Dawes  purchase  Central  Public 
Service  would  never  have  gone  on  the  rocks.  I  think  that  is  the  one  transaction 
that  wrecked  Central  Public  Service. 

******* 

Q.  So  Central  Public  Service  was  optimistic  in  its  expansion  program? 

A.  No  doubt  about  that.  They  made  a  mistake.  It  was  a  bad  mistake  and 
they  suffered  for  it.    In  fact,  it  wrecked  them. 

The  acquisition  of  the  major  investment  of  $13,950,000  of  stock  of 
the  Central  Public  Service  Company  system  in  exchange  for  Portland 
Electric  Power  Company  was  arranged  on  behalf  of  General  Invest- 
ment Corporation  by  George  Wood  and  Frederick  S.  Burroughs  of 
Harris  Forbes  &  Company  and  George  Devendorf ,  vice  president  of 
General  Investment  Corporation  and  on  behalf  of  Central  Public 
Service  Corporation  by  Albert  E.  Pierce.^^*^  Frederick  S.  Burroughs, 
president  of  General  Investment  Corporation,  also  was  a  director  of 
Central  Public  Service  Corporation.^^*^  At  the  time  the  majority  of 
the  members  of  the  executive  committee  ^^-  as  well  as  of  the  board  of 
directors  of  General  Investment  Corporation  were  identified  with 
Harris,  Forbes  &  Company.^^^ 

Both  Harris,  Forbes  &  Company  and  Colonel  Pierce  had  a  direct 
pecuniary  interest  in  the  transaction.  With  respect  to  Harris,  Forbes 
&  Company  it  was  arranged,  collateral  to  the  exchange  agreement, 
that  that  banking  firm  would  head  an  underwriting  syndicate  to  dis- 
tribute $16,000,000  bonds  of  Portland  Electric  Power  Company ,3^*  the 
proceeds  of  which  as  previously  indicated,''^^  were  to  be  used  in  part 
to  expand  the  Portland  Electric  Power  Company  to  include  Seattle 
Lighting  Company.  In  addition  to  this  direct  banking  business 
which  Harris,  Forbes  &  Company  obtained,  the  common  stock  capital 
of  the  Central  Public  Service  Corporation  was  increased  by  about 
$11,000,000  by  the  corporation's  issuance  of  new  stock  in  the  exchange 
for  the  Portland  Company,  and  consequently  an  additional  "cushion" 
of  assets  was  provided  for  the  bonds  of  that  corporation  marketed 
by  Harris,  Forbes  &  Com])any.3«^'  jyjj.  Burroughs,  when  examined  on 
the  possible  dilution  of  the  common  stock  of  Central  Public  Service 
Corporation  by  excessive  payments  for  the  properties  acquired, 
testified :  ^^^ 

Q.  *  *  *  Supposing  there  was  a  property  worth  $11,000,000  and  Central 
Public  Service  paid  $14,000,000  for  it,  but  paid  for  it  with  the  stock  of  Central 
Public  Service  Company,  common  stock,  now  that  wouldn't  hurt  the  bond  struc- 
ture of  Central  Public  Service,  would  it? 

A.  That's  right. 

Q.  As  a  matter  of  fact,  it  would  improve  the  bond  structure  of  Central  Public 
Service,  although  it  would  dilute  and  hurt  the  junior  equities  of  the  Central 
Public  Service  System. 


sMid.,  at  25540. 

3sild.,  at  25542. 

s^id,,  Commission's  Exhibit  No.  X3424  at  16. 

=33  Id.,  Commission's  Exhibit  No.  X3423-6-a. 

S3*  Id.,  Commission's  Exhibit  No.  X4144. 

335  See  supra,  p.  551. 

33«  Op.  cit.  supra,  note  1,  at  25550-1. 

337  Id.,  at  25551-2. 
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A.  If  they  paid  more  than  the  stock  wa.s  worth,  sure  it  would  dilute  it,  but 
I  don't  suppose  a  Board  of  Directors  would  pay  more  than  they  believed  the 
property  was  worth. 

Mr.  Burroughs  testified  that  it  was  difficult  in  such  transactions 
for  the  investment  bankers  to  render  an  impartial  judgment  with 
respect  to  their  transactions  with  investment  companies  wdth  which 
the  bankers  were  associated :  ^^* 

Q.  Could  you  foi'mulate  for  us,  Mr.  Burroughs,  the  reason  why  you  don't  think 
it  is  a  good  idea  for  investment  bankers  to  be  tied  up  to  investment  trusts? 

A.  I  think  it  is  too  difficult  for  any  human  being  to  be  sure  that  he  is  pro- 
tecting both  classes  of  investors.  I  think  he  may  be  perfectly  honest  in  his 
effort  to  be  sure  that  he  is  dealing  fairly  with  the  investment  trust,  but  I  don't 
think  it  is  possible  for  him  to  do  it.  and  I  think  it  is  a  bad  idea  for  the  invest- 
ment bankers  to  have  an  investment  trust  affiliate. 

Q.  And  in  more  general  terms,  the  same  thing  would  apply  to  any  manage- 
ment who  was  in  a  position  of  having  two  companies  and  controlling  both,  and 
having  them  transact  security  sales  back  and  forth? 

A.  It  is  always  difficult  to  be  sui'e  that  your  transactions  five  years  hence 
will  look  as  good  as  they  do  at  the  time  you  make  them.  And  it  is  just  too 
hard.  I  think  it  is  wrong.  I  don't  think  it  is  possible  for  people  to  maintain 
their  balance  and  keep  the  two  entirely  separate.  I  think  that  is  the  way  it  is 
worked  out.  I  don't  think  that  most  of  the  bad  experience  which  has  happened 
to  all  this  class  of  situations  was  because  of  any  dishonesty  of  intent,  but  I  think 
it  was  impossible  for  the  investment  bankers  that  formed  these  investment 
trusts  to  use  the  same  kind  of  judgment  that  they  would  have  used  if  they  had 
been  only  interested  in  investment  trusts.  I  don't  think  there  is  any  doubt 
about  that. 

Whether  or  not  the  difficulty  of  acting  impartially  in  view  of  the 
existing  conflict  of  interests  between  Harris  Forbes  &  Company, 
banker  for  Central  Public  Service  System,  and  Harris  Forbes  &  Com- 
pany, sponsor  of  General  Investment  Corporation,  contributed  to  the 
situation,  the  fact  remains  that  the  exchange  of  Portland  Electric 
Power  Company  was  made  in  part  for  the  Class  A  common  stock  of 
Central  Public  Service  Corporation  on  the  basis  of  a  current  artificial 
market  price  of  that  stock.^^^  As  heretofore  indicated,^*''  the  prin- 
cipal single  acquisition  of  General  Investment  Corporation  at  this 
time  was  300,000  shares  of  Central  Public  Service  Corporation  Class 
A  common  stock  valued  at  $9,750,000.  However,  to  the  knowledge 
of  The  Harris  Forbes  Corporation,  this  aggregate  market  price  of 
$9,750,000  for  these  shares  was  largely  the  result  of  the  extensive 
market  activities  in  the  stock  by  Central  Public  Service  Company, 
Albert  E.  Pierce  &  Company,  and  Southern  Gas  Securities  Company, 
a  subsidiarj^  of  Central  Public  Service  Corporation.  The  market 
activities  involved  purchasing  the  stock  on  the  exchange  and  redis- 
tributing the  stock  through  dealers  off  the  exchange.  A.  E.  Pierce, 
whose  company,  Albert  E.  Pierce  &  Company,  had  been  the  distribu- 
tor of  Central  Public  Service  Corporation  Class  A  stock  for  some 
time  prior  to  1929,  testified :  ^" 

»»s  Id.,  at  2.5586  et  seq. 

''«>I(1..  at  25543. 

^^  Sef  note  .383.  supra. 

3^1  Op.  cit.  supra,  note  1,  at  25617-]f>. 
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Q.  What  was  the  nature  of  the  business  of  Albert  E.  Pierce  and  Company? 

A.  The  securities  business. 

Q.  And  tliey  were  the  distributors  of  the  equity  (securities)  in  the  Central 
Public   Service  System? 

A.  They  were  the  leaders  of  the  distributors  and  they  headed  the  group. 

Q.  They  were  the  primary  distributors  of  the  Class  "A"  stock  of  the  Central 
Public  Service  Corporation? 

A.  And  they  distributed  more  than  any  other  banking  house,  yes. 
******* 

Q.  They  had  been  a  distributor  of  Central  Public  Service  Class  A  from 
1924  on? 

A.  I  don't  think  that  it  went  back  that  far.  I  don't  remember  when  the 
Southern  System  Company  was  purchased  and  that  company,  by  a  change  of 
name,  became  Central  Public  Service  Corporation,  and  the  Class  A  stock  out- 
standing had  been  sold  by  Hamilton  &  Company  of  Baltimore  and  from  then 
on  Albert  E.  Pierce  and  Company  was  the  distributor  and  headed  the  syndicate. 

Q.  And  made  the  market,  the  stock  from  time  to  time,  would  bid  the  market 
if  it  showed  weakness  and  would  distribute  when  the  market  was  strong, 
and  generally  handled  the  distribution  and  policed  the  market? 

A.  That  is  right. 

******* 

Q.  And  the  technique  of  servicing  the  market  was  for  you  to  buy  on  the 
exchange  and  distribute  out  through  dealers  the  stock  that  was  acquired? 
A.  Whatever  the  technique  that  was  used  in  those  days,  we  used  no  doubt. 

From  February  1929  until  the  end  of  1929,  tlie  marketing  opera- 
tions by  Albert  E.  Pierce  &  Company  involved  the  purchase  by  that 
firm  of  Class  A  common  stock  of  Central  Public  Service  Corporation 
which  stock  was  resold  to  the  issuing  company  at  cost  and  which 
was  to  be  subsequently  remarketed  by  Albert  E.  Pierce  &  Company.-^^^ 
Between  August  and  December  31.  1929,  Albert  E.  Pierce  &  Company 
resold  to  Southern  Gas  Securities  Company,  a  subsidiary  of  Central 
Public  Service  Corporation,  at  the  average  cost  price  to  Albert  E. 
Pierce  &  Company  of  $54.28  per  share,  a  total  of  452,987  shares  Cen- 
tral Public  Service  Corporation  Class  A  stock,  part  of  which  Albert 
E.  Pierce  &  Company  apparently  had  purchased  on  the  New  York 
Curb  Exchange  and  the  Chicago  Stock  Exchange  in  support  of  the 
market.^*^  These  purchases  were  equal  to  about  70%  of  the  aggre- 
gate 646,591  shares  traded  on  both  exchanges  during  the  period 
stated. 

During  all  of  1929  The  Harris  Forbes  Corporation  headed  the 
syndicate  distributing  the  newly  issued  shares  of  Central  Public 
Service  Corporation  class  A  common  stock.^**^  The  record  contains 
no  definite  evidence  that  The  Harris  Forbes  Corporation  was  aware 
of  the  extent  of  this  trading  by  Albert  E.  Pierce  &  Company  and 
Southern  Gas  Securities  Company  when  The  Harris  Forbes  Corpo- 
ration sold  to  General  Investment  Corporation  (The  Harris  Forbes 
Corporation's)  entire  holdings  of  the  stock  "*^  and  permitted  Gen- 
eral  Investment   Corporation    to   buy   an   additional   20,000   shares 

s-^  Op.  cit.  supra,  note  316,  Vol.  52,  at  918-9. 

s*3  Id.,  at  292. 

«*Id..  at  p.  918  et  seq. 

8«  Op.  cit.  supra,  note  1,  at  25447-8,  and  Commis.'iion's  E.vhibit  No.  X.3969. 
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from  Albert.  E.  Pierce  &  Coini)any  for  $1,100,000=^'^  in  September 
1929.  But  before  January  1930  and  prior  to  the  exchange  by  Gen- 
eral Investment  Coi-poration  of  its  holdings  in  Portland  Electric 
Power  Company  for  Class  A  and  common  shares  of  Central  Pub- 
lic Service  Corporation  and  Central  Public  Service  Company,  the 
Harris  Forbes  organization  was  fully  advised  of  the  nature  of 
the  market  in  the  Central  Public  Service  Corporation  Class  A 
stock.  On  December  80,  19^29,  the  board  of  directors  of  Ceritral 
Public  Service  Corporation,  of  which  Frederick  S.  Burroughs,  presi- 
dent of  General  Investment  Coi-poration,  was  a  member,-'^"  adopted 
a  resolution  approving  the  absorbing  of  $9,690,368.13  of  losses 
theretofore  and  thereafter  to  be  sustained  b}'  Southern  Gas  Se- 
curities Corporation  in  its  operations  in  maintainin.g  the  Class  A 
common  stock  of  Central  Public  Service  Corporation  "at  a  higher 
figure"  and  in  "stabilizing  the  price  of  said  stock  in  times  of  tem- 
porary depression."  ^^  The  effectiveness  of  these  market  operations 
in  the  stock  is  indicated  by  the  fact  that  from  October  29,  1929,  to 
December  3,  1929,  following  the  general  severe  security  market  de- 
cline, the  market  price  on  the  New  York  Curb  Exchange  of  the 
Central  Public  Service  Corporation  Class  A  stock  advanced  from  a 
low  in  October  of  $20  to  a  high  in  December  of  $331/2  per  share,  or 
approximately  65  % . 

The  additional  $4,200,000  investment  in  Central  Public  Service 
Company  common  stock  resulting  from  the  Portland  Electric  Power 
Company  exchange,  added  to  the  $741,996  investment  in  that  stock 
acquired  from  its  sponsors,  principally  The  Harris  Forbes  Corpora- 
tion itself,^''"  and  miscellaneous  purchases  costing  $145,848,^®°  increased 
to  $5,087,824.00  '"'^  aji  investment  in  a  stock  which  had  at  no  time  (in- 
cluding the  years  1928  and  1929)  received  dividend  distributions.^^- 

This  $1,200,000  investment  made  in  this  common  stock  at  this  time 
involved  what  was  in  substance  a  collateral  transaction  in  which 
Albert  E.  Pierce  api)arently  received  at  the  expense  of  General  In- 
vestment Corporation  and  Central  Public  Service  Corporation  a  pi'ofit 
of  about  $2,600,000  in  an  exchange  of  Central  Public  Service  Company 
common  stock  for  Central  Public  Service  Corporation  Class  A  com- 
mon stock.  In  ])aynient  foi-  the  stock  of  Portland  Electric  Power 
Company  owned  by  General  Investment  Corporation,  Central  Public 
Service  Corporation  issued  465,001)  sliares  of  its  Class  A  connnon  stock, 
which  Central  Public  Service  Corporation  valued  at  $30  a  share  or 
a  total  of  $13,950  OOO.'''-'  Of  these  shares,  300,000  shares  went  directly 
to  General  Investment  Cor])oration.  which  valued  them  at  $32.50  a 
share  for  a  total  of  $9,750,000,  or  a  mark-up  of  $2.50  per  share.^^"*  The 
remaining   165,000   shares    went   to   personal    holding  companies   of 

"I"  Ibid. 

■'•«  Id.,  at   2?j542  and  2ri5(jO. 

3«Op.  rit.  supra,  note  316,  Vol.  .")2,  at  928  9. 

■^''  See  note  33,  supra. 

"^'  Op.  cit.  supra,  note  1,  Coniinission's  Exhibit  No.  X3969.  Subsrquentl.v  a  substantial 
purchase  of  .5,000  shares  was  made  lor  .^449,800  from  H.  M.  Byr.esby  &  Co.  (Ibid.)  H.  M. 
B.vllesb.v  &  Co.  was  one  of  the  principal  bankers  for  the  Central  Service  Company  system. 
(Op.  cit.  supra,  note  316,  Vol.  .52.  p.  918  et  .seq.) 

•'°'  Op.  cit.  supra,  note  1,  Commission's  Exhibit   No.  X3969. 

3s?Op.  cit.  supra,  note  316.  Vol.  .52,  p.  1070. 

3o:i  p^ederal  Trade  Commission,  op.  cit..  Vol.  52,  p.  924. 

2^  Op.  cit.   supra,  note  1,  Commission's  Exhibit  No.  X4101. 
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Albert  E.  Pierce,"^^  which  in  turn  transferred  to  General  Investment 
Corporation  175,000  shares  of  the  common  stock  of  Central  Public 
Service  Company.  These  common  shares,  which  General  Investment 
Corporation  valued  on  its  books  at  $24  per  share  for  a  total  of 
$4,200,000,  were,  in  substance,  transferred  to  General  Investment  Cor- 
poration in  lieu  of  the  165,000  shares  of  Class  A  stock  of  Central 
Public  Service  Corporation.  The  apparent  profit  realized  by  Pierce 
on  this  substitution  of  common  shares  of  Central  Public  Service  Com- 
pany for  the  Class  A  shares  of  Central  Public  Service  Corporation 
may  be  computed  on  several  bases.  On  the  basis  of  the  $30  per  share 
valuation  given  its  Class  A  stock  by  Central  Public  Service  Corpora- 
tion, Pierce  received  165,000  of  this  Class  A  stock,  having  a  value  of 
$4,950,000,  in  exchange  for  the  Central  Public  Service  Company  com- 
mon stock  valued  by  General  Investment  Corporation  at  $4,200,000,  or 
a  profit  of  $750,000.  On  the  basis  of  the  $32.50  valuation  placed  on 
the  Class  A  stock  of  Central  Public  Service  Corporation  by  General 
Investment  Corporation,  Colonel  Pierce  received  165,000  shares  of 
such  Class  A  with  a  value  of  $5,362,500  in  exchange  for  175,000  shares 
of  Central  Public  Service  Company  conmion  stock  valued  by  General 
Investment  Corporation  at  $1,200,000,  a  profit  of  $1,162,000. 

On  the  basis  of  market  prices,  at  January  31,  1930,  the  date  of  the 
exchange  contract,  Colonel  Pierce  received  165,000  shares  of  the  Class 
A  stock  having  a  current  market  value  of  $5,857,500  in  exchange  for 
175,000  shares  of  the  common  stock  (35,000  shares  before  the  current 
split-up  of  5  for  1,^^"  having  a  current  market  value  of  $3,255,000,  or 
an  excess  value  in  terms  of  current  market  prices  amounting  to 
$2,602,500.^" 

Colonel  Pierce,  however,  denied  that  he  in  fact  derived  any  pecu- 
niary advantage  by  the  exchange  of  the  common  stock  for  the  Class 
A  stock  and  stated  that  the  apparent  advantage  to  him  may  have 
been  the  result  of  "bookkeeping"  on  the  part  of  General  Investment 
C^orporation :  ^^^ 

Q  *  *  *  Now,  at  that  rate  there  is  a  discrepancy  of  $1,162,-500  between 
the  Class  A  stock,  165,000  shares,  and  the  common  stocli,  175,000  shares,  involved 
in  this  exchange  with  Somers? 

A.  No ;  that  had  nothing  to  do  with  me. 

Q.  That  has  nothing  to  do  with  you? 

A.  I  am  not  concerned  with  that. 

***♦•** 

Q.  But  from  that  it  is  apparent  that  there  is  a  discrepancy  of  $1,162,000? 

A.  I  should  think  that  P.  U.  H.  would  have  to  explain  where  that  went  to^ 
but  I  had  nothing  to  do  with  it.  I  mean  if  they  [Central  Public  Service]  bought 
one  class  of  stock  and  paid  a  great  deal  more  for  it  than  the  others  maybe  Mr. 
Somers  made  that  profit. 

Q.  But  if  the  Class  A  stock  was  worth  what  it  was  taken  on  the  books  of 
P.  U.  H.  for  and  the  common  stock  was  worth  what  it  was  taken  on  the  books 
of  P.  U.  H.  for,  then  you  did  get 


3=5  Id.,  at  25543,  25621.  The  exchange  was  made  hy  Pierce  Investment  Company,  the 
personal  holding  company  of  Colonel  A.  E.  Pierce  through  the  medium  of  United  Share- 
holders, Inc.,  and  Elbert  H.  Somers,  Jr.,  an  intermediary  injected  to  avoid  taxes.      (Ibid.) 

358  Id.,  Commission's  Exhibit  No.  X4101. 

35'  The  Class  A  stock  had  a  current  marlfet  value  of  $35i/^  per  share  and  the  common 
stock   (before  the  5  for  1  split -up)  had  a  current  market  value  of  $93  per  share. 

358  Id.,  at  25626-8. 
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A.  Not  me :  I  did  not  get  that.  That  is  the  deal  made  with  Mr.  Somers.  Mr. 
Somers  and  I  made  a  deal  whereby  I  exchanged  165,000  shares  for  175,000 
shares  and  that  was  all  there  was  to  it. 

****** 

Q.  I  merely  pointed  out  that  you  received  an  amount  of  $750,000  which  I 
now  see  is  $1,162,000  in  excess  values  in  terms  of  these  contracts? 

A.  As  I  see  that  it  is  a  matter  of  P.  U.  H.  bookkeeping,  and  it  may  be  lousy 
bookkeeping,  but  it  doesn't  state  the  facts.^^ 

The  participation  of  Colonel  Pierce,  the  sponsor  of  Central  Public 
Service  Corporation,  as  a  contracting  party  in  the  transactions  involv- 
ing the  transfer  of  Portland  Electric  Power  Company  to  Central 
Public  Service  Corporation  and  the  apparent  profit  which  he  derived 
in  this  transaction  at  the  expense  of  General  Investment  Corporation 
or  Central  Public  Service  Corporation  caused  no  concern  to  the  man- 
agement of  General  Investment  Corporation.  The  management  man- 
ifested no  interest,  despite  the  fact  that  as  a  result  of  the  transaction 
General  Investment  Corporation  became  one  of  the  two  largest  stock- 
holders of  both  Central  Public  Service  Company  and  Central  Public 
Service  Corporation-^**^*^  Frederick  S.  Burroughs,  the  president  of 
General  Investment  Corporation,  testified :  ^^^ 

Q.  Was  there  any  concern — did  it  occasion  any  concern  on  your  part  that  as 
part  of  this  transaction  Colonel  Pierce  received  stock  of  Central  Public  Service 
Corporation  which  had  just  been  issued  for  $4,950,000  in  exchange  for  stock  of 
Central  Public  Service  Company  which  was  sold  to  P.  U.  H.  [General  Invest- 
ment Corporation]  for  $4,200,000,  leaving  a  difference  of  $750,000? 

A.  No ;  it  wasn't  any  concern  on  my  part. 

As  has  been  indicated,  General  Investment  Corporation  recorded 
upon  its  books  a  profit  of  $2,136,000.64,  which  it  reported  as  income 
for  tax  purposes,  on  its  exchange  of  the  common  stock  of  Portland 
Electric  Power  Company  costing  $11,813,939.36  for  the  stocks  of 
Central  Public  Service  Company  and  Central  Public  Service  Cor- 
poration.3^2  ^j^^g  profit  was  arbitrarily  recorded  as  the  result  of 
valuing  the  175,000  shares  of  Central  Public  Service  Company  com- 
mon stock  at  $4,200,000  and  the  500,000  shares  of  Central  Public  Serv- 
ice Corporation  Class  A  shares  at  $9,750,000,  or  a  total  of  $13,- 
950,000.^''2  Moreover,  as  previously  pointed  out,^***  the  market  value 
of  the  Central  Public  Service  Corporation  Class  A  stock  was  at  the 
time,  to  the  knowledge  of  the  president  of  General  Investment  Corpo- 

=«»  Had  General  Investment  Corporation  carried  the  .300,000  shares  of  Central  Public 
Service  Corporation  Class  A  stock  at  the  issue  price  of  $30  per  share,  or  a  total  of 
$9,000,000.  and  the  Central  Public  Service  Company  common  stock  at  $28.30  per  share 
for  a  total  of  $4,950,000.  then  the  apparent  discrepancy,  in  favor  of  Colonel  Pierce  in  the 
exchange  appearing  on  the  books  of  General  Investment  Corporation  or  of  Central  Public 
Service  Corporation,  would  have  been  eliminated. 

3«9  0p.  cit.  supra,  note  1,  at  25548.  As  at  May  31,  1930,  General  Investment  Corpora- 
tion held  297,600  shares,  or  in  excess  of  25%  of  the  common  stock  of  Central  Public 
Service  Corporation  and  339,401  shares  of  the  Class  A  common  stock  of  Central  Public 
Service  Corporation,  or  approximately  20%  of  such  stock  outstanding.  (Id.,  Commission's 
Kxhihit  No.  X.'5423   [Exhibit  5a,  p.  9].) 

s«i  Id.,  at  25544. 

•'«Md.,  at  2.5543. 

'«-As  previously  indicated,  these  valuations  bore  no  relationship  either  to  the  issue  price 
of  the  stock  or  to  its  current  mai-ket  price. 

'^"^  See  note  348,  supra. 
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ration,  largely  influenced  by  tlie  large  purchases  of  Albert  E.  Pierce  & 
Company  on  the  exchange  and  by  the  distribution  off  the  exchange. 
In  this  respect,  George  Devendorf,  who  was  at  the  time  a  vice  presi- 
dent of  the  investment  company,  testified  that  both  the  $2,136,060.64 
profit  and  the  $13,950,000  valuation  of  securities  received  in  the  Port- 
land Electric  Power  Company  exchange  were  "arbitrary,"  and  in- 
flated not  only  the  assets  but  more  significantly,  the  income  report  of 
the  investment  company  :^^^ 

A.  Those  were  arbitrary  values  that  were  assigned  to  it  for  the  purpose  of  our 
bookkeeping  and  on  what  they  were  based  and  what  reference  those  had  to 
intrinsic  value  I  couldn't  tell  you  now.     I  would  have  known  at  the  time. 

Q.  Was  it  customary  for  the  Board  of  Directors  of  P.  U.  H  [General  Invest- 
ment Corporation]  to  carry  on  to  their  books  securities  which  had  a  value  of 
less  than  the  value  ascribed  or  to  carry  on  the  value  in  excess  of  its  real  value'; 

A.  That  would  be  a  practice,  but  when  you  have  an  involved  trade  that  takes 
in  two  or  three  different  kinds  of  stock  and  cash,  you  arbitrarily  assign  different 
values  to  the  different  things,  and  you  wouldn't  assign  something  that  was 
really  wrong,  but  you  might  change  one  value,  and  make  one  value  less  and 
another  value  more  and  now  why  those  were  made  that  particular  value  I  , 
haven't  any  idea. 

Q.  But  on  the  basis  of  valuations  that  you  have  adopted  in  this  contract,  that 
P.  U.  H.  adopted  in  this  contract  here,  there  was  either  an  inflation  of  $1,100,000 
or  Colonel  Pierce  got  something. 

A.  Well,  I  was  sure  at  the  time  and  I  am  still  sure  today  that  Colonel  Pierce 
didn't  get  anything.  And  now  while  the  figures  show  this  discrepancy,  I  can't 
say. 

Q.  Well,  of  course,  on  the  basis  of  valuation  that  you  adopt  here  you  show  a 
profit  of  two  million  dollars  in  your  income  statement? 

A.  Yes. 

Q.  So  that  you  were  inflating  your  income  statement  which  is  more  serious 
than  just  inflating  your  assets;  that  is  correct,  isn't  it? 

A.  That  is  right,  to  the  extent  that  they  were  overvalued.  We  would  be  inflat- 
ing our  income  for  that  year. 

During  1930,  an  additional  large  block  of  the  common  stock  of 
Central  Public  Service  Company  was  acquired  by  General  Invest- 
ment Corporation  primarily  through  its  participation  in  a  trading 
account  with  Albert  E.  Pierce  &  Company.  On  February  19,  1930, 
the  common  stockholders  of  Central  Public  Service  Company  voted 
to  "split  up"  its  common  stock  by  issuing  5  new  shares  in  exchange  for 
each  outstanding  share  of  its  common  stock. ^''■"  Prior  to  this  split-up, 
General  Investment  Corporation,  on  February  14,  1930,  purchased 
from  Equity  Ownership  Corporation  ^^^  through  A.  E.  Pierce  &  Com- 
pany 50  000  shares  of  the  new  common  stock  of  Central  Public  Service 
Company  (after  the  split-up)  for  $1,000,000  on  the  understanding 
that  Albert  E.  Pierce  &  Company  would  remarket  this  stock  to  the 
public,  receiving  as  compensation  one-half  of  the  profits  made  by 

365  Op.  cit.  supra,  note  1,  at  25649-51. 

306  Poor's  Manual  of  Pnhlic  Utilities,  lfi.30,  p.  9.39.  The  effect  of  the  split-up  was  to 
increase  the  outstanding  common  stock  from  213,846  shares  to  1,069,230  shares.     (Ibid.) 

^^  Messrs.  Pierce  and  Burroughs  testified  that  they  were  unable  to  identify  this  corpora- 
tion or  its  beneficial  owners. 
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General  Investment  Corporation  on  the  redistribution.  The  agree- 
ment further  provided  that  General  Investment  Corporation  at  its 
option  was  to  have  the  right  to  require  Albert  E.  Pierce  &  Company 
to  purchase  one-half  of  the  shares  remaining  in  the  account  at  its 
termination.^"*  The  agreement  between  the  parties  also  contemplated 
that  the  stock  would  be  traded  in  on  the  New  York  Curb  Exchange 
and  the  Chicago  Stock  Exchange  in  connection  with  this  redistri- 
bution.^*^^ 

Between  February  25  and  June  14.  1930.  General  Investment  Cor- 
poration through  this  account  with  Albert  E.  Pierce  &  Company  pur- 
chased in  addition  to  the  original  50,000  shares  of  common  stock  of 
Central  Public  Service  Company  acquired  through  Albert  E.  Pierce 
&  Company,  a  total  of  43,321  shares  on  the  Chicago  Stock  Exchange 
and  New  York  Curb  Exchange,^ '°  constituting  57%  of  the  total 
76,000  shares  traded  on  both  exchanges."^  During  the  same  period 
tlirough  this  account,  Albert  E,  Pierce  &  Company  on  behalf  of 
General  Investment  Corporation  disposed  of  37,693  shaies,  of  which 
only  9,790  shares  were  sold  on  the  New  York  Curb  Exchange 
and  Chicago  Stock  Exchange.^^^  The  market  price  of  the  stock  rose 
from  approximately  $25  a  share  to  $35  a  share  over  the  period  of  the 
operation  of  this  trading  account. 

On  June  14, 1930,  the  account  was  terminated  with  an  unsold  balance 
of  55,718  shares  which  had  cost  the  parties  $1,406,436.'^'3  General  In- 
vestment Corporation  exercised  its  option  requiring  Albert  E.  Pierce 
&  Company  to  take  one-half  of  tlie  undistributed  balance  and  accord- 
ingly retained  27,859  of  these  shares  at  a  cost  of  $703,218.40  as  its 
proportio]iate  share  in  the  account.'"* 

As  heretofore  indicated,  the  Portland  Electric  Power  Company  ex- 
change resulted  in  the  recording  of  arbitrary  income  items  in  the 
financial  reports  for  the  period  ending  May  31, 1930.  The  result  of  the 
trading  account  in  Central  Public  Service  Company  connnon  stock, 
apart  from  adding  an  excess  cost  of  about  $146,000  to  the  investment 
in  this  common  stock  "'^  was  to  permit  in  addition  the  management  of 

=""  Op.  cit.  supra,  note  1,  CommisKioirs  Exhibit  No.  X4120. 

'**  Ibid.  On  February  21,  1930.  George  Woods,  the  treasurer  of  General  Investment 
Corporation,  wrote  to  A.  E.  Pierce  &  Company  :  "It  is  our  expectation  that  in  connection 
with  the  distribution  of  the  new  common  stock  it  will  be  traded  in  on  the  New  York 
Curb  market  as  well  as  on  the  Chicago  Stock  EJxchange." 

'■""  Ibid.  The  volume  purchased  by  Albert  B.  Pierce  &  Company  for  this  account  on  the 
New  York  Curb  Exchange  was  27.900  shares  and  on  Ihe  Chicago  Stock  Exchange,  15,421 
shares. 

"1  The  trading  in  this  account  in  Central  Public  Service  Company's  common  stock  from 
February  25  to  June  14,  1930,  as  compared  with  the  recorded  volume  of  trading  for  the 
same  period  in  such  stock  on  the  New  York  Curb  Exchange  and  Chicago  Stock  Exchange 
as  published  in  the  Commercial  d-  Financial  Chronicle  was  as  follows:  Purchases  by 
account  on  N(  w  York  Curb.  27,900  :  volume  of  trading  on  N"w  Yoik  Curb.  47,000  ;  percent 
of  account  purchases  to  total  volume,  59%.  Purchases  by  account  on  Chicago  Stock  Ex- 
change, 15,421  ;  volume  of  trading  on  Chicago  Stock  Exchange,  29,000  ;  percent  of  account 
purchases  to  total  volume,  53%. 

*"  Oji.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X4120. 

ins  Ibid. 

»'*  Id.,   Commission's  Exhibit   No.   X41'_'0. 

^f^  Inasmuch  as  the  original  cost  to  General  Investment  Corporation  of  the  shares  in  this 
accourlt  was  $20  per  share  or  $557,1.«0  for  27,859  shares,  of  the  $703,218  cost  of  the 
27,859  share  balance  acquired,  about  $146,000  represented  an  excess  cost  resulting  from 
the  trading. 
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General  Investment  Corporation  to  mislead  the  shareholders  thereof 
with  respect  to  the  value  of  the  assets  of  the  investment  company. 
General  Investment  Corporation  held  approximately  297,600  shares  of 
Central  Public  Service  Company  common  stock  at  a  cost  of  $6,287,- 
026.26  "«  and  339,401  shares  of  the  Class  A  stock  of  Central  Public 
Service  Corporation  at  a  cost  of  $11,345,947  largely  as  a  result  of  the 
purchase  from  sponsors,  the  exchange  for  Portland  Electric  Power 
Company  and  the  trading  account  managed  by  Albert  E.  Pierce  & 
Company  by  May  31, 1930.  s"  As  at  May  31, 1930,  these  holdings  con- 
stituted approximately  one-third  of  General  Investment  Corporation's 
total  portfolio  valued  at  cost.^'^  The  then  market  value  of  the  297,600 
shares  of  Central  Public  Service  Company  stock  held  by  General  In- 
vestment Corporation  at  a  cost  of  $6,287,026.26  was  $40  per  share  or  a 
total  market  value  of  approximately  $11,904,000.  This  market  value 
necessarily  reflected  the  trading  by  Albert  E.  Pierce  &  Company  in 
the  Central  Public  Service  Company  common  stock  for  the  account  of 
General  Investment  Corporation  itself."^  Nevertheless,  the  letter  of 
F.  S.  Burroughs,  the  president  of  General  Investment  Corporation, 
to  its  stockholders  as  of  May  31, 1930,  without  referring  to  this  trading 
.account,  stated :  ^^^ 

While  quoted  markets  do  not  necessarily  reflect  the  value  of  concentrated 
holdings  of  securities  such  as  are  held  by  your  Corporation,  Messrs.  Haskins  & 
Sells  in  their  audit  as  of  May  31,  1930,  state :  "The  value  of  marketable  securities 
at  market  quotations,  as  of  the  end  of  May,  was  in  excess  of  book  value,  which 
represents  cost." 

The  total  difference  between  the  market  value  and  tlie  cost  of  the 
marketable  securities  held  by  the  General  Investment  Corporation  as 
at  May  31, 1930,  was  approximately  $1,767,882  "-^^  and  the  only  basis  for 
this  excess  "value"  based  on  market  quotations  was  the  unrealized  ap- 
preciation in  the  investment  company's  holdings  of  the  common  stock 
of  Central  Public  Service  Company,"^-  in  which  stock  a  trading  account 
had  been  operated  by  Albert  E.  Pierce  &  Company  for  the  account  of 
the  investment  company. 

The  result  of  the  relationship  among  General  Investment  Corpora- 
tion, the  Central  Public  Service  Company  system  and  Harris,  Forbes 

s""  Op.  cit.  supra,  note  1,  Commissions  Exhibits  Nos.  X3969,  X3423,  A-A7. 

8"  Id.,  Commission's  Exhibit  No.  X3423-B  at  p.  3. 

^8  The  portfolio  of  securities  held  by  General  Investment  Corporation  at  this  date  were 
acquired  at  a  total  cost  of  approximately  $52,800,000.  (Id..  Commission's  Exhibit  No. 
X3423-5a.) 

s'^As  heretofore  indicated,  between  March  and  June  1930,  General  Investment  Corpora- 
tion purchased  about  54%  of  the  total  number  of  shares  of  this  stock  traded  on  both  the 
Nev?  York  Curb  Exchange  and  the  Chicago  Stock  Exchange  at  an  average  price  of  $35  per 
share.      (Id.,  Commission's  Exhibit  No.  X4120.) 

ssoid.,  Commission's  Exhibit  No.  X3423  (5a)  a,t  p.  11. 

381  Id.,  Commission's  Exhibit  No.  X3423-A  at  p.  22. 

38"  As  at  May  31,  1930,  exclusive  of  the  Central  Public  Service  Company  common  stock, 
General  Investment  Corporation  held  marketable  securities  with  a  cost  of  $43,472,666  and 
a  current  maiket  value  of  $39,632,935.  or  approximately  $4,000,000  less  than  cost.  (Id., 
Commission's  Exhibit  No.  X3423-B,  Table  2.)  Including  the  Central  Public  Service  Com- 
pany common  stock.  General  Investment  Corporation  held  a  portfolio  of  marketable  securi- 
ties costing  $49,759,692  which  had  a  market  value  in  excess  of  cost  by  $1,767,882.  (Id., 
Commission's  Exhibit  No.  X3423-A  at  pp.  1,  2.) 
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&  Company  had  been  to  increase  constantly,  with  one  exception, 
the  investment  of  General  Investment  Corporation  in  the  Central 
Public  Service  system.  Finally  the  necessity  for  reorganizing  the 
Central  Public  Service  Company  System  became  apparent  in  the 
latter  part  of  1931;  ^-^  and  the  Chase  Securities  Corporation  (at  that 
time  the  security  affiliate  of  the  Chase  National  Bank  of  New  York, 
which  in  1930  had  acquired  control  of  Harris  Forbes  Companies  ^^^) 
insisted  that  General  Investment  Corporation  take  over  control  of 
•Central  Public  Service  Company  system  in  order  to  work  out  this 
reorganization."*'^  Accordingly,  on  December  31,  1931,  General  In- 
vestment Corporation  exchanged  132,672  shares  of  Central  West  Pub- 
lic Service  Company  common  stock,  costing  about  $1,558,187.26,^*^ 
with  Pierce  Investment  Company,  the  personal  holding  company  of 
Colonel  A.  E.  Pierce,  for  199,846  shares  of  Central  Public  Service 
Company  common  stock.  This  increased  the  investment  of  General 
Investment  Corporation  in  Central  Public  Service  Companv  common 
stock  to  509,673  shares,  recorded  -«*  at  a  cost  of  $8,097,644.35.^«9  This 
particular  exchange  apparently  gave  no  advantage  to  Pierce  Invest- 
ment Company  since  Central  West  Public  Service  Company  there- 
after "went  into  bankruptcy."  ^^° 

The  total  block  of  509,673  shares  of  Central  Public  Service  Com- 
pany common  stock  held  by  General  Investment  Corporation  consti- 
tuted slightly  less  than  50%  of  the  1,069,230  shares  of  such  stock 
then  outstanding.^^^  To  assure  indisputable  control  by  General  In- 
vestment Corporation  of  Central  Public  Service  Company,  a  voting 
trust  was  created,  with  Colonel  Pierce  and  Messrs.  Devendorf  and 

383  ju  March  1931  General  Investment  Corporation  exchanged  with  Albert  E.  Pierce  & 
Company  118,418  shares  Central  Public  Service  Corporation  Class  A  stock  valued  at 
$3,667,765.10  for  stock  of  American  Commonwealths  Power  Corporation  valued  at  $2,894,- 
604.30  and  its  own  common  stock  and  warrants  valued  at  $773,160.80.  This  increased 
General  Investment  Corporation's  earlier  investment  of  $1,059,449.48  in  American  Com- 
monwealths Power  Corporation,  acquired  principally  from  the  A.  B.  Pierce  interests,  to 
almost  $4,000,000.  (Id.,  at  25573  and  Commission's  Exhibit  No.  X3969.)  Almost  imme- 
diately after  this  major  acquisition  by  General  Investment  Corporation  in  March  1931, 
American  Commonwealths  Power  Corporation  went  into  receivership.  (Id.,  at  25574-5.) 
This  $4,000,000  investment  was  resold  by  General  Investment  Corporation,  principally 
during  1934  and  1935.  at  a  loss  of  $3,706,000.     (Id.,  Commission's  Exhibit  No.  X.3969.) 

a^Id.,  at  25631. 

^5  See  note  3,  supra. 

■■""Op.  cit.  supra,  note  1,  at  25614,  25615. 

^^  Id.,  Commission's  Exhibit  No.  X3969.  Control  of  Central  West  Public  Service  Com- 
pany resulted  from  loans  theretofore  made  to  Porter  Fox  &  Company,  the  sponsor  of 
Central  West  Public  Service  Company.  (Id.,  at  25566-7  and  Commission's  Exhibit  No. 
X4122.) 

"^  While  General  Investment  Corporation  increased  its  investment  in  Central  Public 
Service  Company,  the  market  value  of  the  200,846  shares  acquired  was  only  $7  per  share, 
or  a  total  of  $1,405,922.  Inasmuch  as  Centi-al  West  Public  Service  Company  went  into 
receivership  shortly  thereafter,  the  books  of  General  Investment  Corporation  preserved  as 
part  of  the  cost  of  the  investment  in  Centi-al  Public  Service  Company  an  unrecorded  loss 
of  approximately  $152,000  (the  difference  between  the  cost  of  Central  West  Public  Service 
•Company  and  the  market  value  of  the  Central  Public  Service  Company  stock  received  in 
exchange  therefor),  realized  on  the  disposition  of  the  investment  in  Central  West  Public 
Service  Company. 

38»  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3969. 

39«Id.,  at  25632. 

3»»  Op.  cit.  supra,  note  316,  Vol.  52,  at  1025. 
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Woods  as  trustees/''-  covering-  193,518  Central  Public  Service  Com- 
pany common  shares  deposited  by  Colonel  Pierce  and  509,673  common 
shares  deposited  by  General  Investment  Corporation.^''^ 

On  August  1,  1932,  a  plan  of  reorganization  of  the  Central  Public 
Service  Corporation  was  proposed  to  its  security  holders."''*  At  this 
tim.e.  General  Investment  Corporation  held  249,467  shares  of  Central 
Public  Service  Corporation  Class  A  stock  costing  $7,697,642.53,  and 
509,673  Central  Public  Service  Company  common  stock  voting  trust 
certificates  costing  $8,097,624.35. ■•^•''  This  plan  of  reorganization,^'"' 
which  was  adopted  in  1934,  provided  for  the  creation  of  a  new  cor- 
poration. Central  Public  Utility  Corporation,  which  issued  its  securi- 
ties in  exchange  for  those  of  Central  Public  Service  Corporation."^" 
And,  accordingly,  General  Investment  Corporation  surrendered  its 
249,467  shares  of  Central  Public  Service  Corporation  Class  A  stock 
for  the  same  number  of  shares  of  Central  Public  Utility  Corporation 
Class  A  stock.^^^  The  only  substantial  changes  effected  in  the  capi- 
tal structure  of  Central  Public  Service  Corporation  were  to  convert 
about  $40,000,000  of  the  fixed  interest  obligations  of  that  corporation 
to  an  equivalent  amount  of  income  debentures  of  Central  Public 
Utility  Corporation ;  and  to  issue  common  stock  of  the  new  corpora- 
tion in  an  amount  equal  to  three  times  the  number  of  common  shares 
of  the  old  corporation  outstanding.  The  debenture  holders  were  given 
two-thirds  of  this  new  common  stock,  while  Central  Public  Service 
Company  was  given  one-third  of  the  common  stock  of  the  successor 
corporation,^"^  or  a  munber  of  new  shares  equal  to  the  number  of  old 
shares  held  by  the  service  company. 

However,  while  the  plan  of  reorganization  apparently  recognized 
the  rights  of  the  debenture  holders  of  Central  Public  Service  Corpo- 
ration to  the  extent  that  provision  was  made  for  them  to  receive  two- 
thirds  of  the  common  stock  of  the  successor  corporation,  the  plan 
effectively  deprived  these  debenture  holders  of  any  voice  in  the  man- 
agement of  the  new  corporation.  The  plan  provided  for  the  creation 
of  an  additional  new  corporation,  Consolidated  Electric  and  Gas 
Company,  to  which  all  of  the  assets  of  Central  Public  Service  Cor- 
poration were  transferred.^""  To  this  new  corporation,  General  In- 
^'estment  Corporation  made  the  sole  contribution  of  new  capital 
involved  in  the  reorganization,*"^  namely,  Elektrizitaetswerke  Sued- 
west  A.  G.  debentures  having  a  value  of  about  $1,100,000  which  Gen- 
eral Investment  Corporation  had  purchased  in  1930  at  a  cost  of  $3,- 
107,000.*°-  For  these  Suedwest  debentures.  General  Investment 
Corporation  received  23,000  shares  of  Consolidated  Electric  and  Gas 

293  Op.  cit.  supra,  note  1.  Commission's  Exhibit  No.  X3762.  Messrs.  Devendorf  and 
Woods  were  identified  with  the  General  Investment  Corporation. 

snsQp.  olt.  supra,  note  316.  Vol.  52,  at  1023  et  seq. 

***  Op.  cit.  supra,  note  1.  Commission's  Exhibit  No.  X4123. 

^m.,  Commission's  Exhibit  No.  X3969. 

396  Id.,  at  25639. 

3^  Id.,  Commission's  Exhibit  No.  X4123. 

393  Id.,  Commission's  Exhibit  No.  X3969. 

5™  Id.,  at  25639-42  and  Commission's  Exhibit  Nos.  X4123  and  X4124. 

•"»  Id.,  Commission's  Exhibit  No.  X4123. 

4«i  Id.,  at  25657. 

^<^  Id.,  Commission's  Exhibit  No.  X3970.  These  debentures  were  subsequently  sold  in 
1933  for  .?1, 101. 464.76  by  Consolidated  Electric  and  Gas  Company.  (Id.,  Commission's 
Exhibit  No.  X4143  [Consolidated  Electric  and  Gas  Company  Annual  Report,  1933].) 
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Company'^  preferred  stock  and  its  entire  issue  of  1,000,000  sliares  of 
common'  stock.  The  common  shares  of  Consolidated  Electric  and 
Gas  Company  so  received  were  immediately  donated  luider  the  plan 
to  the  newly  formed  Central  Public  Utility  Corporation. *°^  How- 
ever, under  the  reorganization  plan,  a  voting  trust  for  the  1,000,000 
shares  of  Consolidated  Electric  and  Gas  Company  common  stock  was 
created.  The  three  trustees  under  the  voting  trust  were  George 
Devendorf,  president  of  General  Investment  Corporation,  W.  T. 
Crawford,  of  Stone  &  Webster,  Inc.,  and  Rawleigh  Warner,  a  repre- 
sentative of  the  Dawes  family,  of  Chicago,  which  was  a  substantial 
creditor  of  the  Central  Public  Service  Company  System.*°*  Mr. 
Devendorf  also  became  chairman  of  the  board  of  Consolidated  Elec- 
tric and  Gas  Company .^'^'^  The  management  of  the  system  was  given 
by  contract  to  Stone  &  Webster,  Inc.,  who  had  formulated  and  spon- 
sored the  plan  of  reorganization.**"^ 

In  substance,  the  reorganization  placed  the  resources  of  Central 
Public  Service  Corporation  in  the  newly  formed  Consolidated  Elec- 
tric and  Gas  Company  and  placed  the  common-stock  interest  which 
was  tied  up  by  the  voting  trust  in  this  new  company  in  the  newly 
formed  Central  Public  Utility  Corporation.  Although  General  In- 
vestment Corporation  made  the  only  contribution  of  additional  cap- 
ital in  the  reorganization.  Central  Public  Service  Company,  which 
had  theretofore  held  all  of  the  common  stock  of  Central  Public 
Service  Corporation,  nevertheless  acquired  one-third  of  the  common 
stock  of  the  successor.  Central  Public  Utilitv  Corporation.*"' 

In  1935  and  1936.  General  Investment  Corporation  sold  for  $391,125 
its  investments  in  the  Consolidated  Electric  and  Gas  Company  pre- 
ferred stock.  Central  Public  Utility  Corporation  Class  A  common 
stock,  and  Central  Public  Service  Company  common  stock  which  had 
cost  General  Investment  Corporation  in  the  aggregate  $18,902,478.59, 
resulting  in  a  loss  of  $18,511,353.59.'"^  which,  with  the  $2,786,066.71 
loss  on  the  American  Commonwealths  Power  Corporation  stock,  here- 
tofore mentioned,*""  adds  to  an  aggregate  loss  of  $21,395,957.89. 

Of  the  total  $;590,(J00  received  by  General  Investment  Corpoi'a- 
tion,  $70,000  was  received  from  A.  E.  Pierce  as  the  purchase  price 
of  the  509,673  shares  of  Central  Public  Service  Company  common 
stock  and  249.467  shares  Central  Public  Utility  Corporation  Class 
A  common  stock. *^"  Thereafter,  under  the  guidance  of  ]Mr.  Deven- 
dorf, then  ])resident  of  General  Investment  Coiporation,*"  Colonel 
Pierce  resold  these  shares  to  American  Equities  Corporation  (an 
investment  company  sponsored  by  one  Percy  Chandler)   for  a  ])rofit 

«3  Id.,  at  2r)(ir.fi-7. 

«'  Id.,  at  250(50. 

*'>'^  Id.,  at  2r,*;(W-70,  25675. 

*"«Id..  at  25(575. 

*"'  Id.,  at  250:;9-42  and  Commissi. )ii'.s  Exhibit  Xo.  X412.S. 

■"'"  Id..  Commission's  Exhibits  Nos.  X:!nt59  and  X:!970. 

*"'■'  Ibid.  United  States  &  Over.seas  ("oriioiation  had  al.so  met  part  of  the  financial 
requirements  of  the  Central  Public  Service  Company  System.  In  addition  to  participation 
in  the  $1,000,000  loan  to  Portland  Electric  Power  Company  previously  mentioned.  United 
States  &  Overseas  Corporation  invested  .<i;o55.870  in  the  Central  I'ublic  Service  Company 
System   and   lost  .^188,79:;. 84   thei-eof.      (Id..  Commission's  Exhibit  No.   X3962.) 

«»  Id.,  Commission's  Exhibit  No.  X.*i0fl9. 

"1  Id.,  at  25685. 
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of  oyer  $100,000."-  Shortly  thereafter,  Mr.  Devendorf  resigned  as 
president  of  General  Investment  Corporation  ^^^  and,  as  will  be  dis- 
cussed more  fully,  purchased,  in  conjunction  with  American  Equities 
Corporation,  from  General  Investment  Corporation  for  $320,000,*^* 
the  23,000  preferred  shares  of  Consolidated  Electric  and  Gas  Com- 
pany which  had  cost  General  Investment  Corporation  about  $3,- 
107,000  at  the  time  of  the  reorganization  of  the  utility  system. 

7.  PARTICIPATION  OF  GENERAL  INVESTMENT  COR- 
PORATION IN  THE  ACQUISITION  OF  CONTROL  OF 
WASHINGTON  GAS  LIGHT  COMPANY  FOR  THE  BENE- 
FIT OF  CENTRAL  PUBLIC  SERVICE  COMPANY— LOSS, 
APPROXIMATELY  $967,000 

In  addition  to  its  aid  in  enabling  Central  Public  Service  Corpora- 
tion to  acquire  control  of  Portland  Electric  Power  Company  and 
Seattle  Lighting  Company,  General  Investment  Corporation  also 
was  caused  to  participate  with  others  in  acquiring  control  of  Wash- 
ington Gas  Light  Company  for  the  account  of  the  Central  Public 
Service  Company.  In  this  activity  General  Investment  Corporation 
invested  a  total  of  $967,126.50,  all  of  which  was  eventually  lost. 
However  the  acquisition  resulted  in  additional  banking  business  for 
Harris  Forbes  &  Company. 

Washington  Gas  Light  Company  is  a  public  utility  company  do- 
ing business  in  the  District  of  Columbia  and  its  environs.*^^  Its 
capitalization  early  in  1929  consisted  of  130,000  shares  of  common 
stock  and  approximately  $10,700,000  of  debentures  and  notes."^ 

This  utility  was  ostensibly  protected  from  the  influence  and  con- 
trol of  utility  holding  companies  by  a  federal  statute  known  as  the 
"La  FoUette  Antimerger  Statute-'  which  forbade  any  local  or  foreign 
holding  corporation  from  owning  or  voting  directly  or  indirectly 
any  of  the  stock  or  bonds  of  any  public  utility  company  doing  busi- 
ness in  the  District  of  Columbia.*^"  The  law,  however,  empowered 
the  Public  Utility  Commission  of  the  District  of  Columbia  to  prose- 
cute for  violations  of  the  statute  only  when  a  holding  corporation 
had  acquired  20%  of  the  capital  stock  of  a  District  of  Columbia 
utility  company.^^®  However,  although  the  statute  prohibited  the 
direct  or  indirect  control  of  a  utility  operating  in  the  District  of 
Columbia  by  another  corporation,  it  did  not  in  terms  prohibit  such 
control  by  an  unincorporated  association  or  a  common  law  business 
trust. 

Early  in  1929  it  had  come  to  the  attention  of  Harris  Forbes  &  Com- 
pany that  a  syndicate  (in  which  Utilities  Power  &  Light  Corpora- 
tion, a  large  public  utility  holding  company,  then  dominated  by 

^  Id.,  at  25636-8.  A.  B.  Pierce  testified  that  he  sold  the  stock  to  Mr.  Chandler.  How- 
ever, the  purchase  from  Colonel  Pierce  appears  on  the  books  of  American  Equities  Cor- 
poration.    (Id.,  Commission's  Exhibit  No.  X4146.) 

*"  Id.,  at  25669. 

^*  Id.,  at  25657-8  and  Commission's  Exhibits  Nos.  X3970  and  X4146. 

«5  Op.  cit.  supra,  note  316,  Vol.  52,  at  365. 

■^^Pooi-'s  Manual  of  PuUic  Utilities,  1931,  at  pp.  2129-31. 

*"0p.  cit.  supra,  note  316,  Vol.  52,  at  361. 

*i8  Ibid. 
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Harley  C.  Clarke,*^^  was  the  largest  participant) *-°  was  then  engaged 
in  purchasing  the  common  stock  of  AVashington  Gas  Light  Com- 
pany.*-^ By  April  1,  1929,  Harris  Forbes  &  Company  completed 
negotiations  by  which  they  formed  a  syndicate  of  investment  bankers 
and  investment  companies  to  purchase  the  interest  of  the  Utilities 
Power  &  Light  Corporation  syndicate  in  Washington  Gas  Light 
Company  for  the  account  of  the  Central  Public  Service  Company 
system.  On  April  1,  1929,  The  Harris  Forbes  Corporation,  American 
Founders  Corporation  (one  of  the  companies  in  the  United  Founders 
Corporation  group),  Chase  Securities  Corporation,  H.  M.  Byllesby 
&  Company  and  Schoellkopf,  Hutton  and  Pomeroy,  under  the  guid- 
ance of  the  Harris  Forbes  organization,*--  participated  in  the  forma- 
tion of  a  Massachusetts  common  law  trust  eventually  known  as  Wash- 
ington &  Suburban  Companies.*-^  Each  of  the  participants  con- 
tributed $1,000,000  or  a  total  of  $5,000,000  to  the  trust  which  issued 
to  each  of  the  organizers  25,000  shares  of  beneficial  interest  or  a  total 
of  125,000  of  such  shares.*-*  The  formation  of  this  trust,  which  sub- 
sequently acquired  control  of  Washington  Gas  Light  Company  was 
apparently  intended  to  circumvent  the  federal  statute  forbidding  the 
acquisition  of  control  by  a  corporation  of  District  of  Columbia  utility 
companies. 

In  addition  to  the  $5,000,000  received  from  its  organizers,  Wash- 
ington &  Suburban  Companies  borrowed  $10,300,000  from  various 
banks  evidenced  by  its  notes.*-^  Washington  &  Suburban  Companies 
acquired,  for  $6,519,450.  all  the  48,463  shares  of  the  common  stock  of 
Washington  Gas  Liglit  Company  held  by  the  Utilities  Power  &  Light 
Corporation  syndicate,  resulting  in  a  profit  to  such  syndicate  of 
$l,418,000.*-'«     Thereafter,  largely  as  a  result  of  its  public  offers  to 

"0  Op.  cit.  supra,  note  316,  Vol.  54,  at  287.  The  Harley  C.  Clarke  influence  in  Utilities 
Power  &  Liglit  Corporation  was  removed  on  October  10,  1936,  when  he  resigned  as 
presif'ent  and  director.  (Public  Examination,  Atlas  Corporation,  Commission's  Exhibit 
No.  2026.)  Utilities  Power  &  Light  Corporation  filed  a  petition  for  the  appointment  of  a 
receiver  on  January  4,  1937,  and  in  August  1937  a  permanent  trustee  in  bankruptcy  was 
appointed.     (Moody's  Manual  of  Investments,  Public  Utilities,  1938,  p.  2266.) 

*^  Public  Examination,  Atlas  Corporation,  at  25576.  This  syndicate  was  managed  by 
Dana  Pearson.  The  participants  and  the.  percentage  of  their  interests  in  this  syndicate 
which  was  formed  on  April  20,  1928,  were  Dana  Pearson,  5%  ;  Pyuchon  &  Company, 
15.95%  ;  Utilities  Power  &  Light  Corporation,  37.85%  ;  Chase  Securities  Corporation, 
18.93%  ;  Shermar  Corporation  (controlled  by  Albert  Wiggin,  then  president  of  the  Chase 
National  Bank),  18.93%  ;  and  J.O'Donnell,  3%%.  (Hearings  before  the  Senate  Committee 
on  Banking  and  Currency,  73d  Cong.,  1st  Sess.,  on  S.  Res.  84.  56,  and  97.  Part  6,  Chase 
Securities  Corporation,  pp.  2858,  2877,  3131-3135.) 

<*iOp.  cit.  supra,  note  1,  at  25577-9. 

'^Id.,  at  25579. 

*^Id.,  at  25579  and  Commission's  Exhibits  Nos.  X4125,  X4126,  X4150.  Until  March 
of  1931,  Washington  &  Suburban  Companies  was  known  as  Seaboard  Investment  Trust. 
(Ibid.) 

<24  Ibid. 

*2si(i.,  at  25578-81  and  Commission's  Exhibit  No.  X4136.  These  bank  loans  were 
secured  by  the  deposit  as  collateral  by  Washington  &  Suburban  Companies  of  a  large  por- 
tion of  the  Washington  Gas  Light  Company  stock  acquired.  (Op.  cit.  supra,  note  316, 
Vol.  52,  at  978.) 

■^i'  Hearings  before  the  Senate  Committee  on  Banking  and  Currency,  73rd  Cong.,  1st 
Sess.,  on  S.  Res.  84,  56  and  97,  Part  6,  at  2858.  Washington  &  Suburban  Companies  paid 
the  syndicate  a  premium  of  $25  a  share  above  the  then  market  price  of  the  Washington 
Gas  Light  Company's  common  stock,  largely  because  the  stock  held  by  the  syndicate 
would  otherwise  have  constituted  an  obstacle  in  the  way  of  the  Central  Public  Service 
Company  system's  attempt  to  acquire  control  of  Washington  Gas  Light  Company.  (Op. 
cit.  supra,  note  1,  at  25581.) 
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purchase  the  common  stock  of  Washington  Gas  Light  Company  at 
$125  per  share,*"-^  Wasliington  &  Suburban  Companies  increased  its 
holdings  of  such  stock  to  109,181  shares,*-*  or  the  equivalent  of  about 
85%  of  such  shares  then  outstanding.*-^  By  the  end  of  October  1929 
the  aggregate  cost  of  this  total  block  of  shares  to  Washington  &  Subur- 
ban Companies  was  $14,777,000.*^" 

On  April  19,  1929,  the  day  that  its  organizers  acquired  the  stock 
of  Washington  &  Suburban  Companies,  Central  Public  Service  Com- 
pany agreed  with  the  organizers  that  on  or  before  April  30,  1931,  it 
would  "purchase  or  find  purchasers"  *^^  for  their  125,000  shares  of 
beneficial  interest  in  Washing-ton  &  Suburban  Companies  for  $6,- 
000,000,  or  a  profit  to  the  organizei'S  of  $1,000,000  on  their  investment 
of  $5,000,000.  Thus,  The  Harris  Forbes  Corporation  and  the  other 
organizers  of  Washington  &  Suburban  Companies  were  essentially 
functioning  as  bankers  for  Centi-al  Public  Service  Company  by  sup- 
plying for  the  account  of  that  company,  for  a  two-year  period,  the 
funds  necessary  to  acquire  control  of  Washington  Gas  Light  Com- 
pany. 

However,  before  the  two-year  period  during  which  Central  Public 
Service  Company  had  to  acquire  (or  find  purchasers  for)  the  shares 
of  Washington  &  Suburban  Companies  from  the  organizers  ended, 
the  investment  bankers  who  participated  in  this  financing  for  the 
account  of  Central  Public  Service  Company  transferred  substantial 
blocks  of  Washington  &  Suburban  Companies  shares  to  investment 
companies  which  they  had  sponsored  or  controlled.*^-  On  May  16, 
1929,  The  Harris  Forbes  Corporation  assigned  to  LTnited  States  & 
Overseas  Corporation,  for  $500,500,  12,500  shares  of  beneficial  interest 
in  Washington  &  Suburban  Companies,  that  is,  one-half  of  The 
Plarris  Forbes  Corporation's  holdings  of  such  shares.*^^  In  Novem- 
ber 1930,  the  United  Foundei-s  Corporation  group  of  companies 
transferred  to  General  Investment  Corporation  for  $250,000,*^*  6,250 
shares,  or  one-quai^ter  of  its  total  interest  in  Washington  &  Suburban 
Companies.  General  Investment  Corporation  in  1931  purchased  the 
interest  of  United  States  &  Overseas  Corporation  in  this  venture  for 
$600,000,  or  at  a  profit  to  United  States  &  Overseas  Corporation  of 

"2^  Id.,  at  25.580. 

^*  Op.  cit.  supra,  note  316,  Vol.  .52,  at  977  et  seq. 
■  ^^  Op.  cit.  supra,  note  1.  at  2.5.5S0. 

^m.,  Commission's  Exhibit  No.  X4136. 

"1  Id.,  Commission's  Exliilut  No.  X4126.  The  contract  al.so  provided  that  Central  Public 
Service  Company  might  accelerate  the  sale  and  receive  a  discount  on  the  price  and  also 
that  the  organizers  of  Washington  &  Suburban  Companies  would  be  entitled  at  their  option 
to  receive  Class  A  common  stock  of  Central  Public  Service  Corporation  in  lieu  of  the 
agreed  cash  consideration  for  their  shares  in  Washington  &  Suburban  Companies. 

«32  Schoellkopf,  Hutton  &  Pomero.v  dispo.sed  of  .fOdO.OOO  of  their  ifl, 000,000  interest  in 
Washington  &  Suburban  Companies  to  Niagara  Share  Corporation.  Bennio  Securities  Cor- 
poration. Marine  Union  Investors,  Inc.,  American  Alliance  Investing  Corporation,  and 
Liberty  Shares  Corporation.  (Id..  Commission's  Exhibit  No.  X4127.)  H.  M.  Byllesby  &  Co. 
apparently  transferred  its  entire  $1,000,000  interest  in  Washington  &  Suburban  Companies 
to  Utility  and  Industrial  Corporation,  an  investment  company  which  it  sponsored  and 
managed.  (Reply  to  the  Commission's  questionnaire  for  Utility  and  Industrial  Corporation, 
Pt.  3,  Table  2,  and  Pt.  1.  pp.  3  and  4.) 

«3  0p.  cit.  supra,  note  1,  Commissions  Exhibit  No.  X3962,  Schedule  21. 

*34  Id.,  Commission's  Exhibit  No.  X4274. 
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$99,500.*^''  Thus,  General  Investment  Corporation  invested  $900,000 
(inckidino:  a  $99,500  profit  to  its  own  subsidiary.  United  States  & 
Overseas  Corporation )  in  Washington  &  Suburban  Companies.  Gen- 
eral Investment  Corporation  was  thus  caused  by  its  investment  banker 
sponsor,  Harris  Forbes  &  Company  to  invest  in  Washington  &  Sub- 
urban Companies  which  had  been  formed  to  enable  Central  Public 
Service  Company,  a  banking  client  of  Harris.  Forbes  &  Company,  to 
acquire  Washington  Gas  Light  Company  on  a  deferred  payment  plan. 
Mr.  Burroughs  testified  that  the  transfer  by  investment  bankers 
to  their  sponsored  iuAestment  companies  of  participations  in  bank- 
ing transactions  of  the  type  exemplified  by  Washington  &  Suburban 
Companies  was  undesirable.  However,  he  contended  that  the  invest- 
ment of  United  States  &  Over.^eas  Corporation  and  of  General  In- 
vestment Corporation  in  Washington  &  Suburban  Companies  was 
in  line  with  the  announced  policy  of  these  investment  companies  to 
acquire  the  equit}"  securities  of  public-utility  companies.^^^ 

Q.  Was  that  the  type  of  busiuess  that  you  think  investment  trusts  and  in- 
vestment companies  sliould  be  in? 

A.  Yes ;  I  thinlv  it  is  a  fine  business.  If  you  could  invest  $5,000,000,  carry 
it  two  years,  and  make  a  million  plus  interest,  that  is  good  business  for  anybody. 

Q.  I  am  not  referring  to  P.  U.  H.  as  participants.  I  am  referring  to  the 
Schoellkopf,  Hntton  group  of  companies  and  to  the  Founders  group. 

A.  I  was  not  passing  on  whether  or  not  it  was  appropriate  for  them.  I  con- 
sider that  it  was  definitely  in  line  with  United  States  &  Overseas'  objectives, 
becau.se  we  considered  that  it  was  just  what  United  States  &  Overseas  was 
forraf»d  for.     It  certainly  fitted   in   with   United   States  &  Overseas. 

^  il-  ^  H»  ^  •l»  Sp 

A.  But  I  had  nothing  to  do  with  that.  I  didn't  think  about  it.  It  was  no 
concern  to  me  that  Byllesby  elected  to  pass  their  participation  on  to  Utility  and 
Industrial  "^  or  that  Schoellkopf.  Hutton  passed  it  on  to  somebody  else.*^* 

Q.  I  am  talking  about  an  abstract  proposition  at  this  time,  whether  or  not 
it  is  a  good  thing  for  investment  bankers  to  pass  the  burden  of  carrying  the 
investment  over  to  investment  companies. 

A.  I  think  it  is  not. 

Q.  You  don't  think  it  is  a  good  practice? 

A.  No ;  I  think  it  is  a  bad  idea. 

*  *  1^  *  *  'H  * 

A.  There  presumably  would  be  a  liberal  profit  to  the  investment  trust  but 
to  answer  your  (piestion,  I  don't  think  it  is  good  for  investment  bankers  to 
pass  on  this  sort  of  investment  to  investment  tru.sts.  No;  I  don't  think  it  is 
a  good  thing  for  investment  bankers  to  be  tied  up  with  investment  trusts. 

From  the  time  it  borrowed  the  $10,300,000  from  the  banks  to  acquire 
the  Washington  Gas  Light  Company  stock,  Washington  &  Suburban 
Companies  liad  no  apparent  means  of  repaying  the  loans  other  than 
by  the  sale  of  its  holdings  of  the  stock  of  Washington  Gas  Light  Com- 
as' Id.,  Commission  s  E.xhibit  No.  X3962,  pp.  21  and  29.     This  profit  was  an  intercompany 
profit  and  in  effect   added  no  cost  to  (ieneral  Investment  Corporation  which  had  a  1)7% 
interest  in  T'nited  States  &  Ovei-seas  ("oiporation  at  that  time. 
«eid.,  at  2.J.58.5-6. 
■'•'*'  See  note  4.32,  supra. 
"^  Ibid. 
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pany,  a  substantial  amount  of  which  were  pledged  as  security  for  the 
bank  loans.*^^  Earnings  available  to  Washington  &  Suburban  Com- 
panies on  its  holdings  of  Washington  Gas  Light  Company  common 
stock  were  insufficient  even  to  cover  the  interest  payments  which 
Washington  &  Suburban  Companies  was  required  to  make  on  its  bank 
loans."°  By  October  1929  Washington  &  Suburban  Companies  al- 
ready had  an  operating  deficit  of  $118,888.*"  Moreover,  the  possi- 
bility was  present  that  Washington  &  Suburban  Companies  might  be 
compelled  by  the  District  of  Columbia  Public  Utility  Commission  to 
liquidate  immediately  at  a  possible  large  loss  its  controlling  holdings 
of  Washington  Gas  Light  Company  under  the  provisions  of  the 
Federal  law  forbidding  the  ownership  of  control,  directly  or  in- 
directly, of  a  District  of  Columbia  public  utility  company  by  any 
other  corporation.^*^ 

As  has  been  stated,  the  obligations  of  Washinston  &  Suburban 
Companies  to  various  banks,  amounting  to  $10,300,000,  matured  on 
April  19,  1930.  To  supply  the  funds  to  meet  these  obligations,  a 
subsidiary  of  Central  Public  Service  Corporation  offered  its  deben- 
tures to  the  public,  through  Harris,  Forbes  &  Company.  Thus,  as  a 
result  of  the  formation  of  Washington  &  Suburban  Companies, 
Harris,  Forbes  &  Com])any  was  enabled  to  derive  additional  banking 
business  and  underwriting  commissions. 

In  March  1930,  Southern  Cities  Public  Service  Company,  which 
committed  itself  to  purchase  all  of  the  stock  of  Washington  &  Subur- 
ban Companies  on  April  30,  1931,  entered  into  an  agreement  to  pur- 
chase from  Washington  &  Suburban  Companies  $10,300,000  of  the 
latter's  one-year  notes  at  9834%  of  their  face  value.**^  The  proceeds 
of  these  notes  were  to  be  used  by  Washington  &  Suburban  Companies 
to  meet  its  bank  loans.*** 

Simultaneously,  Southern  Cities  Public  Service  Company  entered 
into  an  agreement  with  Harris,  Forbes  &  Company  whereby  Southern 

■'*'  Subsequently  the  bank  loans  borrowed  by  Washington  &  Suburban  Companies  were 
repaid  with  funds  advanced  to  Washington  &  Suburban  Companies  by  Southern  Cities 
Public  Service  Company,  one  of  the  companies  of  the  Central  Public  Service  system.  (See 
note  316,  supra.)  These  loans  in  turn  were  repaid  by  the  issuance  to  Southern  Cities  Public 
Service  Company  of  $6,500,000  principal  amount  of  the  bonds  and  700,000  shares  of  the 
preferred  stock  of  Washington  &  Suburban  Companies.      (See  notes  442  and  446,  infra.) 

"0  Op.  cit.  supra,  note  1,  at  25577.  Washington  Gas  Light  Company  was  then  earning 
about  .?3.70  per  share  of  common  stock  per  annum.  Accordingly  the  earnings  on  the 
109,181  shares  of  such  stock  held  by  Washington  &  Suburban  Companies  were  about 
$j.nn  non  as  against  the  $618,000  interest  accruing  on  the  trust's  bank  loans,  totaling 
$10,300,000. 

-^ild.,  at  25562-3. 

^"^  In  fact,  shortly  after  Washington  &  Suburban  Companies  acquired  control  of  Wash- 
ington Gas  Light  Company  proceedings  were  instituted  in  the  District  of  Columbia  District 
Court  by  the  District  of  Columbia  Public  Utility  Commission  to  compel  Washington  & 
Suburban  Companies  to  dispose  of  its  holdings  in  Washington  Gas  Light  Company.  The 
Court,  however,  dismissed  the  proceedings  on  the  ground  that  the  La  Follette  Antimerger 
Statute  did  not  in  terms  forbid  ,the  acquisition  of  control  of  District  of  Columliia  public- 
utility  companies  by  common-law  trusts.  No  appeal  was  taken  by  the  District  "of 
Columbia  Public  Utility  Commission  from  this  decision.  (Op.  cit.  supra,  note  316, 
Vol.  52,  at  361-70),  but  in  May  1932  the  Commission  ordered  Washington  &  Suburban 
■Companies  to  dispose  of  its  control  of  Washington  Gas  Light  Company.  This  order,  how- 
ever, was  later  rescinded  by  the  Commission.  (Op.  cit.  supra,  note  1.  Commission's  Exhibit 
No.  X41S9.) 

*^  As  consideration  for  this  undertaking  on  the  part  of  Southern  Cities  Public  Service 
Company,  Central  Public  Service  Company  agreed  to  assign  to  it  its  right  to  purchase  all 
.of  the  shares  of  Washington  &  Suburban  Companies.     (Op.  cit.  supra,  note  316,  at  978.) 

«^Id.,  at  978. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  571 

Cities  Public  Service  Company  sold  $10,500,000  principal  amount  of 
its  own  one-3'ear  notes  at  97%%  of  their  face  value  to  Harris,  Forbes 
&  Company,"^'  for  distribution  to  the  public;  the  proceeds  of  such 
notes  were  advanced  by  Southern  Cities  Public  Service  Company  to 
Washington  &  Suburban  Companies,  which  used  them  to  repay  its 
bank  loans. "^ 

As  has  been  stated.  Central  Public  Service  Company  was  obligated 
to  purchase,  on  April  30,  1931,  the  shares  of  beneficial  interest  in 
Washington  &  Suburban  Companies  held  bv  General  Investment 
Corporation  and  others,  at  a  total  cost  of  $6,000,000.  On  JNIarch  15, 
1931,  however,  this  connnitment  on  the  part  of  Central  Public  Service 
Company  Avas  in  effect  extended  until  April  30,  1932,  by  the  following 
plan.  Colonel  A.  E.  Pierce,  the  controlling  personality  in  the  Central 
Public  Service  Company  System,  organized  the  Westfield  Trust, 
another  Massachusetts  trust,  and  contributed  $10,000  as  its  capital. 
Westfield  Trust  then  ])urchased  from  the  shareholders  of  Washington 
&  Suburban  Companies  all  of  their  stock  and  the  trust  issued  to  the 
shareholders  as  the  purchase  price,  $6,000,000  of  its  collateral  trust 
notes  secured  by  all  the  stock  so  acquired."*^'  The  notes  of  Westfield 
Trust  were  guaranteed  by  Central  Public  Service  Company.^*^ 

On  April  30,  1932,  when  its  notes  matured,  Westfield  Trust  de- 
faulted in  payment,^^"  Central  Public  Service  Company,  the  guar- 
antor of  the  notes,  was  apparently  insolvent  at  that  time.*^''  General 
Investment  Cor})oration,  as  syndicate  manager  for  the  noteholders, 
foreclosed  and  purchased  the  Washington  &  Suburban  Companies 
stock  securing  the  $6,000,000  notes  for  the  face  amount  of  the  notes 
plus  interest  accrued  and  incidental  expenses.*^^  For  its  participation 
of  $900,000,  General  Investment  Corporation  acquired  900  shares  of 
Washington  &  Suburban  Companies'  stock  at  the  principal  amount 
of  $900,000  to  which  was  added  $67,126.50  accrued  interest  and  ex- 
pense.   In  1935  this  investment  was  written  down  to  $1.^^^ 

8.  LOAN  BY  GENERAL  INVESTMENT  CORPORATION  TO 
BUENOS  AIRES  CENTRAL  RAILROAD  AND  TERMINAL 
COMPANY— LOSS,  $6,780,974.46 

Another  venture  in  which  the  funds  of  General  Investment  Cor- 
poration were  caused  to  he  invested  was  the  financing  of  a  subway 
construction  program  of  Buenos  Aires  Central  Railroad  and  Terminal 
Companj',  hereafter  referred  to  as  the  Terminal  Company.  This 
investment  was  placed  in  the  investment  company  after  the  break 
in  the  securities  market  a])])ai'ently  in  order  to  relieve  Harris,  Forbes 

'*'-  II) id. 

"">  Siibsefiiiently,  Washington  &  Suburban  Companies  in  repayment  of  its  ?10,300,000 
obligation  to  Soutbprn  Cities  Public  Service  Company  issued  to  the  latter  company 
.$6..")00.(IOO  principal  amount  of  its  notes  and  700,000  shares  of  its  preferred  stock.  (Id.,  at 
97i».) 

"'  Id.,  at  980-1. 

<«  Ibid. 

"'•'  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X41.38. 

*■*  The  assets  of  Central  Public  Service  Company  at  April  30,  1932,  totaled  |125,000  as 
compared  with  its  guaranty  of  the  .^6,000,000  principal  amount  of  Westfield  Trust  notes. 
<Id...at  2.5673.) 

■i^' Id.,  Commission's  Exhibit  No.  X413.S. 

^"-  Ibid,  and  Commission's  Exhibit  Nos.  X.3423-B  (p.  9)  and  X3423-5J   (p.  4). 
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&  Company  of  the  burden  of  financing  this  project.  As  a  result, 
General  Investment  Corporation  invested  $14,280,974.46  in  the  Termi- 
nal Company  and  eventually  lost  $6,780,974.46  (before  payment  of 
commissions  on  the  sale  thereof). 

Harris,  Forbes  &  Company  first  became  interested  in  the  Terminal 
Company's  financing  in  1926,^"'  when  Mr.  Burroughs  met  Lando 
Tiofiie  Lacroze,  a  member  of  a  family  which  controlled  a  power 
company  and  a  tramwa}^  system  in  Buenos  Aires,  and  a  railroad  in  the 
Argentine.  The  family  also  owned  a  perpetual  federal  concession 
for  the  construction  and  operation  of  a  subway  from  the  terminal  of 
the  railroad  on  the  outskirts  of  Buenos  Aires  to  the  center  of  that 
city  and  from  that  point  to  the  railroad  yards  and  harbor  facilities. 

At  that  time  certain  Anglo-Argentine  interests  were  successfully 
operating  a  subway  in  Buenos  Aires  un.der  a  nnmicipal  concession, 
and  it  was  thought  that  the  Lacroze  concession  would  be  even  more 
profitable  because  of  its  more  favorable  terms.*"* 

In  order  to  finance  construction  of  the  subvcay,  the  Lacroze  family, 
at  the  suggestion  of  Harris,  Forbes  &  Company,  created  the  Terminal 
Company  as  a  holding  company  and  acquired  all  its  common  stock  in 
consideration  for  the  transfer  bj'  tlie  members  of  the  family  to  the 
Terminal  Company  of  their  interest  in  the  railroad,  tramline,  electric 
company,  and  stibway  concession.*"'  Tliei'eupon.  Harris,  Forbes  & 
Company  distributed  in  London  $6,000,000  of  the  preferred  stock 
of  the  Terminal  Company'  and  the  proceeds  were  used  to  start  the 
constrtiction  of  a  subway  in  Buenos  Aires.*^'' 

At  about  the  time  construction  started,  Harris,  Forbes  &  Company 
represented*'''  to  the  Terminal  Company  in   writing  that  the  firm 

«»»Id.,  at  2.5492-3. 

*°*  Ibid.  The  Lacrozo  concession,  whic-li  was  a  perpetual  federal  franchise  provided  for  a 
franchise  tax  of  only  3%  of  net  inconie,  and  permitted  duty-free  import  of  all  materials 
used  in  construction.  The  Anjilo-Argentine  interests  had  been  forced  to  pay  duty  on 
construction  materials,  operated  under  a  limited  municipal  franchise,  and  paid  a  tax  of  6% 
of  gross  income. 

«''Id.,  at  2.5492-5. 

«8  Ibid. 

*"  Harris.  Forbes  &  Company  was  advised  by  its  counsel  that,  by  reason  of  a  provision  in 
the  contract  entitling  Harris  Forbes  &  Company  to  cancel  the  contract  if  in  its  sole  opinion 
market  conditions  M'ere  unfavorable  to  a  public  offering  of  the  bonds,  it  had  assumed  no 
firm  liability  to  the  Terminal  Conipany.      Mr.  Burroughs  testified  (id.,  at  25497-8)  : 

A.  *  *  *  We  did  not  want  this  contract  by  any  iiossibility  to  be  a  firm  obligation. 
We  wanted  it  to  have  a  wide  open  force  nia.ieure  that  would  protect  us  against  any 
firm  obligation. 

Q.   What  use  was  such  a  contract  to  the  Biiencg  Aires  Railway? 

A.  Oh,  I  think  Mr.  Lacroze  felt  tiuit  if  we  had  an  agreement  or  understanding 
reduced  to  writing  that  he  was  prelty  well  assured  that  bis  project  would  be  financed. 

Q.   Even  though  he  could  iiol  enforce  itV 

A.  Even  though  be  could  not  enforc-^  it.  He  was  not  primarily  interested  in  having 
a  firm  obligation.  In  fact  it  would  have  been  practically  impossible  for  anyone  to 
enter  into  a  firm  obligation  as  far  in  the  future  as  that  contract  was  covered. 

Q.  *  *  *  Well,  assuming  that  it  would  be  so.  I  am  wondering  what  Mr.  Lacroze 
gets  out  of  such  a  document. 

A.  Oh,  I  think  he  wanted  it  primarily  to  show  bis  associatt'S  in  the  Argentine  thiit 
he  really  had  an  associate  or  understanding  rather  with  American  banking  associations. 
We  were  interested  more  from  the  standpoint  of  tying  up  the  business.  We  did  not 
want  to  have  placed  the  preferred  stock  in  London"  and  then  wake  up  to  find  Lacroze 
had  sold  the  bonds  to  some  of  his  British  bankers  that  he  had  previously  raised  money 
with.  All  of  his  business  connections  had  been  with  British  banking  companies,  arid 
we  wanted  to  be  assured  we  had  control. 

Q.   And  this  gave  you  this  conti-ol  without  niakinu  anv  commitments  on  your  part? 

A.  Yes  :  we  were  satisfied  that  Laci-oze  would  live  up  to  the  spirit  of  it.  and  he  was 
satisfied  that  we  would. 

Q.  So  that  really  it  was  a  moral  rapprochement  between  you  in  his  feeling  that  he 
had  you  more  or  less  morally  tied  up,  and  you  feeling  vou  had  him  more  or  less  morally 
tied  up. 

A.  We  certainly  wanted  to  go  through  with  the  project  because  we  had  marketed  the 
preferred  stock  in  London.  We  felt  a  responsibility  to  the  preferred  stockholders  to 
see  that  a  reasonable  effort  was  made  to  carry  this  project  through  to  completion. 
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Avoiild  distribute  publicly  in  the  United  States,  before  April  1,  1928,  a 
$10,000,(100  mortgage  bond  issue  of  the  Terminal  Company.  When 
the  proceeds  of  the  Terminal  Company's  preferred-stock  issue  dis- 
tributed by  Harris,  Forbes  &  Company  had  been  expended,  Harris, 
Forbes  &  Compau}-  took  advantage  of  its  privilege  to  extend  the  time 
under  which  it  might  market  the  Terminal  Company's  bonds/^^ 
However,  in  order  to  provide  funds  necessary  to  continue  the  subway 
construction,  Harris  Forbes  &  Company  made  arrangements  for  such 
construction  to  be  financed  temporarily  by  bank  loans  *^''  made  by 
the  (juaranty  Trust  Company  of  New  York.  By  July  1929,  loans  to 
the  Terminal  Companv  made  b}'  the  Guaranty  Trust  Company  totaled 
$5,250,000.  In  July  1929,  Harris,  Forbes  &  Conipany  informed  the 
Guaranty  Trust  Company  of  its  intention  to  refund  the  l^ank's  loans 
to  the  Terminal  Comi)any  by  the  sale  of  the  Terminal  Company's 
bonds  when  the  mai'ket  was  propitious.*'^" 

On  October  1,  1929,  just  before  the  stock-mai'ket  break,  Harris, 
Forbes  &  Company  agai]i  extended  tlie  time,  during  which  it  might 
market  tlie  Terminal  Company's  bonds,  until  December  31,  1929.*'^^ 
Harris.  Forbes  &  Company  arranged  for  an  extension  of  the  Terminal 
Company's  loans  at  the  Guaranty  Trust  Company  and  again  repre- 
sented to  the  bank  that  the  firiii  would  distribute  a  bond  issue  for  the 
Terminal  Company,"'-  the  })roceeds  of  which  would  be  used  to  pay  olf 
these  loans.     Mr.  I3urroughs  testified  :  **^^ 

A.  We  borrowed  money  from  the  Gunranty  as  work  la-osressed,  and  it  was 
doue  that  way  m  order  to  save  interest  instead  of  borrowing  $r),Ol.O.COO  at  the 
ontset,  we  borrowed  one  or  two  and  a  half  million,  and  then  later  borrowed 
some  more,  and  then  every  time  th.at  the  Terminal  Company  got  a  loan  from  the 
Guaranty,  or  renewed  its  loan.  Harris  Forbes  wrote  the  Guaranty  a  letter 
assuring  them  that  it  was  still  the  intention  of  Harris  Forbes  to  market  an 
issue  of  bonds  when  and  as  mark<'t  conditions,  and  so  forth,  were  propitious. 

Q.  So  the  Guai-anty  Trust  Company  knew  at  all  times  that  it  was  your  in*^?n- 
tion  to  market  these  bonds? 

A.  Yes;  they  certainly  did.  Gn  the  other  hand,  they  were  fully  aware  of  the 
provisions.  The  Guaranty  Trust  Company  at  that  time  was  very  anxious  to 
develop  this  financial  connection  in  Buenos  Aires,  because  all  American  banks 
were  looking  for  opportunities  to  expand,  and  the  First  National  Bank  of  Boston 
and  the  National  City  of  New  York  were  the  large  American  banks  represented 
in  the  Argentine,  and  this  was  an  opportunity  for  the  (Guaranty  to  make  a  con- 
Tiectiou  with  a  large  Argentine  enterprise,  and  looked  forward  to  it  as  a  very 
important  connection. 

Q.  At  the  time,  I  take  it,  tliat  the  loans  were  made  by  the  Guaranty  Trust, 
the  Guaranty  Trust  was  fully  aware  of  the  existence  of  this  .igreement.  You 
stated,  I  think 

A.  Oh,  yes;  they  were  fully  aware,  knew  all  ab(jut  it. 

Q.  And  as  a  matter  of  fact,  wlicn  this  expression  of  inteniion  on  your  part 
to  take  these  bonds  was  extended  from  time  to  time,  the  extensions  seemed 
to  be  timed  with  the  maturity  of  the  Guaranty  Trust  loans? 

A.  Well.  I  think  the  letters  were  given  at  tiie  time  there  was  a  renewal. 


"»  Id.,  at  25495-6  and  Commis.sion's  Exhibit  No.  X3994. 

^^Td.,   at  25'^95-6. 

««>  Id.,  at  25502-3,  25505. 

*<»■  Id.,  Commission's  Exhibit  No.  X.3994. 

*«^  Id.,  at  25505. 

"'  Id.,  at  2550.3-6. 
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Q.  Well,  there  is  not  in  your — there  can't  be  very  much  doubt  about  it  because 
it  is  stated,  "In  connection  with  the  loan  you  are  making  with  the  Guaranty 
Trust  in  the  amount  of  $5,250,000,  maturing  on  or  before  December  31,  we  desire 
to  renew  the  statement."    There  isn't  any  doubt  that  these  were  timed 

A.  None  at  all. 

Q.  Did  the  Guaranty  Trust  consider  your  assurance  of  some  materiality  in 
making  its  loans? 

A.  I  had  a  good  deal  of  experience  at  that  time  making  similar  loans  for 
other  enterprises,  negotiating  with  the  bank,  and  the  bank  would  say,  "Is  this 
something  you  a,re  expecting  to  handle  the  securities,  or  is  it  something  we  will 
have  to  look  to  somebody  else,"  and  I  would  say,  "No ;  this  is  leading  up  to  a 
bond  issue  we  expect  to  place.  We  have  not  made  any  definite  arrangements 
as  to  terms  or  conditions."  That  is  all  the  banks  wanted  at  that  time.  At 
those  times  banks  were  glad  to  make  loans  to  a  company  where  they  felt  the 
company  had  established  relations  Avith  an  investment  house  and  some  issue 
would  be  forthcoming  when  it  was  needed.  Today  a  bank  would  probably  want 
,a  firm  commitment. 

Q.  But  the  Guaranty  Trust  would  not  take  it  very  kindly  if  you  had  Just 
stepped  out  of  the  picture  and  left  them  on  the  loan,  if  they  had  not  received 
some  substitute  or  some  other  assurance  that  the  financing  would  be  carried 
through? 

A.  Oh,  no.    I  don't  think  they  would.  i 

When  the  Terminal  Company's  $5,250,000  obligation  to  the  Guar- 
anty Trust  Company  matured  on  December  31,  1929  (after  the  col- 
lapse of  the  securities  markets  in  October  1929),  the  Terminal  Com- 
pany did  not  have  the  funds  to  meet  the  loan.  Harris  Forbes  & 
Company  believed  that  it  would  be  unable  to  market  an  issue  of  the 
Terminal  Company's  bonds  except  at  a  high  interest  rate  ^"^  and  ap- 
parently the  banking  firm  did  not  desire  to  do  that.  Whether  or  not 
Harris,  Forbes  &  Company  was  legally  obligated  by  reason  of  having 
represented  to  the  Guaranty  Trust  Company  that  it  (Harris,  Forbes 
&  Company)  intended  to  distribute  a  bond  issue  for  the  Terminal 
Company,  and  thus  provide  the  funds  to  meet  the  maturity  of  the 
bank's  loan  to  the  Terminal  Company,  Harris,  Forbes  &  Company 
was  in  a  predicament.  The  Guaranty  Trust  C^ompany  had  nuide 
these  $5,250,000  of  loans  to  the  Terminal  Company,  partly  in  reliance 
upon  the  representation  of  Harris,  Forbes  &  Company  that  that 
firm  intended  to  market  a  bond  issue  for  the  Terminal  Com- 
pany, the  proceeds  of  which  would  be  used  to  pay  off  these 
loans.  Because  of  the  stock-market  crash  in  October  1929  Harris, 
Forbes  &  Company  could  not  distribute  an  unguaranteed  6% 
issue  and  would  not  distribute  an  8%  is.sue  for  the  Terminal  Com- 
pany. Moreover,  as  has  been  indicated.  Harris,  Forbes  &  Company 
had  sold  to  the  English  public  the  preferred  stock  of  the  Terminal 
Company.  And,  as  Mr.  Burroughs  testified.^''^  tlie  firm  felt  it  neces- 
sary to  protect  the  preferred  stockholders  against  a  possible  loss 
which  might  accrue  to  them  if  the  construction  of  the  subway  of  the 
Terminal  Company  were  not  completed  because  of  financial  difficul- 

^"Mr.  Burroughs  testified  (id.,  at  25518)  : 

Q.   In  your   opinion,  were  market  conditions  sueli  that  bonds  of  the  Buenos  Aires 
Railroad  could  have  been  marlceted  directly  in  the  United  States  at  that  time? 

A.  I  think  they  might  with  the  8-percent  coupon     *      *      *_     They  could  not  have 
been  marketed  at  6  percent. 
*^-  Id.,  at  25498. 
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ties.  In  addition,  the  failure  of  Harris,  Forbes  &  Company  to  pro- 
cure financing  for  the  Terminal  Company  might  have  resulted  in 
the  loss  of  its  banking  contract  with  that  company.  And  finally  the 
Guaranty  Trust  Company  "would  not  take  it  very  kindly"  if  Harris, 
Forbes  &  Company  "had  just  stepped  out  of  the  picture  and  left 
them  [the  bank]  on  the  loan.''  It  evidently  was  incumbent  upon 
Harris,  Forbes  &  Company  to  devise  some  means  whereby  the  Ter- 
minal Company  could  raise  funds  to  pay  off  these  bank  loans. 

The  following  plan  was  therefore  evolved  by  Harris,  Forbes  &  Com- 
pany to  extricate  itself  from  its  predicament.  On  February  3,  1930. 
the  United  States  &  Overseas  Corporation  was  caused  to  loan  to  the 
Terminal  Company  $1,000,000,  wliich  was  deposited  to  the  account  of 
the  Terminal  Company  with  the  Guaranty  Trust  Company .■**^^ 

On  December  31,  1929,  South  American  Railways  Company  *^'  was 
incorporated  as  a  subsidiary  of  General  Investment  Corporation  with 
paid-in  capital  of  $l,510,0d0,*«''  of  which  $10,000  was  contributed  by 
General  Investment  Corporation.  On  March  31, 1930,  General  Invest- 
ment Corporation  lent  $7,500,000  to  South  American  Railways  Com- 
pany for  sixty  days.^**^  This  money  was  in  turn  lent  to  the  Terminal 
Company,^^°  which  used  it  to  pay  its  debt  of  $5,250,000  to  the  Guaranty 
Trust  Company  and  its  debt  of  $1,000,000  to  United  States  &  Overseas 
Corporation.*"^ 

In  order  to  finance  the  balance  of  the  Terminal  Company's  subway 
construction  and  to  pay  off  its  loan  from  General  Investment  Corpora- 
tion, South  American  Railways  Company  on  April  28,  1930,  sold  at 
97%  to  Harris  Forbes  &  Company  $12,000,000  principal  amount  of  its 
-6%  notes  due  April  15,  1933,  guaranteed  both  as  to  interest  and  prin- 
cipal by  General  Investment  Corporation  and  convertible  into  General 
Investment  Corporation  common  stock.^'-  These  notes  were  then  dis- 
tributed by  Harris,  Forbes  &  Company  to  the  American  public  at 
par.*''^  On  the  same  date  General  Investment  Corporation  purchased 
from  South  American  Railways  Compau}^  20,000  shares  of  its  pre- 
ferred and  20,000  shares  of  its  common  stock  for  $1,000,000.*^*  Out  of 
the  proceeds  of  the  sales  of  the  notes  and  stocks.  South  American  Rail- 
ways Company  repaid  its  $7,500,000  loan  from  General  Investment 
Corporation  and  lent  an  additional  $7,000,000  to  the  Terminal  Com- 
pany."'^' As  a  result  of  the  above-described  transactions.  General  In- 
vestment Corporation  and  United  States  &  Overseas  Corporation  in- 

««  Id.,  Commission's  Exliibit  No.  X3995. 

*^  Poof's  Fiscal  Volume,  1931,  p.  1142. 

**8  South  American  Railways  Company  issued  230,000  shares  and  30,000  preferred  shares 
for  $1,510,000.  Of  thi.s,  200,000  .shares  of  common  were  issued  to  General  Investment  Cor- 
poration for  $10,000  and  the  remaining  shares  in  three  equal  lots  were  issued  to  United 
States  &  Overseas  Corporation,  First  National-Old  Colony  Corporation  and  United  Engi- 
neers Society  for  $500,000  cash  each.  (Op.  cit.  supra,  note  1,  Commission's  Exhibit  No. 
X3996).  The  First  National-Old  Colony  Corporation  was  identified  as  affiliated  with  First 
National  Bank  of  Boston  (id.,  at  25511),  one  of  the  sponsors  of  United  States  &  Overseas 
Corporation. 

*<"  Id.,  Commission's  Exhibit  No.  X3996. 

«"  Id.,  Commission's  Exhibit  No.  X3997. 

"ild.,  Commis-sion's  Exhibits  Nos.  X3995,  X3996. 

'■"Id.,  at  25517-20. 

*"  Ibid. 

^'Ud.,  Commission's  Exhibit  No.  X.3996. 

♦'^Id.,  Commission's  Exhibit  No.  X.3997. 
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vested  in  South  American  Railways  Company  a  total  of  $14,520,000. 
Of  this  amount,  General  Investment  Corporation  had  contributed 
$1,020,000  and  guaranteed  payment  on  $12,000,000  of  South  American 
Raihvays  Company's  notes ;  while  United  States  &  Overseas  Corpora- 
tion had  contributed  $500,000.  Thus  by  causing  General  Investment 
Corporation,  with  its  $60,000,000  of  South  American  Railways  Com- 
pany assets,  to  guarantee  a  $12,000,000  note  issue.  Harris,  Forbes  & 
Company  succeeded  in  raising  sufficient  funds  not  only  to  pay  off  the 
bank  loans  but  complete  the  construction  of  the  subway.  In  addition, 
General  Investment  Corporation  and  United  States  &  Overseas  Cor- 
poration were  caused  to  invest  indirectly  $1,500,000  for  the  same 
purposes. 

Mr.  Burroughs  testified :  *^'' 

Q.  But  the  fact  is  that,  whether  this  was  a  commitment  or  whether  it  was  not 
the  whole  thing  was  settled  largely  by  Public  Utility  Holding  Company,  General 
Investment  Corporation  guaranteeing  a  bond  issue  of  South  American  Railways 
which  Hai'ris  Forbes  took  over? 

A.  Harris  Forbes  marketed  the  issue. 

Q.  And  it  was  guaranteed  by  Public  Utility  Holding  Corporation? 

A.  That  is  correct. 

Q.  And  the  Guaranty  Trust  Company  was  paid  off? 

A.  That  is  correct. 

Q.  So  that  as  far  as  any  embarrassment  on  that  score,  Harris  Forbes  had  no 
embarrassment  from  this  commitment  or  this  arrangement  ? 

A.  No ;  Harris  Forbes  never  had  any  embarrassment  at  all. 

Q.  But  Public  Utility  Holding  Corporation  had  some  difficulty,  didn't  it? 

A.  At  maturity? 

Q.  Yes ;  I  mean  its  guarantee  was  a  real  obligation. 

A.  Was  a  very  real  obligation. 

Q.  And  involved  very  real  misfortune? 

A.  Very  real. 

The  notes  of  South  American  Railways  Company  at  maturity  be- 
came a  "live"  obligation  of  General  Investment  Corporation,  Avhich 
had  guaranteed  the  issue.*"  To  reduce  this  obligation.  General  In- 
vestment Corporation  invited  tender  by  the  public  of  the  South  Ameri- 
can Railways  Company  notes  *'*^  and  acquired  the  entire  $12,000,000 
issue  at  a  cost  of  $9,882",494.*^'' 

"During  the  period  of  acquisition  of  the  $12,000,000  of  South  Ameri- 
can Railways  Company  notes,  General  Investment  Corporation  lent 
the  Terminal  Company  directly  about  $2,868,680.*«"  This  increased 
the  aggregate  investment  of  General  Investment  Corporation  and 
United  States  &  Overseas  Corporation  in  the  South  American  Rail- 
ways Company  to  about  $14,260,680.  General  Investment  Corporation 
thereafter  acquired  the  South  American   Railways  Company  stock 

*™Id.,  at  25505-6. 
«TId.,  at  25506-7. 

^™  Id.,  Coiniiiission's  Exhibit  No.  X3999. 

"^  Id.,  Commission's  Exhibit  No.  X3998.     General  Investment  Corporation  paid  for  these 
notes  .$5,059,000  in  cash  and  $4,823,000  by  tlie  issue  of  its  own  notes. 
««  Id.,  at  25513-4  ;  see  also  Commission's  Exhibit  No.  X3996. 
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lield  b}^  others  *^'  at  a  cost  of  $19,800/^'  thus  increasiiio-  its  total  invest- 
ment in  tlie  Sonth  American  Railways  Company  to  abont  $14,280,974.***^ 

On  November  6,  1934,  South  American  Railways  Company  was 
liquidated  and  thereafter  General  Investment  Corporation  held  di- 
rectly the  notes  of  the  Terminal  Company  having  a  face  value  of 
$17,496,771.*** 

In  November  1936,  after  the  control  of  General  Investment  Corpora- 
tion had  been  sold  to  one  Ernest  B.  Warriner,  these  notes  of  the  Termi- 
nal Company,  which  had  cost  General  Investment  Corporation  $14,- 
280.974,  were  sold  for  $7,500,000,  or  a  loss  of  $6,780,974.46.  This 
amount  was  not  the  entire  loss  on  this  venture,  since  a  $35,000  com- 
mission was  paid  to  Clilford  P.  Billings  and  since  $250,000  w-as  paid 
to  one  Philip  De  Ronde,  ostensibly  as  his  commission  on  the  sale  of 
the  note  and  $150,000  Avas  paid  ostensibly  to  a  group  of  South  Ameri- 
can bankers.*^'' 

F.  Repurchases  of  Preferred  Stock;  Profits  to  George  E.  Deven- 
dorf,  President  of  General  Investment  Corporation,  and  Other 
Insiders 

In  1930,  the  Chase  Securities  Corporation  by  purchasing  Harris, 
Forbes  Companies,  the  parent  company,  had  acquired  control  of  all 
of  the  various  Harris.  Forbes  companies,  including  a  half  interest 
in  Public  Utility  Associates,  Inc.,  formerly  known  as  The  Harris, 
Forbes  Corporation.*^"  As  has  already  been  shown,  The  Harris, 
Forbes  Corporation  held  one-half  of  the  Class  A  stock  of  General 
Investment  Corporation.  In  July  1933  the  stock  of  The  Chase 
Securities  Corporation  was  distributed  to  the  stockholders  of  the 
Chase  National  Bank  of  the  City  of  New  York  in  compliance  with 
provisions  of  the  National  Banking  Act  of  1933  requiring  national 
banks  to  sever  their  comiection  with  security  affiliates.**^^  At  this 
time,  United  Founders  Corporation  took  over  the  active  management 
of  General  Investment  Corporation  by  designating  a  majority  of  the 
investment  company's  board  of  directors.*^®  By  July  15,  1933,  The 
Equity  Corporation  (another  investment  company  then  controlled  by 
David  Milton  and  Ellery  Huntington)  had  acquired  control  of  United 
Founders  Corporation  and  its  subsidiaries.* -'^  On  November  23,  1935, 
The  Equity  Corporation  caused  United  Founders  Corporation  and 
its  subsidiaries  to  be  consolidated  to  form  American  General  Cor- 
])oration,*-'"  39%  of  the  voting  stock  being  acquired  by  The  Equity 
Corporation.*"^ 

Beginning  in  November  1935,  the  United  Founders  Corporation 
group  and  its  successor,  American  General  Corporation,  purchased 

*>"'  See  supra,  note  468. 

*"- op.  cit.  siii)ra,  note  1,  ("ommission's  Exhibit  No.  X4000. 
♦«3Icl.,  at  2.5514. 

••**  Id.,  at  25509  and  Commission's  Exhibits  Nos.  X3996,  X3fl97.  and  X3423-5i  (p.  4). 
'^''  For  more  detailed  discussion  of  this  sale  and  commission  see  infra,  pp.  595-601. 
*■""  See  note  3,  supra. 
*s'Op.  cit.  supra,  note  1,  at  25292. 
*^Id.,  Commission's  Exhibit  No.  X3424  (p.  16). 

<**  I'ublic  Examination,  The  Equity  Corporation,   Commission's  Exhibits  Nos.  805,  806. 
For  more  detailed  discussion  of  The  Equity  Corporation  see  Sec.  VI.  N,  supra,  pp.  218-20. 
*■'«  Id.,  Commission's  Exhil)it  No.  862. 
^'"See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  Sec.  IV,  B,  2. 
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all  of  the  stock  of  Public  Utility  Associates,  Inc.,*°-  whose  principal 
asset  was  its  ownership  of  50,000  shares  of  the  Class  A  stock  of  Gen- 
eral Investment  Corporation — half  of  the  outstanding  shares  of  such 
stock.  This  purchase  placed  all  of  the  Class  A  stock  of  General 
Investment  Corporation,  which  represented  40%  of  that  company's 
total  voting  power,  in  the  hands  of  American  General  Corporation.*^* 

From  Jul}^  1933  to  August  1936,  under  the  management  of  United 
Founders  Corporation  and  its  successor  American  General  Corpora- 
tion, the  activities  of  General  Investment  Corporation  *^*  were  primar- 
ily confined  to  the  liquidation  of  its  portfolio  of  public  utility  securi- 
ties.*^^ The  funds  derived  from  the  sale  of  these  portfolio  securities 
were  used  by  General  Investment  Corporation  to  reacquire  its  own  out- 
standing preferred  stock  at  substantial  discounts  from  asset  value,  by 
means  of  exchange  offers  of  cash  and  its  common  stock  and  of  a  new  $3 
l^rior  preferred  stock.*''*' 

As  at  May  31,  1934,  General  Investment  Corporation  had  out- 
standing 127,013  shares  of  $6  preferred  stock  *^^  having  a  preference 
in  assets  of  $115  a  share,  or  a  total  of  $14,606,500.  In  addition,  divi- 
dend arrears  on  the  preferred  stock  then  totaled  $1,905,000.*''^  Thus, 
the  total  prior  claim  of  the  preferred  stock  against  the  investment 
company's  assets  was  $16,511,500.  However,  as  at  May  31,  1934,  the 
investment  company  had  net  assets  of  $12,147,877 j**'^  an  amount  in- 
sufficient to  meet  the  preferential  claim  of  the  preferred  stock  against 
the  assets  of  the  company.  As  a  result,  the  investment  company's 
Class  A  common  and  common  stocks  had  no  asset  value  and  the 
actual  liquidating  value  of  each  share  of  preferred  stock  was  $95.64. 

On  May  31,  1934,  the  United  Founders  Corporation  group  held 
50,000  shares  of  the  Class  A  and  148,780  ^°^  shares  of  the  common 

*^-  One-half  of  the  stock  of  Public  Utility  Associates,  Inc.,  was  acquired  from  George  E. 
Deveiidorf,  then  president  of  General  Investment  Corporation,  who  had  purchased  the  stock 
at  a  cost  of  $75,000  in  Julj^  1935  from  Amerex  Holding  Corporation,  formerly  Chase  Securi- 
ties Corporation.  (Op.  cit.  supra,  note  1,  at  25293  and  Commission's  Exhibit  No.  X4130.) 
Mr.  Devendorf  transferred  the  stock  of  Public  Utility  Associates,  Inc.,  to  United  Founders 
Corporation  and  American  Pounders  Corporation  in  November  1935  in  consideration  of  the 
receipt  of  3,500  shares  of  the  preferred  and  25,000  shares  of  the  common  stock  of  General 
Investment  Corporation  which  Mr.  Davendorf  resold  at  a  profit  of  $295,000.  (Id.,  at  25664 
and  Commission's  Exhibit  No.  X4130.) 

*^^  United  Pounders  Corporation  and  its  subsidiaries,  the  predecessors  of  American  Gen- 
eral Corporation,  had  held  50%  of  the  Class  A  stock  of  General  Investment  Corporation 
from  the  latter's  inception  in  1929.     (Id.,  Commission's  Exhibit  No.  X3424  (p.  27  et  seq.).) 

"1  Id.,  Commission's  Exhibit  No.  X3423-C,  Item  19. 

*^^  Upon  its  accession  to  control,  United  Pounders  Corporation  caused  the  name  of  the 
investment  company  to  be  changed  from  The  Public  Utility  Holding  Corporation  of  America 
to  its  present  name.  General  Investment  Corporation.  (Id.,  Commission's  Exhibit  No. 
X3423,  p.  1.) 

*^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X4129.  This  new  preferred  stock, 
which  was  created  by  an  amendment  to  the  investment  company's  charter  on  September  25, 
1934,  had  a  par  value  and  liquidating  preference  of  $50  per  share. 

*"  Id.,  Commission's  Exhibit  No.  X3423-5-H.  The  investment  company  also  had  out- 
standing as  of  the  same  date  626,698  shares  of  common  stock  and  100,000  shares  of  Class  A 
stock  alike  in  all  respects  except  that  the  Class  A  stock  at  all  times  possessed  40%  of  the 
voting  power  of  the  corporation. 

*>»  Ibid. 

*"3  Ibid.  The  investment  company's  then  principal  asset,  the  notes  of  the  Buenos  Aires 
Central  Railroad  &  Terminal  Company  having  a  face  value  of  $17,410,565  (ibid.),  were 
valued  on  the  company's  balance  sheet,  after  deducting  reserves,  at  approximately 
$7,000,000.  (Ibid.)  As  will  be  described  infra  (pp.  592-4),  these  notes  were  later  sold 
to  an  agency  of  the  Argentine  government  for  $7,500,000. 

wid.,  Commission's  Exhibit  No.  X3424  (p.  27  et  seq.). 


INVESTMENT    TRUSTS    AND   INVESTMENT    COMPANIES  579 

stock  of  General  Investment  Corporation,  or  approximately  27%  of 
the  aggregate  of  such  common  and  Class  A  stock  then  oiitstanding.^*^^ 
The  retirement  of  substantial  blocks  of  the  investment  company's 
preferred  stock  at  a  cost  less  than  the  actual  liquidating  value  would, 
at  the  expense  of  preferi-ed  stockholders  who  sold  their  shares  for  les? 
than  asset  value,  not  only  enhance  the  liquidating  value  of  the  out- 
standing preferred  stock  and  eliminate  dividend  arrearages  on  the 
preferred  stock  retired,  but  would  increase  the  possibility  of  partici 
pation  in  the  company's  assets  and  earnings  by  the  common  and 
Class  A  common  stockliolders. 

On  June  15,  1934,  General  Investment  Corporation,  then  under  the 
control  of  the  United  Founders  Corporation  group,  offered  to  acquire 
its  $6  preferred  stock  by  payment  of  $15  in  cash  and  7  shares  of  its 
common  stock  for  each  share  of  such  preferred  stock.^"^-  The  man- 
agement's offering  letter  invited  tenders  up  to  a  maximum  of  42,337 
shares,  one-third  of  the  total  amount  outstanding,  to  be  made  on  June 
30,  1935.^°^  The  letter  inviting  tender  did  not  disclose  either  the 
market  or  the  asset  value  of  the  securities  involved  in  the  exchange. ^°* 
Nor  did  the  letter  indicate  the  management's  holdings  of  the  common 
and  Class  A  common  stock  of  the  company  and  the  possible  benefit 
which  might  accrue  to  the  management  by  virtue  of  the^e  holdings, 
if  the  offer  was  successful. 

On  June  15,  1934,  the  market  value  of  the  $6  preferred  stock  was 
approximately  $15  a  share  and  the  market  value  of  the  company's 
common  stock  was  75  cents  j^er  share.  On  a  market  value  basis, 
therefore,  the  company's  offer  of  $15  in  cash  plus  7  shares  of  common 
stock  having  a  market  value  of  $5.25  for  each  share  of  its  $6  pre- 
ferred stock  was  an  attractive  one.°°^  However,  the  preferred  stock- 
holders who  accepted  the  company's  offer  received  $15  casli  and  com- 
mon stock  having  no  asset  value  in  return  for  each  share  of  their 
preferred  stock  which  had  an  asset  value  on  May  31,  1934,  according 
to  the  company's  published  rej^orts,  of  $95.64  per  share. 

^  The  United  Founders  Corporation  group  on  May  31,  1934,  also  held  34,683  shares  of 
the  $6  preferred  stock  of  General  Investment  Corporation,  equivalent  to  27%  of  the  127,013 
shares  of  such  stock  then  outstanding.  (Ibid.)  Although  they  accepted  the  exchange  offers 
of  General  Investment  Corporation  as  to  a  portion  of  their  holdings  of  such  stock  at  a  loss 
in  asset  value,  this  loss  was  in  substance  offset  by  the  enhancement  in  the  value  of  the 
preferred  stock  which  the  Founders  group  of  companies  retained.     See  infra,  p.   581. 

^Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X4129.  On  July  2,  1934,  this  offer 
was  renewed  and  on  July  30,-  1934,  the  offer  expired.      (Ibid.) 

««Id.,  Commission's  Exhibit  No.  X4129.  It  is  to  be  noted  that  Section  3  (a)  (9)  of  the 
Securities  Act  of  1933  exempts  from  the  registration  provisions  of  that  Act  "any  security 
exchanged  by  the  issuer  with  its  existing  security  holders  exclusively  where  no  commission 
or  other  remuneration  is  paid  or  given  directly  or  indirectly  for  soliciting  such  exchange." 

^'  Id.,  Commission's  P^xhibit  No.  X4129.  Nor  did  the  annual  report  of  General  Invest- 
ment Corporation  as  of  May  31,  1934,  which  was  issued  to  the  stockholders  on  June  12. 
1934,  specifically  indicate  the  asset  values  of  the  company's  outstanding  securities, 
although  it  contained  financial  statements  from  which  an  informed  investor,  after  some 
calculation,  could  obtain  such  asset  values.     (Id.,  Commission's  ExMbit  No.  X3423-5h.) 

■^  This  premium  paid  in  terms  of  market  value  was  an  inducement  for  the  exchange. 
However,  since  the  market  value  of  the  common  stock  had  no  basis  in  underlying  asset 
value,  the  advantage  in  the  exchange  to  investors  in  General  Investment  Corporation  as  a 
whole  was  more  apparent  than  real.  While  individual  security  holders  might  realize  $5.25 
on  resale  of  the  common  shares,  they  could  realize  it  only  by  reason  of  the  fact  that  others 
might  buy  from  them  stock  which  had  neither  asset  value  nor  current  earnings. 
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As  a  I'esult  of  its  offer.  General  Investment  Corporation  reacquired 
42,337  shares,  constituting  one-third  of  its  outstanding  $6  preferred 
stock,  with  a  liquidating  value,  as  of  May  31.  1934.  of  $95.64  per 
share  or  a  total  liquidating  value  of  $4,029,110.  For  these  shares 
General  Investment  Corporation  expended  $635,055  in  cash  and  issued 
296,359  shares  of  its  common  stock,  without  any  asset  value  at  that 
lime.  As  a  consecjuence,  the  asset  value  of  the  remaining  preferred 
stock  was  enhanced  by  approximately  $3,414,055,  at  the  expense  of 
the  preferred  stockholders  who  had  accepted  the  compaiiy's  offer. 
Furthermore,  by  this  retirement  one-third  of  the  $1,905,000  of  divi- 
dend arrearages  on  the  preferred  stock  as  of  May  31,  1934.  was 
eliminated. 

The  United  Founders  Corporation  group  of  com])anies  accepted 
General  Investment  Corporation's  offer  as  to  11,653  shares  of  their 
total  holdings  of  the  34,683  shares  of  $6  preferred  stock.-^''^  The 
United  Founders  Corporation  group  retained  23.030  shares  ^°^  of  the 
$6  preferred  stock  of  General  Investment  Corporation,  or  approxi- 
]nately  the  same  proportion  of  the  preferred  shares  outstanding  as  it 
had  previousl^^  held.  Since  the  asset  value  of  only  the  preferred 
stock  was  affected  by  the  exchange,  the  deriAed  increment  in  the 
asset  value  of  tlie  |)referred  stock  of  General  Investment  Corpora- 
tion which  the  United  Founders  Corporation  grouj)  retained,  approxi- 
mately offset  the  loss  in  asset  value  in  the  preferred  stock  of  General 
Investment  Corporation  which  they  surrendered  under  ^'he  offer. 

On  February  14,  1935.  General  Investment  Cor])0i'ation  offered 
to  acquire  59,230  shares,  or  70%  of  its  then  outstanding  $6  preferred 
stock  in  exchange  for  shares  of  a  new  $3  prior  preferred  stock  and  its 
common  stock  at  the  rate  of  one-half  of  a  sliare  of  a  new  $3  prior  pre- 
ferred stock  and  ten  shares  of  connnon  stock  for  each  share  of  old 
preferred  stock."*""  This  offer  was  renewed  on  March  26,  and  on  June 
20,  1935,  and  expired  on  July  8,  1935.="^  Again  the  offering  letters 
failed  to  disclose  fully  the  asset  and  market  values  of  the  securities 
involved  in  the  exchange  or  the  management's  holdings  of  the  various 
classes  of  the  investment  company's  securities."^"  The  market  value 
of  the  $6  preferred  stock  during  the  pendency  of  this  offer  varied 
from  $15  to  $17  a  share.  The  market  value  of  the  ten  shares  of  com- 
mon stock  plus  the  one-half  sh:ire  of  $3  preferred  stock  offered  for 
each  share  of  the  $6  prefei-red  stock  over  the  same  pei-iod  was 
approximatelA"  $30."^ 

However,  stockholders  who  accepted  Ihe  offer  suffered  substantial 
losses  in  asset  values.    During  the  pendency  of  these  offers,  the  asset 


^"8  1(1.,  Commission's  Exliibit  No.  X3424  (p.  27  et  seq.). 

^  Ibid. 

="8  1(1.,  Commission's  Exhibit  No.  X4129. 

=<»  Ibid.  A  oa.sh  offer  of  .$15  a  share  was  made  for  the  $6  preferred  stock  held  by  stock- 
holders owning  T^A  shares  or  less  of  sucli  stock. 

510  Ibid. 

=11  Id.,  Commission's  Exhibit  No.  X3773.  This  valuation  assumes  a  market  value  for  the 
one-half  share  of  $3  prior  preferred  stock  of  .$25  a  share,  the  amount  of  itKS  preference 
against  the  investment  company's  assets. 
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v^aliie  of  the  $6  preferred  stock  was  in  excess  of  $60  per  share. ^^'-  By 
July  24,  1935,  the  investment  company  had  reacquired  and  retired  as 
a  result  of  the  exchan<je  offer  21,374  shares  of  its  $6  preferred  stock 
having  a  total  liquidating  value  of  approximately  $1,282,440.^^^  To 
reacquire  these  shares  General  Investmeut  Cor])()ration  had  issued 
10,687  shares  of  $3  prior  preferred  stock  havin<>-  a  liquidating  value 
of  $534,350  ^"  and  213,740  shares  of  its  common  stock  having  no  asset 
value  at  the  time.  As  a  result  of  the  excliange,  therefore,  the  asset 
value  of  the  outstanding  $6  preferred  stock  was  enlianced  approxi- 
mately $748,090. 

The  United  Founders  Corporation  group  accepted  this  last  offer 
of  the  General  Investment  Corporation  to  the  extent  of  5,840  shares 
of  their  holdings  of  the  $6  preferred  stock.-'^'  However,  United 
Founders  Corporation  still  retained  17,190  shares  of  the  $6  preferred 
stock,'^^''  thereby  retaining  approximately  27%  of  the  63,050  of  such 
shares  outstanding  after  the  termination  of  the  exchange  offers.^^' 
Since  the  exchange  only  affected  the  asset  value  of  the  $6  preferred 
stock  still  outstanding  and  the  United  Founders  Corporation  group 
retained  their  proportionate  interest  in  this  class  of  stock,  the 
Founders  group  derived  an  increment  in  the  asset  value  of  the  $6 
preferred  stock  of  General  Investment  Corporation  which  they  re- 
tained approximately  equal  to  the  loss  in  asset  value  they  suffered  on 
the  $6  preferred  stock  which  they  surrendered  to  General  Investment 
Corporation. 

In  all.  as  a  result  of  these  exchange  offers.  General  Investment  Cor- 
poration reacquired  63,711  shares  of  its  $6  preferred  stock,  or  approxi- 
mately one-half  of  such  preferred  stock  outstanding  prior  to  the  ex- 
change offers,  at  a  discount  of  about  $4,162,145  from  their  asset  values 
at  the  approximate  times  of  such  offers.  And.  as  has  been  stated, 
although  the  United  Founders  Corporation  groups  surrendered  part 
of  its  shares  of  the  $6  preferred  stock  of  General  Investment  Corpora- 
tion under  the  terms  of  the  latter 's  exchange  offers,  their  losses  in 
asset  value,  as  the  result  of  the  exchanges,  were  offset  by  the  increase 
in  asset  value  of  the  $6  preferred  stock  which  they  retained.     How- 

51=  On  November  ."^O,  1934.  the  asset  value  of  the  .$«>  preferred  stock  was  .$62  per  share 
(id..  Commission's  Exhibit  No.  X3423  [Exhibit  5-1] )  and  on  May  31,  193.5,  its  asset  value  was 
$67.69  per  share.  (Id.,  Commission's  Exhibit  No.  .5-J.)  The  apparent  decline  in  the  asset 
vahie  of  the  preferred  stoclf  from  an  as.«e.t  value  of  .$95.64  per  sharp  on  May  31,  1934,  to 
$67.69  per  share  on  May  31.  1935,  is  attributable  to  an  "arbitrary"  write-down  by  the 
management  of  the  notes  of  the  Buenos  Aires  Central  Railroad  &  Terminal  Company  from 
approximately  $7,000,000  on  May  31,  1934,  to  approximately  $3.K00.OOO  on  May  31,  1935. 
(Ibid.)  These  notes,  as  already  stated,  were  .sohl  in  November  1936  for  $7.-500.000.  If  the 
valuation  of  $7,000,000  for  the  Terminal  Company's  notes  used  in  tlie  May  31.  1934,  report 
to  stocltholders  had  been  retained  in  the  May  31.  1935  report,  tlie  reported  asset  value  of 
the  $6  preferred  stock  on  this  date  would  have  been  approximately  .$115  per  share. 

5W  Id.,  Commission's  Exhibit  No.  X3424   (p.  24). 

"■*  Ibid.  On  November  7,  1935.  General  Investment  Corporation  made  a  public  oflfej  to 
repurchase  its  $3  prior  preferred  stock  at  a  price  of  $41.50  per  share.  As  a  result  of  this 
offer,  the  investment  company  reac(|Uired  9,408  shares  of  $3  prior  preferred  stock  having  a 
liquidating  value  of  $470,400  at  a  cost  of  $390,331. .50.  (Id.,  Commissions  Exhibits  Nos. 
X4129,   X.3424    (p.    16).) 

.'.15  These  common  shares,  however,  had  a  market  value  of  approximately  $291,200.  (Id., 
Commission's  Exhibit  No.   X3773.) 

51"  Id.,  Commission's  Exhibit  No.  X3424  (p.  27  et  seq.). 

"7  Id.,  Commission's  Exhibit  No.  X3423-5-I. 
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ever,  the  retirement  of  approximately  one-half  of  the  outstanding  $6 
preferred  stock  of  General  Investment  Corporation  was  of  potential 
benefit  to  the  Class  A  and  common  stock  of  General  Investment  Cor- 
poration which  was  substantially  owned  by  the  United  Founders 
Corporation  group. 

Largely  as  the  result  both  of  the  retirement  of  i^art  of  the  com- 
pany's $6  preferred  stock  by  exchange  offers  and  the  subsequent  sale 
for  $7,500,000  gross  of  the  notes  of  the  Buenos  Aires  Central  Kailroad 
&  Terminal  Company  to  an  agency  of  the  Argentine  government  in 
November  1936,°^®  the  net  assets  of  the  investment  company  as  at 
November  30,  1936  were  not  only  sufficient  to  meet  the  full  liquidating 
preference  of  the  then  outstanding  $6  preferred  stock  plus  the  unpaid 
dividends  thereon,  but  also  to  provide  an  asset  value  of  approximately 
TO  cents  per  share  for  the  company's  outstanding  Class  A  and  com- 
mon stock.^^''  However,  American  General  Corporation  (the  suc- 
cessor to  the  United  Founders  Corporation  group),  did  not  obtain  the 
full  advantage  of  this  increment  because  it  disposed  of  its  holdings 
of  the  securities  of  General  Investment  Corporation  to  International 
Equities  Corporation,  another  investment  company  controlled  by 
Ernest  B.  Warriner  at  a  price  of  $1,100,000  which  was  only  $32,000 
in  excess  of  the  stated  value  of  such  holdings.^-"  This  price  was 
substantially  less  than  the  asset  value  of  the  securities  after  the  sale 
of  the  Terminal  Company  notes  which  took  place  a  short  time  after 
American  General  Corporation  sold  its  holdings  to  International 
Equities  Corporation. 

During  the  time  that  the  investment  company  was  engaged  in  its 
preferred  stoclv  retirement  program  substantial  trading  in  this  stock 
was  carried  on  by  the  insiders  of  General  Investment  Corporation, 
particularly  by  George  E.  Devendorf  and  his  family.  In  June  1932, 
Mr.  Devendorf,  who  had  served  as  vice  president  of  the  investment 
company  from  its  inception,  became  its  president  and  served  in  that 
capacity  until  August  3,  1936.^-^  Although  his  ownership  of  Gen- 
eral Investment  Corporation's  $6  preferred  stock  prior  to  the  time 
that  he  became  president  of  the  investment  company  had  been  limited 

^18  As  early  as  1933,  George  E.  Devendorf,  then  the  president  of  General  Investment 
Corporation,  had  gone  to  Buenos  Aires  in  an  attempt  to  dispose  of  the  Terminal  Company's 
notes  held  by  the  investment  company.  (Public  Examination,  General  Investment  Corpora- 
tion, at  20237.)  In  a  letter  to  the  stockholders  of  General  Investment  Corporation,  accom- 
panying its  annual  report  as  of  May  31,  1934,  Mr.  Devendorf  stated  (op.  cit.  supra,  note  1, 
Commission's  Exhibit  No.  X3423— 5H)  :  "According  to  latest  advices  received,  the  President 
of  Argentina  has  recommended  *  *  *  the  enactment  of  a  law  providing  for  the  forma- 
tion of  a  transport  monopoly  to  include  the  subways  and  tramways  of  the  City  of  Buenos 
Aires  and  suburbs.  It  Is  too  early  to  estimate  the  effect  this  law  will  have,  if  passed 
*  *  *  on  the  tramway  and  subway  properties  belonging  to  the  Terminal  Company." 
The  law  referred  to  in  this  letter  was  finally  passed  in  October  1936.  (Public  Examination, 
General  Investment  Corporation,  at  20238-9.) 

'^i"  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3423-F. 

^-'  See  infra.  American  General  Corporation  also  received  an  11%  participation  in  any 
proceeds  in  excess  of  $2,800,000  derived  by  General  Investment  Corporation  from  the  sale 
by  the  latter  of  its  holdings  of  the  notes  of  the  Buenos  Aires  Central  Railroad  &  Terminal 
Company.  This  11%  participation  would  have  entitled  American  General  Corporation  to 
an  additional  payment  of  $.517,000  from  International  Equities  Corporation.  However,  in 
July  1937,  for  reasons  which  will  be  described  later,  American  General  Corporation  took 
legal  proceedings  to  rescind  the  sale  of  its  holdings  of  General  Investment  Corporation's 
securities  to  International  Equities  Corporation. 

^^  Op.  cit.  supra,  note  1,  Commission's  Exhibit  No.  X3424,  p.  16. 
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to  a%  shares  purchased  for  $224.94  in  September  1930,'^"  after  he 
became  president  Mr.  Devendorf  and  his  family  became  active  traders 
in  this  stock.  Between  August  12,  1932,  and  March  9,  1934,  Deven- 
dorf and  his  family  purchased  14,295  shares  of  such  preferred  stock 
for  $86,696.75  or  at  an  average  price  of  $6  a  share;  and  between 
April  16  and  July  19,  1934,  at  the  time  that  the  investment  company 
was  offering  $15  and  7  shares  of  common  for  each  share  of  the  $6 
preferred  stock,  Devendorf  and  his  family  resold  these  shares  at  an 
average  price  of  $12.40  per  share  for  $178,355.73  or  at  a  profit  of 
$91,434.04.5-" 

Between  March  25,  1935,  and  June  19,  1935,  Mr.  Devendorf  and  his 
family  purchased  2,852  shares  of  $6  preferred  stock  of  General  In- 
vestment Corporation  for  $60,365.05.  Again  at  the  time  that  the 
investment  company  was  reacquiring  its  $6  preferred  stock  by  the 
further  public  exchange  offers,  these  shares  were  sold  for  $96,051.32 
or  at  a  profit  of  $35,695.27.^'*  Mr.  Devendorf  testified  that  these 
profits  realized  by  him  and  his  family  on  their  transactions  in  the  $6 
preferred  in  1934  and  1935  were  realized  in  part  at  the  expense  of 
the  investment  company  to  which  he  sold  $6  preferred  stock,  for  cash 
and  securities,  at  the  times  that  the  mvestment  company  made  its 
exchange  offers.^-^ 

In  addition  to  the  above  preferred  shares  which  were  resold  by 
Mr.  Devendorf  and  his  family  during  1935,  the  Devendorfs  during 
that  year  accumulated  approximately  13,900  shares  of  the  $6  pre- 
ferred stock  at  a  cost  of  about  $267,520.^^^  Almost  immediately  upon 
Mr.  Devendorfs  resignation  as  president  of  the  Corporation  in 
August  1936,  he  and  his  family  resold  4,900  shares  of  this  $6  preferred 
stock  at  a  profit  of  $199,694.37.-^"  Of  these  shares,  800  were  sold  to 
American  Equities  Corporation  ^^^  at  $60  per  share  or  at  a  profit  of 
$32,609.04.''2^  These  800  shares  together  with  1,200  additional  shares 
which  American  Equities  Corporation  had  acquired  at  a  total  cost 
of  $103,170  (for  the  entire  2,000  shares)  and  2,500  additional  shares 
owned  by  Devendorf   and   his  family   were  immediately  resold  to 

°"  See  Appendix  F,  infra. 

Ka  Ibid. 

^^  Ibid. 

<*"  Op.  tit.  supra,  note  1,  at  2.5667.  During  1935  General  Investment  Corporation  paid 
out  about  $1,299,000  in  cash  in  retirement  of  preferred  stock.  (Id.,  Commission's  Exhibit 
No.  X3424  at  pp.   10-11.) 

'■•28  Appendix  F.  p.  788. 

&"  Ibid. 

MS  While  Devendorf  was  president  of  General  Investment  Corporation  in  November  1935, 
it  sold  to  Colonel  A.  B.  I'ierce  the  entire  block  of  509,673  shares  of  Central  Public  Service 
Company  common  stock  and  of  249,467  shares  of  Central  Public  Utility  Corporation  Class  A 
stock  together  with  an  option  on  5,000  shares  of  Consolidated  Electric  &  Gas  Company 
preferred  stock  for  $70,000.  Thereafter,  Colonel  Pierce  sold  these  securities  at  a  profit 
of  over  $100,000  (op.  cit.  supra,  note  1,  at  256."6-8)  to  American  Equities  Corporation 
which  had  been  suggested  to  Pierce  as  a  possible  buyer  of  such  sccuritit  s  by  Mr.  Devendorf. 
(Id.,  at  25685.)  This  transaction  gave  American  Equities  Corporation  a  substantial 
interest  in  the  reorganized  Central  Public  Service  system.  Mr.  Devendorf  was  then  and 
still  is  chairman  of  the  board  of  Consolidated  Electric  &  Gas  Company.  (Id.,  at  25669.) 
Almost  immediately  upon  his  resignation  as  president  of  General  Investment  Corporation 
in  1936,  Devendorf  stai-ted  trading  in  the  bonds  of  Consolidated  Electric  &  Gas  Corpora- 
tion with  funds  loaned  him  by  American  Equities  Corporation,  such  financing  totaling 
$118,728.77.     (Id.,  Commission's  Exhibit  No.  X4145.) 

620  Appendix  A,  p.  779. 
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General  Investment  Corporation  by  American  Equities  Corporation 
on  its  own  behalf  and  as  agent  for  Devendorf  and  his  family  at  $60 
per  share  or  a  profit  of  about  $101,900  to  the  Devendorfs  and  a  profit  of 
about  $17,000  to  American  Equities  Corporation,"^^ 

American  Equities  Corporation  was  not  the  only  associate  of  Mr. 
Devendorf  to  profit  in  trading  in  the  $6  perferrecl  stock  of  General 
Investment  Corporation,  D.  H.  Silberberg  &  Compan}-,^"^  in  1935, 
bought  in  joint  account  with  Mr.  Devendorf  and  his  family  about 
3,900  shares  at  $20  per  share  which  he  resold  to  Wallace  Groves  ^^^ 
at  a  price  of  $87,50  per  share  realizing  thereby  a  profit  of  $67.50  per 
share  or  a  total  profit  of  over  $263,000. 

The  balance  of  9,000  shares  of  $6  preferred  stock  which  the  Deven- 
dorfs held,  at  a  cost  of  $173,000,  at  the  time  of  his  resignation  in 
August  1936  as  president  of  General  Investment  Corporation  were 
resold  in  January  1937  to  Wallace  Groves  at  $87.50  per  share  or  at 
a  profit  to  the  Devendorfs  of  about  $614,000. ^^^ 

G.  MANAGEMENT  OF  GENERAL  INVESTMENT  CORPORA- 
TION BY  ERNEST  B.  WARRINER  (AUGUST  1936  TO 
MARCH  1937) 

1,  ACQUISITION  OF  CONTROL  OF  GENERAL  INVEST- 
MENT CORPORATION  BY  ERNEST  B.  WARRINER 

In  May  1936,  American  General  Corporation  (formerly  United 
Founders  Corporation  group)  controlled  General  Investment  Corpo- 
ration ^''*  b}'  virtue  of  its  ownership  of  13,690  shares  of  the  preferred 
stock,  97,000  shares  of  the  Class  A  common  stock,  and  277,645  shares 
of  the  common  stock.'^''^  At  this  time,  General  Investment  Corpora- 
tion, which  had  raised  approximately  $78,500,000  of  funds  ^"'=  had 
aggregate  assets  of  only  approximatel}'  $5,400,000,  consisting  of 
$1,099,351  in  cash,  portfolio  securities  with  a  market  value  of  $703,- 

^"  Op.  cit.  supra,  note  1,  Commission's  Exhibits  Nos.  X4145  and  4146;  see  Appendix  A, 
infra.  These  share.s  were  reacquired  by  exclianjre  of  Consolidated  Electric  &  Gas  Company 
preferred  stock  at  $15  a  share.  (Id..  Commis.sion's  Exhibit  No.  X3970.)  As  indicated  in 
note  528,  supra.  American  Equities  Corporation  acquired  a  substantial  interest  in  the 
reorganized  Central  Public  Service  Corporation  System.  The  total  investment  therein  on 
August  31.  1937.  was  in  excess  of  $1,000,000.     (Id.,  Commission's  Exhibit  No.  X4146.) 

■^  D.  H.  Silberberg  &  Company,  one  of  the  principal  brokers  for  the  United  Founders 
Corporation  group,  in  1929  managed  Original  Investing  Corporation  (id.,  at  p.  25681),  a 
private  investment  enterprise  ovpned  by  Devendorf,  partners  of  D.  H.  Silberberg  &  Com- 
pany, and  other  officers  of  the  United  Pounders  Corporation  group.  (Id.,  at  p.  25243.) 
D.  H.  Silberberg  &  Company  had  financed  Devendorfs  subscription  to  stock  of  that 
company.      (Id.,  at  p.  25243.) 

=32  Id.,  at  25284. 

=33  Appendix  F,  infra.  As  will  be  discussed  later,  this  purchase  by  Wallace  Groves  in- 
volved no  expenditure  of  his  own  funds  but  was  in  fact  financed  by  General  Investment 
Corporation  which  was  at  the  time  controlled  by  Ernest  B.  Warriner,  a  business  associate 
of  Wallace  Groves.  Simultaneous  with  the  purchase  Mr.  Groves  resold  these  and  other 
preferred  shares,  the  acquisition  of  which  was  similarly  financed,  to  General  Investment 
Corporation  at  a  profit  to  him  of  about  $300,000. 

^35  Public  Examination,  General  investment  Corporation,  at  15162—5. 

^3=  Id.,  Commission's  Exhibit  No.  1565. 

w«  See  supra,  p.  502. 
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388,  and  the  notes  of  the  Buenos  Aires  Central  Railway  &,  Terminal 
Company  ^^'  in  which  General  Investment  Corporation  had  invested 
a  total  of  $14,316,039.46  °  ■'*  but  which  were  valued,  for  balance-sheet 
purposes  in  May  of  1936.  at  $3,641,823.^-^« 

Daring  1933,  General  Investment  Corporation  connnenced  negotia- 
tions for  the  sale  of  the  Terminal  Company  notes.-'*"  Clilford  P. 
Billings,^*^  vice  president  and  general  manager  of  the  Terminal  Com- 
pany in  Buenos  Aires,  was  designated  by  General  Investment  Cor- 
poration to  negotiate  the  sale  of  this  investment  to  Argentine  or 
British  interests.'*-  ^Ir.  Billings,  by  March  or  April  1936,  had  suc- 
ceeded in  interesting  the  Instituto  Mobilizoador  de  Inversiones 
Bancarias,  hereafter  called  the  "Instituto,"  an  Argentine  govern- 
mental institution  corresponding  to  the  Reconstruction  Finance  Cor- 
poration,"^ in  the  possil3le  purchase  of  the  notes  of  the  Terminal 
Company  for  $6,500,000  in  cash  and  "a  secondary  participation  in 
the  subway  company."  At  that  time,  General  Investment  Corpora- 
tion was  still  controlled  by  American  General  Corporation  (formerly 
United  Founders  Corporation  group),  which  in  turn  was  controlled 
by  The  Equity  Corporation,  which  in  turn  was  dominated  by  the 
David  Milton  and  EUery  C.  Huntington  interests. 

About  the  time  when  Mr.  Billings'  negotiations  to  sell  the  Termi- 
nal Company  notes  were  apparently  succeeding,  one  Ernest  B.  War- 
riner,  who  had  been  associated  with  Wallace  Groves  when  the  latter 


^^  The  investment  in  tiie  notes  of  the  Terminal  Company  constituted  the  only  substantial 
asset  of  General  Investment  Corporation.  Mr.  Devendorf  testified  (up.  cit.  supra,  note 
.5.34,  at  150.54)  : 

Q.  The  stockholders  in  this  company,  their  only  possible  salvation  to  recoup  at  least 
a  little  of  their  lo.sses.  was  in  the  subway  ;  isn't  that  so?  That  is  the  only  substantial 
asset  that  they  had  at  the  time  that  you  speak  of,  when  you  say  the  a.ssets  were  nine 
to  ten  million  dollars,  isn't  that  so? 

A.   In  August  of  19o0,  that  is  correct. 

Q.  The  only  straw  that  the  stockholders  could  grasp  at,  after  the  shrinkage  of 
$67,000,000  was  that  subway  down  in  Buenos  Aires? 

A.  That  is  correct. 

MS  See  Table  5.  supra,  p.  534. 

^^"  Moody' ><  Manual  of  Investments.  Bankn,  etc..  1937.  at  p.  1743.  In  the  balance  sheet 
of  General  Investment  Corporation  for  May  l'.)36,  the  Terminal  Company  notes  were 
carried  in  the  assets  at  $8,641,823.  However,  on  the  liability  side  of  the  balance  sheet, 
there  was  set  up  a  general  reserve  c^f  $5,000,000  which  is  applicable,  in  view  of  the  other 
items  in  the  balance  sheet,  to  tne  value  of  the  notes.  Accordingly,  the  actual  net  value 
fixed  for  the  notes  would  be  $3,641,823. 

^"Op.  cit.  supra,  note  534,  at  15059,   20237. 

•'-•i  Mr.  Billings  was  the  representative  of  General  Investment  Corporation  in  the  manage- 
ment of  the  Terminal  Company.  In  1932  and  1933  he  was  also  a  vice  president  of  General 
Investment  Corporation.  (Public  Examination,  American  General  Corporation,  et  al.,  Com- 
mission's Exhibit  No.  X3424,  p.  16.) 

"'^  Op.  cit.  supra,  note  534,  at  20236a,  20237-8. 

^■^  Instituto  Mobilizoador  de  Inversiones  Bancarias  was  created  under  Argentine  law  to 
take  over  from  the  Banco  de  la  Nacion  Argentine,  and  other  Argentine  banks  a  number  of 
frozen  assets.  The  "Instituto"  had  the  power  to  sell,  liquidate,  trade,  put  new  money  in, 
and  to  clear  up  frozen  assets  held  by  banks.  (Id.,  at  15072.)  At  this  time  various  Argentine 
banks  held  all  of  the  common  stock  of  the  Terminal  Company  as  collateral  for  loans  to  the 
I.a  Croze  family,  the  owners  of  such  stock.  The  Terminal  Company's  common  .stock  was 
apparently  transferred  to  the  'Instituto,"  which  contemplated  a  reorganization  of  the 
capital  structure  of  the  Ternunal  Company  as  a  means  of  creating  a  value  for  such  stock. 
Apparently  as  part  of  the  reorganization  program  it  was  decided  to  purchase  the  notes  of 
the  Terminal  Company  hell  by  General  Investment  Corporation.      (Ibid.) 
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had  previously  acquired  control  of  other  investment  companies, 
commenced  negotiations  to  acquire  control  of  General  Investment 
Corporation  from  the  American  General  Corporation.  In  May  193G^ 
just  after  Mr,  Billings  had  tentatively  arranged  to  sell  the  railway 
for  approximately  $7,500,000  subject  to  the  approval  of  the  manage- 
ment of  General  Investment  Corporation,  Mr.  Warriner  discussed 
with  Philip  De  Ronde,  with  whom  he  had  had  no  previous  business 
dealings,^*^  but  who  had  been  an  associate  of  Wallace  Groves,^*^ 
whether  he  would  undertake  the  completion  of  the  sale  of  the  Termi- 
nal Company's  notes  if  and  when  he,  Mr.  Warriner,  purchased  con- 
trol of  General  Investment  Corporation.^*^  The  method  whereby 
Ernest  B.  Warriner  acquired  control  of  General  Investment  Cor- 
poration will  now  be  outlined. 

Mr.  Warriner  had,  in  February  1936,  acquired  voting  control  of 
International  Equities  Corporation,  an  investment  company  of  the 
general  management  type.^*®     Prior  thereto  his  principal  activity  in 

6«  Ernest  B.  Warriner,  who  had  known  Wallace  Groves  "years  before,"  met  Mr.  Groves 
again  in  1931  and  immediately  became  associated  with  him  in  the  latter's  activities  in  acquir- 
ing control  of  investment  companies.  Prior  thereto  Mr.  Warriner  had  not  been  associated, 
with  any  investment  company.  (Public  Examination,  The  Equity  Corporation,  at  1829, 
1834-40.)  Mr.  Warriner  testified  that  he  recommended  the  purchase  of  Interstate  Equities 
Corporation  to  Wallace  Groves.  (Id.,  at  1832-3.)  After  Wallace  Groves  acquired  control  of 
Interstate  Equities  Corporation,  Yosemite  Holding  Corporation,  Chain  &  General  Equities, 
Inc.,  Granger  Trading  Corporation,  and  Joint  Investors,  Inc.,  he  designated  Mr.  Warriner  as 
his  nominee  on  the  board  of  some  of  these  companies.  (See  supra,  pp.  181-226.  Investment 
Compan'es  Acquired  and  Controlled  l)y  Wallace  Oroves.)  In  November  1931,  Mr.  Groves  paid 
Warriner  $15,000  commission  for  bringing  to  him  the  Interstate  Equities  Corporation 
transaction.     In  1933,  Groves  paid  Mr.   Warriner  "out  of  pocket  expenses"  of  $4,734.-87. 

After  Wallace  Groves  sold  his  interest  in  The  Equity  Corporation  to  David  Milton  and 
others,  Mr.  Warriner  continued  to  maintain  his  business  association  with  Wallace  Groves. 
(Public  Examination,  General  Investment  Corporation,  at  20310.)  Mr.  Warriner  not  only 
continued  to  represent  Mr.  Groves  in  various  ti-ansactions,  but  for  a  period  of  time  he 
shared  an  office  with  Mr.  Groves.     (Id.,  at  20310.) 

Subsequently,  in  1935,  when  Mr.  Warriner  commenced  to  acquire  control  of  investment 
companies,  he  occupied  an  office  directly  above  that  of  Wallace  Groves.  (Id.,  at  20310—11.) 
The  extent  of  their  close  association  is  further  indicated  by  the  fact  that  while  Mr. 
Warriner  was  carrying  on  his  negotiations  for  the  acquisition  of  investment  companies  he 
had  to  assure  those  with  whom  he  was  negotiating  that  he  was  not  associated  with  or 
acting  for  Wallace  Groves.  (See  testimony  of  Wilfred  S.  Robinson,  id.,  at  15146-7 ; 
Harlan  J.  Wright,  id.,  at  20625  ;  Harold  S.  Maddock,  id.,  at  20577  ;  Wallace  Groves,  id., 
at  20589  ;  R.  S.  Elliott,  id.,  at  15162  ;  Ray  Morris,  id.,  at  15251  ;  Walter  S.  Mack,  id.,  at 
15274-9  ;  Ernest  F.  Henderson,  id.,  at  15334-5,  15339.) 

=^=  Id.,  at  15068. 

546  Philip  De  Ronde,  who  at  one  time  had  been  president  of  the  Hiberuia  Trust  Company, 
had  long  been  a  close  business  associate  of  Wallace  Groves.  As  a  member  of  the  Prince  & 
Whitely  Creditors  Corporation  which  had  been  selected  to  liquidate  and  manage  the  assets 
of  the  Prince  &  Whitely,  the  brokerage  firm,  which  sponsored  and  controlled  Phoenix 
Securities  Corporation,  he  aided  Wallace  Groves  in  1933  in  acquiring  control  of  that 
company.  (Id.,  at  15067,  20210-3.)  Wallace  Groves  paid  him  $25,000  for  his  services  in 
this  connection.  (Id.,  at  20213-5.)  Subsequent  to  Mr.  Groves'  acquiring  control  of  Phoenix 
Seciu-ities  Corporation,  he  designated  Mr.  De  Ronde  as  a  member  of  the  board  of  directors 
of  Phoenix  Securities  Corporation,  which  position  he  still  held  at  the  time  of  the  Com- 
mission's Public  Examination  on  May  8,  1938.     (Id.,  at  15068.) 

=^^  The  exact  dates  on  which  these  discussions  took  place  are  not  certain.  However,  Mr. 
De  Ronde,  who  testified  before  the  Securities  and  Exchange  Commission  on  May  8,  1938, 
with  i-espect  to  this  transaction,  indicated  that  this  conversation  took  place  "at  least  a 
year  or  a  year  and  a  half  ago,"  which  fixes  the  date  at  some  time  in  May  1936,  prior  to 
the  acquisition  of  control  of  General  Investment  Corporation  by  Mr.  Warriner.  (Id.,  at 
15069.)  De  Ronde  had  never  had,  prior  to  this  conversation,  any  business  association  with 
Ernest  B.  Warriner.     (Id.,  at  15068.) 

^  See  infra,  notes  550,  552. 
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connection  with  investment  companies  had  consisted  of  his  association 
with  Wallace  Groves  while  the  latter  was  acquiring  control  of  various 
investment  companies.^'*'-*  Although  Wallace  Groves  denied  that  Mr. 
Warriner  was  his  agent  or  "•dinuniy"  in  the  transaction  whereby  Mr. 
Warriner  acquired  control  of  International  Equities  Corporation,  and 
although  ]\Ir.  Groves  denied  that  he  had  any  influence  or  control  over 
Ernest  B.  Warriner  or  International  Equities  Corporation  after  Mr. 
Warriner  acquired  control  of  that  investment  company,  the  fact  is 
that  Wallace  Groves  and  his  brother,  George  Groves,  had  supplied 
Mr.  Warriner  vrith  almost  all  of  the  funds  ^^'^  with  which  the  latter 
acquired  his  large  block  of  stock  of  International  Equities  Corpora- 
tion in  November  1935.  Thereafter,  by  the  use  of  tactics  similar  to 
those  which  had  been  used  by  Wallace  Groves  when  he  acquired  con- 
trol of  various  investment  companies,^^^  Mr.  Warriner  had  succeeded, 
by  February  1936,  in  acquiring  control  of  International  Equities  Cor- 
poration by  the  use  of  that  company's  own  funds.®^^ 

***  See  note  544,  supra. 

'^  On  November  5,  1935,  Ernest  B.  Warriner  purchased  11,049  shares  of  the  Class  A 
md  4,586  shares  of  Class  B  stock  of  International  Equities  Corporation,  representing 
23%  of  the  voting  power  of  that  corporation,  for  $185,070.75.  (Id.,  Commission's  Exhibit 
No.  1577.)  To  consummate  this  purchase  he  borrowed  $50,000  from  Underwritings  and 
Participations,  Inc.,  an  investment  company  which  he  controlled  (ibid.)  and  $139,000 
from  the  Delaware  Trading  Corporation  (id.,  at  20229),  on  the  security  of  the  Interna- 
tional Equities  Corporation  stock,  which  he  had  purchased.  (Id.,  at  20230,  20232-3.)  The 
Delaware  Trading  Corporation  was  a  personal  holding  company  of  Wallace  Groves  and 
George  Groves,  his  brother.  (Id.,  at  20229,  20460.)  Wallace  Groves  was  not  directly  con- 
nected with  this  company  at  the  time  it  lent  the  $139,000  to  Mr.  Warriner,  having  pre- 
viously transferred  his  interest  therein  to  George  Groves.  (Id.,  at  20229.)  However,  at 
the  time  when  this  loan  was  made  by  the  Delaware  Trading  Corporation  to  Mr.  Warriner, 
Wallace  Groves  was  making  substantial  loans  to  Delaware  Trading  Corporation  and  his 
brother.  George  Groves.  (Id.,  at  20466.)  Wallace  Groves  conceded  that  he  may  have  had 
a  "iK'Cuniary  interest"  in  the  International  Equities  Corporation  stock  hypothecated  with 
the  Delaware  Trading-  Corporation.  (Id.,  at  20466.)  Subsequently,  in  January,  after  Mr. 
Warriner  had  succeeded  in  acquiring  control  of  International  Equities  Corporation  and 
General  Investment  Corporation,  Mr.  Wallace  Groves  reacquired  his  stock  interest  in 
Delaware  Trading  Corporation  from  his  brother,  George  Groves,  in  satisfaction  of  a  loan. 
(Id.,   at   20229^.30,    20462,    20466.) 

=='  See  supra,  pp.  181-226.  InvcHmcnt  VouipanicH  Acquired  and  Controlled  iy  Wallace 
Groves.  Mr.  Groves"  method  was  to  contract  personally  to  acquire  coutioUing  block  of  stock 
ot  investment  companies  and  in  sub.stance  compel  other  investment  companies  under  his  con- 
trol to  purchase  tln'se  controlling  blocks  from  him  at  a  profit  to  himself  so  that  only  a  com- 
paratively nominal  amount  of  his  personal  funds  were  used  to  acquire  control  of  invest- 
ment companies. 

'*°-  On  February  21,  1936,  Mr.  Warriner  contracted  to  purchase  from  Louis  J.  Kolb  and 
his  associates  in  control  of  International  Equities  Corporation,  9,211  shares  of  its  Class 
A  stock  and  5,189  shares  of  its  Class  B  stock.  Louis  J.  Kolb  received  Mr.  Warriner's 
promissory  note  payable  six  months  from  the  date  of  the  agreement  as  payment  for  the 
shares.  (Id.,  Commission's  Exhibit  No.  1577.)  The  shares  of  stock  which  were  the  sub- 
ject of  this  agreement  and  which  increased  Mr.  Warriner's  control  to  56%  of  the  "A" 
stock  and  50%  of  the  "B"  stock  of  International  Equities  Corporation,  were  escrov^ed 
with  the  National  City  Bank,  subject  to  the  payment  of  Mr.  Warriner's  promissory  note, 
but  he  was  permitted  immediately  to  vote  the  stock.  Mr.  Warriner  had  himself  and  his 
associates  elected  to  the  board  of  directors  of  International  Equities  Corporation.  There- 
after, on  August  21,  1936.  Mr.  Warriner  caused  International  Equities  Corporation  to 
assume  his  obligation  of  $266,077  on  his  promissory  note  due  to  Louis  J.  Kolb,  and 
acquii-e  the  International  Equities  stock  which  Mr.  Warriner  had  agreed  to  purchase.  In  the 
meantime,  on  July  28,  1936,  Mr.  Warriner  caused  International  Equities  Corporation  to 
purcha.se  from  Consolidated  Funds  Corporation  6,192  shares  of  the  Class  A  stock  and 
6.310  shares  of  the  Class  B  stock  for  $174,960.80.  (Id.,  at  15128-33  and  Commission's 
Ex)iibit  No.  1.'j67.)  The  etTect  of  this  reduction  of  the  outstanding  stock  of  International 
Equities  Corporation  was  to  increase  the  voting  power  of  the  shares  held  by  Mr.  Warriner 
to  65%  of  its  "A"  stock  and  71%  of  its  "B"  stock. 
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Immediately  after  Mr.  Warriner  had  acquired  control  of  Inter- 
national Equities  Corporation,  which  then  had  assets  of  approxi- 
mately $1,165,000,^^'''  he  directed  his  attention  to  the  acquisition  of 
control  of  General  Investment  Corporation,  which  had  assets  carried 
at  about  $5,444,562  and  evidently  worth  approximately  $9,300,000.^^* 
In  July  1936  Mr.  Warriner  completed  negotiations  to  purchase  the 
stockholdings  of  American  General  Corporation  in  General  Invest- 
ment Corporation  ^^s  for  $1,110,000,  of  which  $300,000  was  to  be  paid 
immediately  and  the  balance  was  to  be  paid  in  installments  over  a 
period  of  four  years.*^^^ 

However,  Mr.  Warriner  personally  did  not  purchase  these  blocks 
of  General  Investment  Corporation  stock.  On  August  3,  1936,  Mr. 
Warriner  caused  International  Equities  Corporation,  which  he  con- 
trolled, to  purchase  American  General  Cor])oration's  controlling  in- 
terest in  General  Investment  Corpora tion,^^^  and  to  make  the  down 
payment  of  $300,000  on  the  contract.  Thus  Mr.  Warriner  acquired 
indirect  control  of  General  Investment  Corporation  through  Inter- 
national Equities  Corporation  without  the  expenditure  of  any  of  his 
personal  funds.  Although  the  stock  of  General  Investment  Corpora- 
tion was  to  be  held  as  collateral  by  American  General  Corporation 
until  completion  of  the  purchase  payments,  Mr.  Warriner  was  given 
the  power  immediately  to  vote  the  stock.^^^  All  of  the  representa- 
tives of  American  General  Corporation  on  the  directorate  of  Gen- 
eral Investment  Corporation  resigned,  and  Mr.  Warriner  had  him- 
self and  his  associates  elected  as  officers  and  directors  of  General 
Investment  Corporation.^^^ 

553  Moody's  Manual  of  Investments,  Bunki,  etc.,  1937,  at  p.  1741. 

^*  In  addition  to  cash  and  securities  worth  ifl.802,739  (see  note  5S9.  supra).  General 
Investment  Corporation  had  by  this  time  received  a  tentative  offer  of  $7,500,000  for  the 
Terminal  Company  notes. 

^^'^  Op.  cit.  suura,  note  534.  Commission's  Exhibit  No.  1577. 

^'Id.,  Ccmmission's  Exliibit  No.  1565.  The  Class  A  common  stock  and  the  common 
stock  of  General  Investment  Corporation  which  Warriner  had  agreed  to  purchase  had  no 
asset  value.  The  13,(590  shares  of  the  $6  preferred  stock  of  General  Investment  Corpora- 
tion held  by  American  General  Corporation  had  a  liquidatin.^  value  of  approximately 
$1,010,185  {Mooilii's  Manual  of  Investments,  Banks,  etc..  1937,  at  p.  1743K  ba.sed  on  an 
agreed  minimum  value  of  $2,850,000  for  the  Terminal  Company  notes  in  the  contract 
of  sale.  On  this  basis  American  General  Corporation  received  $89,815  in  excess  of  the 
liquidating  value  of  the  General  Investment  Corporation's  preferred  stock.  However,  on 
the  basis  of  the  $7,500,000  tentative  offer  for  the  Terminal  Company's  notes,  the  price 
paid  to  American  General  Corporation  was  substantially  less  than  the  liquidatinsr  value, 
of  the  preferred  and  common  stock  of  Geiieral  Investment  Corporation.  The  contract 
provided  that  American  General  Corporation  was  to  receive  11%  of  the  proceeds  of  any 
sale  of  the  Terminal  Company  notes  in  excess  of  $2,850,000.  (Op.  cit.  supra,  note  538, 
Commission's  Exhibit  No.   1565.) 

*'  Op.  cit.  supra,  note  534,  Commission's  Exhibit  No.  1565. 

"ss  Ibid. 

553  Wilfred  S.  Robinson  became  a  vice  president  and  director.  Gertrude  S.  Flolman  the 
secretary,  and  Ernest  B.  Warriner  president  of  General  Investment  Corporation.  H.  S. 
Maddock,  B.  B.  Warriner,  B.  C.  Milner,  Jr.,  and  Ellis  A.  Baker  became  dii-ectors  of  the 
company.  (Id..  Commission's  Exhibit  No.  1567.)  Messrs.  Maddock,  Milner,  Baker,  and 
Robinson  were  acquaintances  of  Ernest  B.  Warriner.     (Id.,  at  15140-1.) 

Gertrude  Holman,  who  was  Mr.  Warriner's  secretary  from  November  1935  to  March 
1937,  during  the  period  when  Mr.  Warriner  was  affiliated  with  International  Equities 
Corporation  and  General  Investment  Corporation,  was  formerly  associated  with  Wallace 
Groves  and  Gporee  Groves,  his  brother.  Her  first  association  with  Wallace  Groves  appears 
to  have  been  in  1929  when  she  was  employed  by  him  as  a  secretary  in  Baltimore.  (Id.,  at 
15037.)  Her  next  position  was  with  Franklin  Management  Corpoi-ation  in  Philadelphia, 
which  was  a  George  Groves  company   (id.,  at  15035-6),  and  then  next  with  the  Domestic 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  589 

Although  American  General  Corporation  (which  was  controlled 
by  The  Equity  Corporation)  dominated  General  Investment  Corpo- 
ration through  its  ownership  of  all  that  corporation's  Class  A  com- 
mon stock,  its  total  investment  in  General  Investment  Corporation 
represented  only  a  22%  interest  in  its  assets.  The  public  holders 
of  the  securities  of  General  Investment  Corporation  would  have  been 
entitled  to  78%  of  the  assets  of  the  corporation  had  the  investment 
company  been  then  dissolved. 

Despite  the  fact  that  the  public  held  the  predominant  ownership 
interest  in  the  assets  of  General  Investment  Corporation,  The  Equity 
Corporation  and  American  General  Corporation  did  not  inform  the 
public  holders  of  the  securities  of  General  Investment  Corporation 
of  their  intention  to  transfer  control  of  the  latter  investment  com- 
pany to  Ernest  B.  Warriner.  Moreover,  the  officers  of  The  Equity 
Corporation,  who  were  "conscious  of  a  duty  that  they  owed 
the  *  *  *  stockholders  with  respect  to  the  individuals  to  whom 
they  were  going  to  turn  over  this  trust"  were  also  aware  of  Mr.  War- 
riner's  prior  association  with  Wallace  Groves.  In  fact,  R.  S.  Elliott, 
secretary  of  The  Equity  Coi'poration,  testified  that  the  officers  of  The 
Equity  Corporation  asked  Mr.  Warriner  if  he  was  representing  Mr. 
Groves  in  the  transaction  to  acquire  control  of  General  Investment 
Corporation. ^''^  Mr.  Warriner,  however,  informed  the  officials  of  The 
Equity  Corporation  that  he  was  purchasing  control  of  General  In- 
vestment Corporation  on  his  own  behalf  and  on  behalf  of  Inter- 
national Equities  Corporation.  In  this  connection,  R.  S.  Elliott 
testified :  ^^^ 

Q.  Now,  *  *  *  Mr.  Elliott,  nlthough  The  Equity  Corporation  interests  were 
not  associated  with  General  Investment  Corporation  during  the  period  when  it 
sustained  a  substantial  shrinkage  in  capital,  the  fact  of  the  matter  was  that 
there  was  a  time  when  the  Equity  interests  had  a  substantial  interest  in 
General  Investment  Corporation,  isn't  that  so? 

A.  Yes :  that  is  true. 


Finance  Corporation  in  Chicago,  a  company  in  which  Wallace  Groves  had  an  interest.  (Id., 
at  1503.5.)  Her  next  position  was  with  Hunter  Distillery  in  Baltimore,  a  Wallace  Groves 
owned  company.  (Id.,  at  15034-5.)  Wallace  Groves  then  got  her  a  position  with  Mr. 
Warriner,  having  introduced  her  to  him  on  the  first  day  of  her  employment.  She  was 
secretary  to  Mr.  Warriner  from  November  12,  1935  (id.,  at  15036),  the  time  when  Mr. 
Warriner  first  acquired  his  interest  in  International  Equities  Corporation,  to  March  15, 
1937,  when  Mr.  Warriner  sold  control  of  International  Equities  corporation  to  the  Hender- 
son Bros,  of  Boston.  (See  infra,  pp.  615-16.)  She  was  nominated  by  Mr.  Warriner  as  a 
director  of  International  Equities  Corporation  and  General  Investment  Corporation.  (Id., 
at  15037-8.)  She  was  secretary  and  treasurer  of  General  Investment  Corporation  from 
November  30,  1936,  until  March  15,  1937. 

560  i3jjyi,j  ^l  Milton  and  Ellery  C.  Iluntirgtor.  the  larges,t  stockholders  in  The  Equity 
Corporation,  had  in  1933  purchased  control  (f  tliat  company  from  Mr.  Groves  and  pre- 
sumably therefore  were  familiar  with  his  previous  activities  in  connection  with  invest- 
ment companies.  It  is  to  be  noted  that  negotiations  for  the  sale  of  General  Investment 
Corpora,tion  to  Mr.  Warriner  by  American  General  Corporation  occurred  at  about  the 
time  that  the  activities  of  Mr.  Groves  and  Mr.  Warriner  in  the  acquisition  of  control  of 
Yosemite  Holding  Corporation,  Chain  &  General  Equities,  Inc.,  Interstate  Equities  Cor- 
poration, all  of  which  became  subsidiaries  of  The  Equi|ty  Corporation  in  1932,  were,  to  the 
knowledge  of  the  officers  of  The  Equity  Corporation  and  of  American  General  Corporation, 
the  subject  of  a  public  examination  by  this  Commission.  The  activities  of  Mr.  Groves  and 
Mr.  Warriner  in  connection  with  these  companies  are  discussed  in  supra,  pp.  181—226,  Invest- 
ment Companies  Acquired  and  Controlled  by  Wallace  Oroves. 

5«>  Op.  cit-  supra,  note  534,  at  15162-5. 

153373— 40— pt.  3 39 
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Q.  And  they  were  substantial  minority  stockholders,  isn't  that  so? 

A.  Yes;  I  believe  our  asset  position  was  about  22  percent  of  the  assets  of 
General  Investment  Corporation,  that  is  American  General's,  at  the  date  of  the 
sale  and  the  stock  vote  was  perhaps  over  50  percent. 

Q.  So  that  Equity  Corporation  had  voting  control  of  the  situation  but  the 
public  had  80  percent  of  the  money. 

A.  Yes. 

Q.  And  this  was  a  question  of  Equity  Corporation  turning  over  to  somebody 
control  of  the  General  Investment  Corporation,  isn't  that  so? 

A.  Yes. 

*  si:  ^  •*  *  *  * 

Q.  And  I  assume  that  you  and  the  other  members  of  the  American  General 
Corporation  were  conscious  of  a  duty  that  they  owed  the  minority  stockholders 
with  respect  to  the  individuals  to  whom  they  were  going  to  turn  over  this  trust, 
isn't  that  so? 

A.  Yes ;  we  felt  that  we  should  deal  or  should  sell  it  to  a  responsible  corpo- 
ration, which  was  International  Equities,  and  we  looked  into  their  balance 
sheet. 

Q.  Now  you  are  talking,  Mr.  Elliott,  about  the  financial  condition  of  Inter- 
national Equities  and,  of  course,  the  corporation  as  a  legal  entity  or  fiction — 
but  the  important  thing  was  the  personalities  in  International  Equities,  because 
ultimately  they  were  the  ones  who  were  going  to  handle  the  General  Investment 
Corporation  funds ;  isn't  that  so? 

A.  That  is  right. 

******* 

Q.  Did  you  ask  him  [Mr.  Warriner]  where  he  got  the  money  to  buy  Interna- 
tional Equities  in  the  first  instance? 

A.  No ;  I  did  not. 

Mr.  Elliott  testified  further :  ^^■- 

Q.  Had  you  known  Mr.  Warriner  before  that? 

A.  I  had  met  Mr.  Warriner  in  previous  years,  I  think  in  late  1932  and  early 
1933,  and  I  hadn't  seen  him  since. 

Q.  And  that  time  he  was  on  the  board  of  directors  of  Yosemite  Holding  Cor- 
poration, Chain  &  General  Equities,  Inc.,  and  Interstate  Equities  Corporation?  "'^ 

A.  Yes ;  I  believe  he  was  on  several  of  those  boards. 

Q.  While  those  corporations  were  in  control  of  Mr.  Wallace  Groves ;  isn't 
that  so? 

A.  That  is  true. 

Q.  And  you  knew  that  he  was  closely  associated  with  Mr.  Wallace  Groves. 

A.  We  asked  Mr.  Warriner  if  Mr.  Groves  was  interested  in  this,  and  Mr. 
Warriner  said  that  he  was  not. 

Q.  Well,  do  you  remember  what  prompted  you  to  ask  the  question  whether 
Mr.  Wallace  Groves  was  interested? 

A.  Well,  it  may  have  been  brought  out  by  the  hearings  that  were  held  about 
that  time  down  here,  which  you  were  conducting,  Mr.  Schenker,  and  you  brought 
out  the  fact  that  Mr.  Warriner  had  been  associated  with  Mr.  Groves  in  1932. 

Q.  And  was  there  any  significance  to  the  fact  that  he  was  or  was  not  associ- 
ated with  Mr.  Groves? 


w2Id.,  at  15161-2. 

5«3  These  companies  late  in  1932  became  subsidiaries  of  The  Equity  Corpora,tion  under 
the  control  of  Wallace  Groves,  who  in  1933  transferred  control  of  The  Equity  Corporation 
and  of  these  companies  to  the  present  management  of  The  Equity  Corporation.  See  supra, 
pp.  181-226,  Investment  Companies  Acquired  and  Controlled  ty  Wallace  Groves. 
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A.  Well,  we  wished  to  Inquire  as  to  whether  he  was,  and  he  said  that  he 
was  not. 

Q.  Suppose  the  answer  had  been  "yes." 

A.  Well,  that  might  have  made  a  different  complexion,  and  we  might  have 
thought  that  we  were  dealing  with  Mr.  Groves  but  we  did  not ;  we  thought  that 
we  were  dealing  with  Mr.  Warriner  and  with  International  Equities.  We 
looked  at  their  balance  sheet.'"^ 

Although  Mr.  Elliott  testified  that  the  management  of  The  Equity 
Corporation  and  of  American  General  Corporation  relied  only  on 
the  financial  responsibility  of  International  Equities  Corporation,  to 
•^^-hom  they  sold  control  of  General  Investment  Corporation,  the  fact 
is  that  the  assets  of  International  Equities  Corporation  then  had  a 
total  value  of  $1,165,000,  as  compared  with  the  price  of  $1,100,000 
which  it  had  contracted  to  pay  to  American  General  Corporation  for 
control  of  General  Investment  Corporation.  These  facts  suggested 
to  Frederick  S.  Burroughs,^'^'^  the  former  president  of  General  Invest- 
ment Corporation,  that  it  may  have  been  the  intention  of  International 
Equities  Corporation  to  meet  its  obligation  to  American  General  Cor- 
poration at  least  in  part  by  the  use  of  the  assets  of  General  Investment 
Corporation.     Mr.  Burroughs  testified :  ^^^ 

Q.  Now,  you  say  you  were  suspicious  of  what  might  transpire.  Was  that  be- 
cause of  the  personalities  that  got  control  of  the  General  Investment  Corporation? 

A.  No ;  I  knew  nothing  of  the  personalities.  I  had  not  heard  of  Mr.  Warriner. 
I  had  heard  of  Mr.  Groves,  but  I  knew  nothing  of  him  personally;  but  the  com- 

""*  In  .July  1937,  American  General  Corporation  commenced  an  action  in  the  Chancery 
Court  of  Delaware  for  New  Castle  County  to  rescind  its  sale  of  General  Investment  Cor- 
poration to  International  Equities  Corpora,tion  on  the  ground  that  Mr.  Warriner  fraudu- 
lently represented  that  he  was  acting  in  his  own  behalf  in  this  purchase  of  control  of 
General  Investment  Corporation  while  in  truth  he  had  actually  acted  in  the  transaction  as 
the  agent  of  Mr.  Groves.  On  .June  29,  1939,  Chancellor  W.  W.  Harrington,  of  the 
Chancery  Court  of  Delaware,  entered  a  decree  of  rescission  canceling  the  sale  of  stock  of 
General  Investment  Corporation  by  the  American  General  Corpora,tion  to  International 
Equities  Corporation.  The  decree  was  granted  with  the  consent  of  both  parties  in  the 
action  brought  by  American  General  Corporation  against  Interna,tlonal  Equities  Corpora- 
tion. As  a  result  of  this  decree  American  General  Corporation  received  from  Inter- 
national Equities  Corporation  the  following  stock  of  General  Investment  Corporation  : 
13,690  shares  of  $6  dividend  preferred  s.tock  of  46.5%  of  the  total  issue;  97,487  shares  of 
Class  A  stock  or  97.5%  of  the  total  issue;  277.645  shares  of  common  stock  or  29%  of  the 
total  issue,  and  warrants  to  buy  303,379  common  shares. 

In  addition,  pursuant  to  the  decree,  American  General  Corporation  will  pay  to  Inter- 
national Equi.ties  Corporation  .$1,210,000,  the  amount  originally  paid  by  International 
Equities  Corporation  to  American  General  Corporation.  American  General  Corporation 
will  pay  $950,000  to  Standard  Investing  Corporation,  controlled  by  the  Henderson  Bros, 
(see  infra,  pp.  614-5)  $950,000  for  126,000  shares  of  the  common  stock  of  Utility  Equities 
Corporation  and  for  the  following  stock  of  General  Investment  Corporation  owned  by 
Standard  Investing  Corporation  :  4,741  preferred  shares,  159,210  common  shares  and  war- 
rants to  buy  3,005  common  shares. 

In  the  settlement,  the  General  Investment  Corporation  is  to  receive  from  International 
Equities  Corporation  $1,050,000  in  cash  for  certain  real  es,tate  securities  which  are  to  be 
bought  from  General  Investment  Corporation  by  International  Equities  Corporation. 

With  the  151,700  shares  of  Utility  Equities  Corporation  s,tock  owned  by  General 
Investment  Corporation  and  the  126,000  shares  owned  directly,  American  General  Corpo- 
ration will  have  an  interest  of  49%;  in  the  common  stock  of  Utili,ty  Equities  Corporation, 
•whose  assets,  as  at  March  31,  1939,  were  $6,720,686.     (The  Neio  York  Times,  June  30,  1939.) 

••5  Subsequently  Mr.  Burroughs,  as  a  stockholder  of  General  Investment  Corporation, 
brou.aht  a  suit  against  Mr.  Warriner  and  Mr.  Groves  for  their  alleged  mismanagement  of 
the  assets  of  General  investment  Corporation.     See  notes  590  and  619,  infra. 

'•■'■"Op.  cit.  supra,  note  534,  at  15220-1. 
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pany  that  bought  the  General  Investment  Corporation  had  a  little  more  than  a 
million  dollars  in  assets,  and  they  had  contracted  to  buy  something  more  than  a 
million  of  the  Founders  interests  over  a  period  of  time;  and  it  seemed  to  me 
they  were  probably  calculating  on  taking  that  million  dollars  one  way  or  another 
out  of  the  General  Investment  Corporation. 

Q.  That  v^^as  the  usual  technique  of  buying  control,  vp^hich  vs^as  to  borrovs'  money 
and  use  the  corporation's  money  to  pay  the.  loanj  -$*''•' 

A.  That  is  not  usual,  but  it  may  happen.  •       "  "*  ■ 

Q.  That  vras  the  thing  you  vs^ere  afraid  of  in  this  situation  if  the  International 
Equities  got  control  of  General  Investment  Corporation? 

A.  I  didn't  see  any  other  way  they  could  pay  their  debt,  and  I  was  afraid  that 
was  what  they  were  planning  to  do. 

Subsequently,  as  will  be  seen,  the  assets  of  General  Investment  Cor- 
poration were  used  in  part  to  enable  International  Equities  Corpora- 
tion to  meet  its  obligation  to  American  General  Corporation  under 
the  terms  of  the  contract  by  which  International  Equities  Corporation 
acquired  control  of  General  Investment  Corporation. 

2.  MANAGEMENT  POLICIES  OF  ERNEST  B.  WARRINER 

a.  Sale  of  Buenos  Aires  Central  Railroad  &  Terminal  Company  Notes 

For  the  purposes  of  the  contract  providing  for  sale  of  General  In- 
vestment Corporation  by  American  General  Corporation  to  Interna- 
tional Equities  Corporation,  the  investment  in  the  Buenos  Aires 
Central  Railroad  &  Terminal  Company  had  been  valued  at  only 
$2,850,000.^*''  Mr.  Billings,  however,  as  previously  stated,  had  tenta- 
tively arranged  for  the  sale  to  the  Instituto  Mobilizador  Inversiones 
cle  Bancarias  of  the  Terminal  Company's  investment  for  approxi- 
mately $7,500,000.  Mr.  Warriner  had  acquired  control  of  General 
Investment  Corporation  while  Mr.  Billings  was  returning  from  Bue- 
nos Aires  to  discuss  these  terms  with  the  management  of  General  In- 
vestment Corporation.  Mr.  Billings  discussed  his  negotiations  for 
the  sale  of  the  Terminal  Company  notes  with  Mr.  Warriner 
and  Philip  De  Roncle,  with  whom  Mr.  Warriner  had,  as  has  already 
been  stated,  even  prior  to  his  purchase  of  General  Investment  Corpo- 
ration, discussed  the  sale  of  the  Terminal  Company  investment. ^''^ 
Thereafter,  on  August  26,  1936,  Mr.  De  Ronde  returned  with  Mr. 
Billings  to  Buenos  Aires  to  consummate  the  sale  of  the  Terminal 
Company  notes.  According  to  the  testimony  of  Mr.  Billings,  Mr.  De 
Roncle  was  merely  to  determine  whether  Mr.  Billings  was  capable  of 
completing  the  negotiations  for  the  sale  of  the  Terminal  Company's 
notes  and  whether  the  terms  upon  which  he  had  agreed  to  sell  the  in- 
vestment were  the  best  available  terms.^^^  In  fact,  on  August  27, 
1936,  General  Investment  Corporation  agreed  to  pay  Mr.  Billings 
$50,000  if  he  succeeded  in  selling  the  Terminal  Company's  notes  to 

^"^Id.,  at  20243-4.  The  contract,  however,  did  contain  the  provision  that  if  the  railway 
were  sold  for  a  sum  in  excess  of  this  amount  that  the  American  General  Corporation  was 
to  receive  11%  of  the  difference.     (Id.,  Commission's  Exhibit  No.  1565.) 

68S  See  note  546,  supra.  Mr.  Warriner  had  immediately  upon  acquiring  control  of  Gen- 
eral Investment  Corporation  cabled  to  Mr.  De  Ronde  to  return  from  China.  (Id.,  at 
15069-70,  15075.) 

68»  Id.,  at  15074,  20240. 
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the  "'Iiistitiito,"  "°  whereas  no  contract,  however,  was  made  between 
Mr.  De  Eoncle  and  General  Investment  Corporation  with  respect  to 
his  services  or  the  amount  of  commissions,  if  any,  to  be  paid  to  him. 
Nor  was  the  board  of  directors  of  General  Investment  Corporation 
requested  to  approve  the  selection  of  Mr.  De  Ronde  to  negotiate  the 
sale  of  the  Tei'ininal  Company  notes.     Mr.  De  Ronde  testified :  ^'^^ 

Q.  You  wer^'dii  your  way  to  -South  America  without  any  agreement  in 
writing? 

A.  That  is  right. 

Q.  Without  a  memorandum  or  even  a  piece  of  paper  showing  that  you  were 
hired? 

A.  That  is  right. 

Q.  There  wasn't  a  note  or  memorandum  even  relating  to  the  agreement  you 
say  you  had  relative  to  the  expenses? 

A.  That  is  correct. 

Q.  Did  you  ask  Mr.  Warriner  to  request  the  board  of  directors  to  pass  a 
resolution  to  authorize  the  hiring  of  Mr.  De  Ronde  to  negotiate  in  South 
America  ? 

A.  No,  sir. 

Q.  Do  you  know  whether  when  you  started  to  South  America  the  board  of 
directors  authorized  your  retention  as  negotiant  in  South  America? 

A.  It  never  occurred  to  me  to  inquire. 

Q.  And  you  say  it  never  occurred  to  you  whether  the  board  of  directors  au- 
thorized your  hiring  as  negotiant  on  a  deal  which  might  involve  $7,000,000? 

A.  That  is  correct. 

Q.  And  you  never  had  a  piece  of  paper  setting  forth  the  terms  of  your  com- 
pensation? 

A.  That  is  right. 

Q.  Did  you  meet  any  other  members  of  the  board  of  directors  of  the  General 
Investment  Corporation? 

A.  I  can't  say  I  knew  who  they  were. 

Q.  The  only  thing  you  got  a  wire  in  China,  came  on  to  New  York  and  you 
talked  to  Mr.  Warriner  and  he  said  "Go  on  down  and  we  will  pay  your  expenses 
if  you  are  not  successful  and  we  will  pay  what  we  think  it  is  worth  if  you 
consummate  the  deal,"  is  that  right? 

A.  Roughly. 

Only  Wallace  Groves  concurred  in  the  selection  of  Mr.  De  Ronde 
as  the  person  capable  of  selling  the  Terminal  Company  notes  for 
General  Investment  Corporation. "^    Thereafter,  Wallace  Groves  evi- 

570  Id.,  Commission's  Exhibit  No.  3175.  On  December  11,  1936,  the  original  contract  was 
superseded  by  an  agreement  to  pay  Mr.  BiUings  a  flat  sum  of  $35,000  as  his  commission, 
plus  an  additional  $15,000  contingent  upon  the  receipt  by  General  Investment  Corporation 
of  the  current  interest  due  on  its  holdings  of  the  notes  of  the  Terminal  Company.      (Ibid.) 

^1  Id.,  at  15074-5. 

•'i'Mr.  Wallace  Groves  testified  as  follows  (id.,  at  20236)  : 

Q.  And  you  say  that  Mr.  Warriner  did  not  talk  to  you  and  ask  whether  Mr.  De 
Ronde  would  be  the  person  to  be  sent  down  to  South  America  to  see  if  he  could  close 
the  subway  deal  ? 

A.  *  *  *  I  do  not  know  that  I  did.  I  was  up  at  Rainy  Lake,  Minnesota,  and 
De  Ronde  was  in  China,  I  believe,  some  place  in  the  Orient,  I  do  not  know,  or  in 
South  America.  That  was  about  the  time  that  Warriner  got  control  of  General 
Investment  from  American  General,  and  he  told  me  something  about  the  deal,  and 
he  told  me  of  his  contract,  and  he  told  me  he  thought  De  Ronde,  having  lived  in 
South  America  and  in  the  Argentine  for  a  number  of  years,  and  ppsaking  the  lan- 
guage, and  so  forth,  would  be  a  fine  fellow  to  negotiate  for  it.  I  said  that  sounded 
sensible,  "we  ought  to  have  somebody  that  knows  the  people,  that  .speaks  the  language, 
that  lives  with  them."     That  sounded  reasonable     *     *      *. 
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denced  a  continuing  interest  in  the  progress  of  the  negotiations  for 
the  sale  of  the  Terminal  Company  notes.  Mr.  Groves  as  well  as  Mr, 
Warriner  was  consulted  by  Mr.  De  Konde  by  telephone  from  Buenos 
Aires."^ 

Mr.  De  Ronde,  who,  in  the  meantime,  had  displaced  Mr.  Billings  in 
the  negotiations,"*  sold  the  Terminal  Company's  notes  to  the  "Insti- 
tuto"  on  November  27,  1936.  The  sales  price  was  substantially^  the 
same  as  the  offer  made  to  Mr.  Billings  by  the  "Instituto"  in  August 
of  1936."^  General  Investment  Corporation  received  as  a  result  of 
the  sale  of  these  notes  $5,750,000  in  cash  and  a  $1,750,000  participation 
in  a  debenture  issue  of  the  reorganized  Buenos  Aires  Central  Rail- 
road &  Terminal  Company.^ 
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b.  Disposition  of  Proceeds  of  Sale  of  the  Notes  of  Buenos  Aires 
Central  Railroad  &  Terminal  Company 

Within  a  period  of  approximately  two  months  after  the  sale  of 
Terminal  Company  notes,  the  bulk  of  the  $5,750,000  in  cash,  so  de- 
rived by  General  Investment  Corporation,  was  expended  in  trans- 
actions in  which  Wallace  Groves  or  his  associates  were  pecuniarily 
interested.^^^ 


573  Mr.  Billings  testified  (id.,  at  20272-3)  : 

A.  *  *  *  De  Ronde  was  talking  to  Warriner  in  connection  with  the  transaction, 
and  at  the  same  time  was  speaking  to  Wallace.  Now,  he  did  not  say  Groves,  but  he 
did  say  Wallace.  Subsequent  to  the  termination  of  these  conversations,  De  Ronde 
exacted  my  word  from  me  that  I  would  not  reveal  to  any  p^'son  the  fact  that  he  had 
been  in  conversation,  or  that  Wallace  had  been  in  conversation  with  him  in  Buenos 
Aires 

Q.  Did  he  tell  you  why  he  did  not  want  anybody  to  know  that  he  had  spoken  to 
Wallace  ? 

A.  Well,  he  told  me  because  of  some  conditions  surrounding  the  trade  by  which 
Warriner  became  president  of  General  Investment  Corporation,  and  it  was  definitely 
agreed  that  Wallace  Groves  was  not  any  party  to  the  General  Investment  Corporation. 

5'*  Mr.  Billings  returned  to  New  York  leaving  the  completion  of  the  sale  to  Mr.  De  Ronde, 
who,  as  has  been  stated,  had  been  sent  to  Buenos  Aires  with  the  approval  not  of  the 
directors  of  General  Investment  Corporation  but  of  only  Messrs.  Warriner  and  Groves. 
(Id.,  at  20256-8.) 

"=Id.,  at  15078. 

^""^  Id.,  at  15078-9.  The  annual  report  for  General  Investment  Corporation  as  at  May 
31,  1937,  shows  that  General  Investment  Corporation  received  $5,698,269  in  cash  and 
$1,734,750  as  a  subparticipation  in  the  syndicate  loan. 

"'  During  the  interim  when  Wallace  Groves  was  interested  in  having  General  Investment 
Corporation  make  investments  in  transactions  in  which  he  was  personally  interested,  the 
Groves  interest  made  an  advance  of  $25,000  to  Mr.  Warriner  to  enable  him  to  meet  an 
Installment  due  on  his  contract  to  purchase  control  of  General  Investment  Corporation. 
Gertrude  Holman,  secretary  of  General  Investment  Corporation,  testified  (id.,  at  20278-9, 
20285)  : 

Q.  In  any  event,  there  was  a  payment  due  and  International  Equities  did  not  have 
the  cash  to  pay  for  it? 

A.  That  is  right. 

Q.  So  they  borrowed  the  money  from  somebody? 

A.  Yes,  sir. 

Q.  You  say  you  assumed  it  was  Wallace  Groves? 

A.  I  did,  because  Mr.  Wallace  Groves  brought  me  the  check. 

Q.  What? 

A.  Mr.  Wallace  Groves  brought  me  the  check  in  the  amount  of  $25,000. 

Q.  Do  you  recall  whose  check  it  was? 

A.  I  think  it  was  a  bank  cashier's  check,  but  I  am  not  certain. 

Q.  Do  you  recall  at  the  present  time  whether  there  was  any  entry  made  in  any  book 
with  respect  to  that  borrowing  of  $25,000? 

A.  The  only  notation  I  made  was  on  the  stub  of  the  check  book  when  the  check 
was  deposited. 

Q.   Saying  what? 

A.   Saying  the  deposit  of  $25,000  was  made,  and  the  date. 

Q.  And  from  whom  it  was  received? 

A.  I  did  not  enter  that. 

Q.  Or  for  what  purpose  it  was  received? 
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(1)  COMMISSION  OF  $435,000  PAID  TO  PHILIP  DE  RONDE  AND  OTHERS 

Of  the  $5,750,000  received  in  cash  on  the  sale  of  the  Terminal  Com- 
pany notes.  General  Investment  Corporation  was  caused  to  pay  $435,- 
000  as  "commissions"  in  connection  with  the  sale  of  these  notes.  Mr. 
Billings  was  paid  $35,000,"«  and  the  balance  of  $400,000  was  paid  to 
Mr,  De  Ronde  and  others. 

Mr.  De  Ronde,  immediately  after  the  sale  of  the  Terminal  Com- 
pany note,  had  requested  General  Investment  Corporation  to  pay 
$150,000  to  a  banking  syndicate  which  he  testified  was  essential  to 
finance  the  "Instituto"  in  effecting  the  purchase  of  the  Terminal 
Company's  notes.^^^  However,  the  "banking  syndicate,"  comprised 
of  Bracht  &  Company  and  Bemberg  &  Company  of  Buenos  Aires, 
denied  that  they  ever  kept  this  $150,000.  Philip  De  Ronde  denied 
that  he  received  any  part  of  the  $150,000  in  commissions  paid  to 
these  bankers.     He  testified :  ^®° 

Q.  *  *  *  And  then  you  say  there  was  a  payment  of  $150,000  to  somebody. 
Whom  was  that  paid  to? 

A.  That  was  paid  to  an  organization  of  the  syndicate,  the  banking  house. 

Q.  Who  were  the  banking  houses? 

A.  The  two  that  headed  the  syndicate  were  Bracht  and  Co.  and  Bemberg  and 
Company  although  the  latter  firm  operated  under  a  corporate  name. 


A.  No.  sir. 
Mr.  Groves  did  not  deny  that  this  advance  was  made.     He  testified   (id.,  at  20289)  : 
Q.  Did  you  give  your  check  for  $"25,000? 

A.   I  do  not  recall.     I  am  sure  if  Mi.?s  Holman  said  I  did,  I  must  have     *     *      ♦. 
******* 

A.  *  *  *  Warriner  came  to  either  George  Groves  or  myself  and  said  that  they 
had  some  securities  they  could  soil  but  they  did  not  want  to  sell  them  because  the 
previous  management  had  acquired  them  a  long  time  ago  and  if  they  sold  them  they 
could  not  deduct  a  tax  loss  on  them  the  following  year,  and  he  needed  a  small  sum 
of  money  over  the  end  of  the  year  period,  or  something  like  that,  and  apparently  the 
$25,000  was  advanced  by  George  Groves.     It  was  not  advanced  by  me     *     *      ». 

Subsequently  in  January  1937  the  $25,000  was  repaid  to  Wallace  Groves  in  the  form 
of  cash.     Miss  Holman  testified   (id.,  at  20277-8,  20280,  20287-8  : 

Q.  Will  you  tell  us  who  asked  you  to  draw  it,  whether  you  were  told  for  what 
purpose  it  was  drawn,  and  whom  it  was  drawn  for,  please? 

A.  It  was  to  repay  a  loan  made  to  International  Equities  Corporation.  Mr.  War- 
riner asked  me  to  have  the  check  cashed  at  the  First  National  Bank  of  Jersey  City. 
*****«.* 

Q.  The  International  Equities  Corporation  owed  the  money? 

A.  Yes. 

Q.  And  it  owed  it  to  whom? 

A.   I  assumed  it  was  Mr.  Wallace  Groves. 

******* 

Q.  In  any  event,  you  saw  the  $25,000  of  the  corporation's  money  being  drawn  in 
cash  and  you  were  being  told  it  was  being  paid  to  Mr.  Groves,  you  assumed,  to  pay 
off  an  obligation  of  International  Equities  Corporation  to  Wallace  Groves,  is  that 
not  so? 

A.  I  assumed  the  obligation  was  with  Mr.  Wallace  Groves. 

Q.  Did  you  ask  for  a  receipt  of  Mr.  Wallace  Groves  when  he  got  the  $25,000? 

A.  I  did  not. 

Q.  Did  you  ask  Mr.  Warriner  to  make  sure  that  he  got  a  piece  of  paper  from  Mr. 
Groves  that  he  got  this  $25,000? 

A.  No,  sir ;  but  there  may  be  a  letter  in  the  file  to  that  effect. 

Q.  From  whom? 

A.  I  think  it  should  he  signed  by  Mr.  Groves,  but  I  am  not  certain. 

******* 

Mr.  SCHENKER.  Mr.  Groves,  do  you  remember  any  such  letter? 
Mr.  Groves.  No. 

""sjd.,  at  20261  and  Commission's  Exhibit  No.  3175. 

^'Bld.,  at  15079.  The  only  payment  by  Mr.  De  Ronde  of  which  Mr.  Billings  knew  was 
$3,500  which  was  due  to  a  Paraguayan  who  participated  in  the  negotiations.  (Id.,  at 
20253.) 

"80  Id.,  at  15079-80. 
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Q.  How  was  the  $150,000  paid,  do  you  remember? 

A.  Yes,  sir;  it  was  remitted  directly  by  the  General  Investment  Corporation 
by  cable  to  either  or  both  of  these  banking  firms. 

Q.  And  how  was  the  money  divided? 

A.  I  have  no  idea,  sir. 

Q.  Did  you  get  any  part  of  that  money? 

A.  No  part  of  that  money. 

Q.  So  that  $150,000  went  as  a  banking  commission? 

A.  We  call  it  an  overriding  commission  or  banking  commission  or  initiators' 
commission  or  finding  commission. 

Q.  Now  General  Investment  Corporation  was  a  participant  in  that  banking 
syndicate? 

A.  That  is  correct. 

Q.  Did  you  get  any  part  of  that  $150,000  back? 

A.  No,  sir. 

Q.  Did  you  make  an  effort  to  get  any  part  of  that  money  back  for  them? 

A.  None  at  all,  sir. 

Q.  They  had  a  25%  participation  so  if  the  overriding  commission  was  $150,- 
000,  they  were  entitled  to  $40,000  of  that  money? 

A.  No,  sir ;  not  in  the  way  the  deal  was  set  up     *     *     *. 

According  to  the  testimony  of  Mr.  Billings,  the  bankers  informed 
him  that  they  turned  the  $150,000  over  to  Philip  De  Ronde.^^^ 

In  addition.  General  Investment  Corporation  was  caused  to  jDay 
$250,000  as  a  commission  to  Mr.  De  Ronde  himself  .^^-  A  commission 
in  this  amount  was  paid,  notwithstanding  the  fact  that  this  sum  sub- 
stantially exceeded  the  commission  of  $50,000  which  the  corporation 
had  once  agreed  to  pay  Mr.  Billings  if  he  succeeded  in  effecting  the  sale 
on  even  better  terms  than  had  been  obtained  by  Mr.  De  Ronde  and  not- 
withstanding the  fact  that  there  was  no  previous  arrangement  made 
as  to  the  amount  of  commission  to  be  paid  to  Mr.  De  Ronde.  Mr.  De 
Ronde  testified :  ^^^ 

Q.  You  saw  Mr.  Warriner  and  what  did  you  say  to  him? 

A.  The  most  important  of  what  I  said  was  "now  then  this  job  is  over  to  the 
satisfaction  of  all  concerned.  What  is  my  compensation  to  be?  How  are  we 
going  to  agree  on  figures?"  He  said,  "You  name  it  and  we  will  see,"  and  I 
named  it  and  he  agreed. 

Q.  So  you  named  a  figure  and  Mr.  Warriner  said,  "That  is  all  right,"  and 
that  figure  was  paid? 

A.  Correct. 

Q.  How  much  did  you  name? 

A.  $250,000. 

Q.  Whereupon,  I  presume,  Mr.  Warriner  sat  down  and  drew  you  a  check  for 
the  sum  of  $250,000? 

A.  Oh,  no ;  there  was  much  more  to  it  than  that. 

Q.  There  was  much  more  to  it  than  that? 

A.  It  wasn't  as  simple  as  that. 


E^  Id.,  at  202.50-1.     Bemberg  &  Company  and  Bracht  &  Company  refused  to  disclose  to 
Mr.  Billings  what  disposition,  if  any,  Mr.  De  Konde  made  of  this  $150,000.      (Ibid.) 
^S2  Id.,  at  20535. 
683  Id.,  at  15082-3. 
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Q.  I  was  trying  to  get  what  appears  to  my  mind  to  be  natural  sequence.  You 
said,  "I  want  $250,000."  Mr.  Warriner  said,  "I  will  pay  you  $250,000."  Where- 
upon he  reached  for  the  check  book  of  the  General  Investment  Corporation  and 
wrote  you  a  check  for  $250,000,  did  he? 

A.  No. 

Q.  What  happened? 

A.  I  asked  for  a  check  for  $100,000  and  currency  of  $150,000. 

Q.  Mr.  Warriner  was  not  paying  you  his  own  money? 

A.  Certainly. 

Q.  That  money  belonged  to  the  stockholders  of  General  Investment  Corpo- 
ration ? 

A.  So  far  as  I  know. 

Q.  Did  you  ask  for  these  bills  in  thousand-dollar  bills? 

A.  No,  sir ;  I  didn't  make  any  reference  to  the  denominations. 

Q.  Was  it  given  to  you  in  thousand-dollar  bills? 

A.  I  don't  recall  the  denominations. 

Q.  But  $150,000  was  given  in  cash? 

A.  Yes,  sir. 

Q.  And  $100,000  by  check? 

A.  Yes.  sir. 

In  accordance  with  Mr.  De  Ronde's  specific  request,  $100,000  was 
paid  to  him  on  January  6,  1937,  by  General  Investment  Corporation 
in  the  form  of  a  check  made  payable  to  Philip  De  Ronde,  Limited. 
Mr.  De  Eonde  testified  :^^* 

Q.  Now,  how  was  the  check  to  be  drawn  in  the  first  instance ;  in  whose  name? 
A.  My  corporation. 

Q.  What  is  the  name  of  the  corporation? 
A.  Philip  De  Ronde,  Ltd. 
Q.  Where  was  that  organization? 
A.  In  Nassau. 

Q.  Are  you  an  ofiicer  of  the  corporation? 
A.  I  am. 

Q.  Are  you  a  director? 
A.  Yes,  sir. 

Q.  Are  you  a  stockholder? 
A.  No. 

Q.  So  in  this  corporation  which  bears  your  name,  you  are  just  an  oflBcer  and 
director  and  don't  own  a  single  share  of  stock  of  that  corporation? 
A.  Correct. 

Q.  The  check  for  $100,000;  what  did  you  do  with  that? 
A.  Took  it  to  Buenos  Aires. 
Q.  And  deposited  where? 
A.  In  Buenos  Aires  in  corporate  name.     I  delivered  it  to  the  corporation. 

The  balance  of  the  $150,000  was  paid  to  him  in  cash.^^^  Mr.  De 
Ronde  testified  that  the  entire  $250,000  was  taken  back  by  him  to 
Buenos  Aires  and  deposited  there  to  the  account  of  Philip  De  Ronde, 

=8^1(1.,  at  15083-4. 

wUd.,  at  20276-7;  15101-6. 
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Limited,^^^  but  he  refused  to  reveal  the  names  of  those  other  than 
himself  who  were  interested  in  Philip  De  Ronde,  Limited.^^' 
Mr.  De  Ronde  testified :  ^^^ 

Q.  What  did  you  do  with  the  $150,000  in  cash? 

A.  I  delivered  that  also  to  the  corporation. 

Q.  Did  you  deposit  it  in  the  bg^nk? 

A.  Sir,  I  can  only  say  I  delivered  it  to  the  corporation,  which  is  a  corpora- 
tion. 

Q.  I  understand  that,  but  I  have  not  only  legal  difficulties,  but  natural  dif- 
ficulties ;  I  can't  visualize  you  walking  up  to  Philip  De  Ronde,  Ltd.,  and  handing 
the  money  to  Philip  De  Ronde,  Ltd.     You  turned  that  money  over  to  somebody. 

A.  I  turned  it  over  to  the  corporation  who  disposed  of  it  in  various  manners. 

Q.  By  that  you  mean  you  put  it  in  the  corporation's  bank  account? 

A.  No ;  I  don't  mean  that.  I  put  it  in  the  technical  possession  of  the  corpora- 
tion. 

Q.  What  do  you  mean  by  technical? 

A.  The  legal  possession. 

Q.  Did  you  turn  it  over  to  some  individual? 

A.  I  cannot  go  further  than  I  have,  sir,  than  to  repeat  I  put  it  in  the  legal 
financial  and  proper  possession  of  the  corporation. 

******* 

Q.  As  far  as  the  payment  of  $250,000  was  concerned,  you  carried  on  all  the 
negotiations? 

A.  That  is  right. 

Q.  You  were  the  one  hired  by  Mr.  Warriner? 

A.  That  is  right. 

Q.  You  vpere  the  one  that  did  the  work  and  you  were  the  one  entitled  to 
the  compensation;  is  that  so? 

A.  My  corporation  was. 


■issid.,  at  15084,  15093. 

=i"  Philip  De  Ronde,  Ltd.,  according  to  Mr.  De  Ronde,  was  incorporated  in  Nassau  (id., 
at  15084)  in  October  1936  (id.,  at  15092)  during  tbe  period  wlien  he  was  negotiating 
for  the  sale  of  the  Terminal  Company  notes.  Mr.  De  Ronde  testified  that  he  was  a  director 
and  the  president  of,  but  not  a  stockholder  of  this  company.  (Id.,  at  15084.)  Although 
ordered  to  do  so  by  the  Commission,  he  refused  to  give  any  further  information  with 
respect  to  the  company  or  the  persons  interested  in  the  company,  or  who  specifically 
received  the  commission  paid  by  General  Investment  Corporation  to  the  company.  (Id., 
at  20274.)     Mr.  De  Ronde  testified  (id.,  at  15121,  15410)  : 

Q.  You  say  that  you  were  president,  who  was  treasurer? 

A.   Certain  of  these  gentlemen  associates  of  mine. 

Q.  Who  was  secretary? 

A.  Also. 

Q.  Who  were  the  directors? 

A.  The  Board  of  Directors  with  my  sole  exception,  consisted  of  Argentineans,  Para- 
guayans, and  one  ISnglishman. 

By  Commissioner  Healy  : 

You  a''e  directed  to  give  the  names  of  these  olficers. 

The  Witness.  Sorry  sir,  I  must  respectfully  decline  to  bring  into  these  proceedings 
the  names  of  honorable  and  outstanding  business  associates  of  mine  in  the  Argentine. 

Commissioner  Healy.  That  means  that  you  decline  to  obey  the  direction  to  answer 
these  questions? 

The  Witness.  If  it  comes  to  that,  sir,  I  would  like  the  advice  of  counsel. 

Commissioner  Healy.   How  much  time  would  you  want  to  consult  counsel? 

The  Witness.   I  don't  know,  sir,  until  I  can  find  mine. 

Commissioner  Healy.  We  will  take  a  recess  and  during  the  recess  you  can  make  up 
your  mind  as  to  how  much  time  you  want  to  take  to  consult  counsel  and  when  you 
come  back  you  can  tell  me  and  we  will  take  it  under  consideration. 

The  Witness.  Yes,  sir. 

Mr.   De  Ronde  never  reappeared  at  the  hearing,   but  left  the  country  before   the  Com- 
mission could  institute  proceedings  to  compel  him  to  testify. 
ESS  Id.,  at  15084-97. 
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Q.  You  did  the  work? 
A.  Yes,  sir. 

*  *  *  *  itl  *  ^l 

Q.  You  are  not  a  stockholder  in  Philip  De  Ronde,  Ltd.? 

A.  I  am  not  a  stockholder. 

Q.  Who  are  the  stockholders  in  Philip  De  Ronde,  Ltd? 

A.  They  constitute  a  group  of  Argentineans,  Paraguayans,  and  English  friends 
of  mine. 

Q.  What  are  their  names? 

A.  That  I  must  decline  to  give  even  if  I  knew  at  this  time. 

Q.  Even  if  you  knew  it?  • 

A.  I  don't  recall  the  stockholders. 

Q.  Will  you  please  tell  us  who  the  principal  stockholders  are? 

A.  You  will  forgive  me  if  I  say  it  is  a  foreign  corporation. 

Q.  You  will  forgive  me  if  I  say  to  you  there  was  turned  over  to  you  $150,000 
of  the  public's  money  and  I  am  trying  to  ascertain  whether  it  was  turned  over 
to  you  for  the  work  you  did  or  some  other  reason. 

You  don't  mind  giving  an  account  of  $150,000  cash  that  was  paid  to  you 
in  connection  with  work  you  were  supposed  to  have  done  for  a  corporation? 

A.  Oh,  no. 

******* 

Q.  *  *  *  Just  give  me  the  names  of  the  individuals  whom  you  remember 
are  the  principal  stockholders  of  Philip  De  Ronde,  Ltd. 

A.  Sir,  that  is  information  I  do  not  think  I  am  privileged  to  give.  These 
gentlemen  whose  names  you  desire  to  know  are  all  foreigners. 

Q.  I  know  they  are  foreigners,  but  they  happen  to  have  taken  some  American 
money  and  that  is  what  I  am  interested  in. 

A.  For  services  rendered  in  the  Argentine  Republic  in  part  by  them. 

Q.  That  money  was  paid  to  you? 

A.  Yes,  sir ;  for  the  account  of  the  corporation. 

Q.  *  *  *  Up  to  the  present  time  have  you  personally  received  one  dollar 
of  that  money? 

A.  Not  one  dollar. 

Q.  So  in  connection  with  the  transaction  where  you  never  were  hired  and 
you  did  all  the  work  you  were  receiving  $150,000  in  cash  and  $100,000  in  check 
and  it  was  turned  over  to  the  corporation  in  which  you  have  no  stock  interest? 

A.  No. 

Q.  You  have  no  stock  interest? 

A.  That  is  right. 

Q.  You  had  no  arrangement  to  get  any  part  of  that  money  from  them,  the 
Individuals  whose  names  you  refused  to  tell  us;  is  that  right? 

A.  I  don't  like  the  word  refused.  I  don't  think  I  am  privileged  to  reveal 
the  business,  confidential  business  of  foreigners,  Argentineans  and  other  foreign 
friends  of  mine. 

Q.  *  *  *  By  that  do  you  mean  the  nature  of  their  business  is  such  that 
you  cannot  tell  us? 

A.  Well,  that  contains  an  implication. 

Q.  I  intended  that  to  contain  an  implication.     Is  that  what  you  mean? 

A.  That  is  not  what  I  mean. 

Q.  As  I  understand  these  people  are  engaged  in  honorable,  legitimate  business ; 
is  that  so? 

A.  That  is  so. 
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Q.  And  you  say  they  legitimately  and  honestly  earned  this  $150,000  which  was 
turned  over  to  somebody  in  cash? 
A.  That  is  right. 

Q.  And  you  will  not  give  us  the  names ;  is  that  right? 
A.  That  is  correct. 

N:  4:  >(:  *  *  4l  * 

Q.  Now,  as  soon  as  you  got  the  cash,  what  did  you  do,  leave  the  country? 

A.  In  about  a  week  or  ten  days. 

Q.  Did  you  take  the  cash  with  you? 

A.  Yes,  sir. 

Q.  Where  did  you  take  it? 

A.  Buenos  Aires. 

Q.  And  you  feel  you  are  not  privileged  to  tell  us  the  name  of  tLe  individuals 
to  whom  you  turned  over  the  money? 

A.  I  turned  it  over  to  the  corporation. 

Commissioner  Healy.  A  corporation  is  not  a  person,  it  is  an  artificial  person. 
If  you  turned  it  over  to  the  corporation  you  delivered  it  to  an  individual? 

The  Witness.  That  is  correct,  as  Mr.  Schenker  pointed  out. 

Commissioner  Healy.  Who  was  the  individual? 

The  WiTiNESS.  But  this  corporation  is  a  foreign  corporation  doing  business 
exclusively  abroad  and  doing  business  only  with  foreigners  and  contains  no 
American  money.  I  do  not  feel  privileged  to  discuss  it.  I  admit  the  receipt  of 
this  $250,000  and  I  admit  taking  it  out  of  the  country  and  delivering  it  to  the 
corporation. 

Commissioner  Healy.  But  your  answer  is  you  delivered  it  to  the  corporation, 
and  it  seems  to  me  that  answer  gives  Mr.  Schenker  the  privilege  of  asking  you 
how  you  delivered  it  to  the  corporation.  Now  if  you  cannot  name  the  individual 
to  whom  it  was  delivered  it  just  casts  a  doubt  over  the  whole  question  of 
delivery? 

The  Witness.  Well,  sir,  I  must  continue  to  decline  to  bring  into  this  picture 
the  names  of  certain  Argentinean,  English,  and  Paraguayan  gentlemen  who  are 
back  of  my  corporation. 

Commissioner  Healy.  In  what  capacity  did  the  corporation  receive  the  money? 
Was  it  received  by  its  president  or  treasurer  or  secretary? 

The  Witness.  I  am  president  of  the  corporation. 

By  Mr.  Schenker: 

Q.  But  the  individual  to  whom  you  turned  the  money  over,  whose  name  you 
will  not  disclose,  what  was  his  connection  with  the  corporation? 

A.  With  all  due  respect,  sir,  you  will  forgive  my  insistence  for  not  going 
further  into  that  question. 

:-  Commissioner  Healy.  Are  there  any  Americans  whose  names  had  been  men- 
tioned as  being  connected  with  the  General  Investment  Corporation,  who  re- 
ceived any  of  this  money,  directly  or  indirectly? 

The  Witness.  No,  sir. 
******* 

Commissioner  Healy.  If  I  understand  your  testimony  correctly,  you  received 
nothing  whatever  as  compensation  for  the  work  you  did? 

The  Witness.  As  yet  I  have  received  nothing. 

Commissioner  Healy.  Have  you  any  arrangement  under  which  you  will  re- 
ceive it? 

The  Witness.  Not  as  yet,  but  I  might  repeat  in  that  connection  this  corpora- 
tion has  many,  many  other  enterprises. 
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By  Mr.  Schenker: 
Q.  But  this  enterprise  is  consummated? 
A.  That  is  true. 

Q.  And  this  enterprise  has  been  paid  for? 
A.  That  is  so. 
******* 

By  Mr.  Schenker: 

Q.  Now,  still  proceeding  on  the  assumption  that  you  will  not  disclose  the 
name  of  the  person  to  whom  the  money  was  turned  over,  it  was  turned  over  to 
an  individual,  wasn't  it? 

A.  Turned   over   to  the  corporation. 

#****** 

Q.  Did  you  walk  into  the  board  of  directors  room  with  nobody  sitting  there 
and  drop  $150,000  on  the  table  and  walk  out  of  the  room? 

A.  You  will  forgive  me,  sir,  if  I  again  repeat  that  I  delivered  it  into  the 
possession  of  the  corporation  and  beyond  that  I  can  go  no  further. 

However,  he  did  testify  that  no  "Americans  whose  names  have  been 
mentioned  as  being  connected  with  General  Investment  Corporation" 
had  any  interest  in  Philip  De  Ronde,  Limited.^^^  Mr.  Groves  testi- 
fied that  he  personally  did  not  retain  any  portion  of  the  commission 
paid  him.^^" 

(2)  REPURCHASE  OF  $6  PREFERRED  STOCK  AT  PROFIT  TO  WALLACE 

GROVES 

In  addition  to  the  $435,000  of  funds  disbursed  in  the  form  of 
"commissions"  in  connection  with  the  sale  of  the  Terminal  Com- 
pany notes,  General  Investment  Corporation  expended  $2,500,000, 

5*0  Id.,  at  15094.  However,  on  February  4,  1937,  Ernest  B.  Warriner  purchased  from 
one  E.  Everett  Baker,  certain  securities  for  $11,000,  paying  therefor  in  eleven  $1,000  bills. 
(Id..  Commission's  Exhibit  No.  3176.)  And.  according  to  the  testimony  of  Wilfred  S. 
Robinson,  one  of  the  directors  of  General  Investment  Corporation,  Mr.  Warriner"s  secretary 
had  informed  him  that  in  January  1937  Mr.  Warriner  had  repaid  his  indebtedness  of 
$139,000  to  the  Delaware  Trading  Corporation.  (Id.,  at  20679.)  However,  Wallace  Groves 
testified  that  the  Delaware  Trading  Corporation  was  repaid  the  $139,000  plus  $11,000 
in  interest  in  March  1937,  at  the  time  of  the  sale  by  Mr.  Warriner  of  his  control  of 
International  Equities  Corporation  to  Henderson  Brothers  for  $2,000,000.     (Id.,  at  20476-8.) 

6*0  Id.,  at  20220.  Frederick  S.  Burroughs  brought  a  stockholder's  suit  in  the  Chancery 
Court  of  New  Jersey  to  compel,  among  other  things,  the  repayment  to  General  Investment 
Corporation  of  the  $150,000  in  cash  paid  as  commissions  to  Mr.  De  Ronde.  In  connection 
with  this  aspect  of  this  suit,  Mr.  Burroughs  testified   (id.,  at  15222-3)  : 

A.  *  *  *  I  made  some  allegation  in  the  bill  of  complaint  about  that  which  I 
didn't  believe  was  a  proper  commission,  and  demanded  that  that  be  undone  and  that 
at  least  $150,000  be  returned.  I  specified  the  $150,000  in  cash  because  on  a  review 
of  the  facts.  I  did  not  bplieve  that  Mr.  De  Ronde  had  ever  received  the  $150,000,  but 
I  had  no  way  of  proving  it. 

Q  What  made  you  suspicious  was  that  Mr.  De  Ronde  didn't  keep  any  of  the 
$150,000  in  cash? 

A.  Well,  I  never  heard  of  a  transaction  conducted  in  that  way  before,  and  it  just 
didn't  seem  logical  to  me.  but  perhaps  I  had  an  unduly  suspicious  nature. 

Q.  You  have  heard  of  instances  in  which  people  have  insisted  on  cash  in  old  one- 
dollar  hills,  haven't  you? 

A.  What? 

Q.  You  have  heard  of  instances  in  which  people  have  insisted  on  cash  in  old  one- 
dollar  bills,  but  you  have  never  heard  of  them  insisting  on  cash  in  new  $1,000  bills? 

A.  I  never  had  any  knowledge  of  a  business  transaction  where  money  wasn't  pa'd 
by  check  and  a  receipt  given,  and  then  if  the  recipient  of  the  check  wanted  to  divide 
it  up  some  way  he  didn't  undertake  the  responsibility  of  it.  It  seemed  to  nie  a  most 
unusual  and  suspicious  circumstance,  and  I  thought  it  was  suflBcient  ground  to  ask 
on  the  behalf  of  stockholders  a  return  of  the  money  so  I  included  that  in  the 
complaint. 

Mr.    Burroughs   subsequently    "dropped"    this   suit.     With    specific   reference    to    the    above 

allegation  in  the  bill  of  complaint,  Mr.  Burroughs  felt  that  he  "had  no  legal  evidence  of 

impropriety".      (Id.,   at  15226.) 
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almost  all  of  which  was  derived  from  cash  proceeds  of  its  sale  of 
the  Terminal  Company's  notes,^^^  in  the  repurchase  of  a  substantial 
block  of  its  own  $6  cumulative  preferred  stock  from  Wallace  Groves, 
at  a  profit  to  him  of  $300,000. 

Immediately  upon  the  transfer  of  control  of  General  Investment 
Corporation  to  International  Equities  Corporation  all  of  the  officers 
and  directors  of  General  Investment  Corporation,  including  (Mr. 
Devendorf,  who  was  then  the  president  of  General  Investment  Cor- 
poration, had  resigned  and  had  been  replaced  by  representatives  of 
Ernest  B.  Warriner.^^^  Mr.  Devendorf,  the  largest  minority  stock- 
holder of  General  Investment  Corporation, ^^^  requested  Mr,  Warriner 
to  cause  General  Investment  Corporation  to  purchase  his  holdings 
of  between  9,000  and  10,000  shares  of  its  preferred  stock  ^®*  on  the 
ground  that  he  was  opposed  to  maintaining  a  substantial  investment 
in  General  Investment  Corporation  unless  he  was  permitted  to  have 
representation  on  the  board  of  directors.^^^  At  this  time  Mr.  War- 
riner stated  to  Mr.  Devendorf  that  he  was  unwilling  to  devote  any 

591  The  Terminal  Company  notes  were  sold  on  November  27,  1936,  for  $5,750,000  in  cash, 
less  $150,000  paid  to  a  Buenos  Aires  banking  syndicate.  (See  supra,  pp.  594,  577,  and 
595-6.)  Further  commissions  of  $285,000  were  paid  to  Mr.  Billings  and  Mr.  De  Ronde  in 
December  of  1936  and  January  1937.  (See  supra.)  On  November  30,  1936,  the  cash 
position  of  General  Investment  Corporation,  including  the  proceeds  of  the  sale  of  the 
Terminal  Company  notes  totaled  $5,698,000.  (Moody's  Manual  of  Investments,  Banks,  etc., 
1937,  at  p.  1743.) 

^^2  Op.  cit.  supra,  note  533,  at  15171-2.  The  contract  for  the  sale  of  control  of  General 
Investment  Corporation  to  International  Equities  Corporation  gave  American  General  Cor- 
poration the  privilege  of  retaining  one  of  the  five  directorships  of  General  Investment 
Corporation  until  the  payment  of  the  entire  purchase  price  for  control  of  General  Invest- 
ment Corporation.  (Id.,  Commission's  Exhibit  No.  1565.)  American  General  Corporation, 
however,  did  not  avail  itself  of  this  privilege. 
^^^M.,  at  15175. 
Bsild.,  at  15184. 

695  jjp    Devendorf  testified  that  Mr.  Warriner  refused  to  allow  him  to  remain  as  a  direc- 
tor of  General  Investment  Corporation  "to  watch  the  minority  interests"   (id.,  at  15181-2)  : 
Q    *      *     *     Y^^jjj  y^y  please  tell  us  why     *      *      *     you  were  prepared  to  sell  your 
stock  at  $87.50  when  you  knew  that  it  had  $150  behind  it? 

A.  *  *  *  the  reason  that  I  wanted  to  sell  it,  and  I  was  selling  it,  and  I  was 
willing  to  take  less  than  I  knew  at  the  time  that  it  was  worth  because  I  was  mis- 
trustful of  anyone  who  wanted  to  run  a  corporation  without  having  a  representation 
from  minority  on  the  board,  and  I  had  heard  of  two  or  three  investments  made 
subsequent  to  my  leaving  the  Board  that  I  wasn't  pleased  with,  and  I  was  afraid  if 
I  held  my  stock  any  longer,  we  might  never  see  $87.50  for  the  stock. 

Q.  So  the  situation  was  that  here  you  were,  the  largest  single  stockholder  in  that 
corporation,  exclusive  of  the  "A"  stock,  absolutely  impotent  to  do  anything  under 
the  circumstances. 

A.  I  couldn't  even  find  out  what  was  going  on  in  the  corparation. 
Mr.  Devendorf  further  testified  that  he  "never  quite  got  it  out  of  my  head  that  there  was 
some  connection"  between  Messrs.  Warriner  and  Groves.      (Public  Examination,  American 
General  Corporation  et  al.,  at  25666.) 

D.  H.  Silberberg  of  D.  H.  Silberberg  &  Company,  members  of  the  New  York  Stock 
Exchange,  which  had  acquired  preferred  stock  of  General  Investment  Corporation  in  a 
joint  account  with  Mr.  Devendorf  (see  infra,  p.  584)  and  who  subsequently  joined  with  Mr. 
Devendorf  in  selling  his  preferred  stock  in  General  Investment  Corporation  to  Wallace 
Groves,  stated  that  he  was  anxious  to  dispose  of  his  stock  in  General  Investment  Corpora- 
tion as  soon  as  Mr.  Warriner  acquired  control  of  the  company  because  he  felt  that  Mr. 
Warriner  was  "acting  for  Mr.  Groves."  He  testified  (Public  Examination,  American 
General  Corporation  et  al.  at  25284-5)  : 

Q.  Will  you  tell  us  the  circumstances  under  which  you  happened  to  dispose  of  that 
block  of  stock  to  Mr.  Groves? 

A.  Well,  the  sale  was  made  as  the  result  of  the  purchase  bv  Mr.  Groves  of  the 
control  of  the  company  from  the  Founders  group.     Upon  hearing  of  that  purchase 

Q.  You  mean  Mr.  Groves? 

A.  Mr.  Warriner  was  the  name  given  but  there  was  never  any  question  in  my  mind 
that  Mr.  Warriner  was  acting  for  Mr.  Groves  and  immediately  upon  hearing  of  that 
purchase  we  were  very  desirous  of  getting  out  of  our  position  as  quickly  as  it  was 
possible  to  do  so. 

Q.  You  say  "we,"  you  refer  to  yourself  and  Mr.  Devendorf? 

A.  Myself  and  Devendorf,  yes. 
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of  the  funds  of  General  Investment  Corporation  to  the  repurchase  of 
its  preferred  stock.^^®  Mr.  Warriner,  however,  in  November  1936, 
prior  to  the  sale  of  the  Terminal  Company's  notes  by  General  In- 
vestment Corporation,^^"  introduced  Mr.  Devendorf  to  Wallace  Groves 
as  an  "unhappy  stockholder"  ^^®  desirous  of  selling  his  preferred 
stock.  Wallace  Groves  then  indicated  to  Mr.  Devendorf  that  he 
would  not  buy  Mr.  Devendorf's  block  of  preferred  stock  while  the 
Terminal  Company's  notes  remained  "a  frozen  asset"  ^^^  in  the  port- 
folio of  General  Investment  Corporation. 

However,  early  in  December  1936  after  the  Terminal  Company's 
notes  had  been  sold  b}^  General  Investment  Corporation  for  $5,750,000, 
Mr.  Groves  called  on  Mr.  Devendorf  and  offered  to  buy  his  preferred 
stock.^''°  After  some  negotiation.  Wallace  Groves  contracted  to  pur- 
chase through  his  personally  owned  holding  company,  Nassau  Securi- 
ties Company,  Limited,''''^  no  less  than  17,500  shares  of  the  preferred 
stock  of  General  Investment  Corporation  at  $87.50  per  share.'^*'^  The 
terms  of  Mr.  Groves'  offer  required  that  the  shares  which  he  was  to 
purchase  be  deposited  by  January  21,  1937,  at  the  Royal  Bank  of  Can- 
ada, Montreal,  Canada.  Mr.  Groves  agreed  to  pay  for  the  deposited 
shares  on  January  25,  1937.*^'^"  Mr.  Devendorf  accepted  this  offer 
although  at  that  time  the  preferred  stock  had  an  actual  liquidating 
value  of  between  $140  and  $150  per  share.*^*^^ 

Mr.  Devendorf  and  his  family,  as  indicated  above,  owned  only  be- 
tween 9.000  and  10.000  shares  of  the  $6  cumulative  preferred  stock  of 
General  Investment  Corporation.*^"^  But  on  January  8,  1937,  Mr. 
Devendorf  sent  a  copy  of  Mr.  Groves'  offer  to  all  the  preferred  stock- 
holders of  General  Investment  Corporation,*'"''  the  names  and  addresses 
of  which  stockholders  he  procured  from  Ernest  B.  Warriner.'''^'  When 
examined  with  respect  to  this  solicitation  of  preferred  stockholders  of 
General  Investment  Corporation,  Mr.  Devendorf  testified:  ^'^^ 

Q.  And  at  the  time  that  you  sent  out  this  letter,  saying  that  you  were  selling 
your  stock  for  $87.50,  to  the  Nassau  Securities  Company,  Ltd.,  and  saying  that  you 
had  been  fortunate  enough  to  get  the  same  offer  for  other  preferred  stockholders, 
what  was  the  asset  value  of  this  preferred  stock? 

A.  I  think  it  was  around  $140  to  $150  a  share. 

Q.  So  that  there  was  $150  behind  every  share  of  the  preferred  stock  that  you 
were  selling  to  the  Nassau  Securities  Company,  Ltd.,  for  $87.50,  and  telling  every 
other  preferred  stockholder  that  you  had  gained  for  them  that  self-same  oppor- 
tunity. 

A.  I  didn't  word  it  that  I  was  fortunate ;  I  worded  it  that  the  same  opportunity 
was  open  to  them  and  I  tried  not  to  give  an  impression  that  they  should  or  should 
not  accept  it. 


=»«0p.  cit.  supra,  note  533,  at  15180. 
697  Id.,  at  15182. 
^"8  Id.,  at  20224. 
=»"  Id.,  at  20223-4. 
«»»Id.,  at  15182-3. 
«>'Id.,  at  20295. 

^^  Id.,  Commission's  Exhibit  No.   1569. 
««Ud.,  at  15179. 

»o*  As  heretofore  indicated,  on  the  sale  of  the  shares  sold  to  Mr.  Groves,  Mr.  Devendorf 
derived  a  profit  in  excess  of  $600,000.     See  Appendix  F,  p.  788. 

<"■•  Op.  cit.  supra,  note  533,  at  15184,  and  Commission's  Exhibit  No.  1570. 
»»«Id.,  Commission's  Exhibit  No.  1569. 
«<"Id.,  at  15175-6. 
^^Id.,  at  15177-9. 
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Q.  But  you  told  them,  as  you  may  perhaps  remember,  "I  resigned  as  director 
and  president  of  the  General  Investment  Corporation  last  August,  and  having 
sold  my  common  stock  will  have  no  longer  any  connection  with  the  General  Invest- 
ment Corporation  when  these  sales  are  consummated." 

Now,  you  had  been  president  of  the  General  Investment  Corporation,  isn't 
that  so? 

A.  Yes,  sir. 

Q.  And    the    stockholders    had    stayed    with    you    throughout    this    terrific 

shrinkage  ? 

A.  Right. 

Q.  And  you  had  the  right  to  assume,  I  suppose,  that  people  were  going  to 
rely  upon  your  judgment,  isn't  that  so? 

A.  No;  I  didn't  assume  that,  I  assumed  that  anyone  who  had  known  me 
personally,  these  probably  would,  and  whether  or  not  the  stockholders  who 
didn't  would,  I  don't  know. 

Q.  And  you  weren't  going  through  a  futile  idle  gesture,  you  were  really  trying 
to  apprise  these  people  of  the  opportunity  that  they  had  to  get  $87.50  for  their 
stock,  isn't  that  so? 

A.  Yes,  sir. 

Q.  Although  at  the  time  it  had  an  asset  value  of  how  much? 

A.  Between  $140  and  $150  per  share. 

General  Investment  Corporation  itself  made  no  attempt  to  purchase 
its  $6  preferred  stock  on  the  same  or  better  terms  than  those  offered 
by  Mr.  Groves,  although  Mr.  Warriner  was  aware,^°^  at  least  11  days 
prior  to  its  expiration,  of  the  existence  of  the  Groves  offer.  Nor  does 
the  record  indicate  that  Mr.  Warriner  advised  the  investment  com- 
pany's preferred  stockholders  that  the  actual  liquidating  value  of 
their  stock  was  approximately  $150  per  share  as  compared  with  the 
price  of  $87.50  offered  by  Mr.  Groves  for  the  stock.«^° 

Instead,  Mr.  Warriner  took  steps  to  cause  General  Investment  Cor- 
poration both  to  finance  the  purchase  of  the  $6  preferred  stock  from 
the  public  holders  by  Mr.  Groves  and  to  purchase  these  identical 
shares  from  Mr.  Groves  at  a  substantial  profit  to  him.  Almost  simul- 
taneously with  the  completion  of  the  agreement  by  Mr.  Groves  to 
purchase  the  preferred  stock  held  by  Mr,  Devendorf  and  others, 
Ernest  B.  Warriner  caused  General  Investment  Corporation  to  open 
an  account  with  the  Royal  Bank  of  Canada  in  Montreal,  the  bank 

•'oo  Harold  S.  Maddock,  a  member  of  the  board  of  directors  of  General  Investment 
Corporation,  had  received  on  January  9,  1937,  a  copy  of  tbe  letter  from  Mr.  Devendorf 
accompanied  by  the  offer  of  Nassau  Securities  Company,  Ltd.,  (id.,  at  20569-70) 
to  purchase  preferred  stock  of  General  Investment  Corporation.  This  letter  he  exhibited 
to  Mr.  Warriner  on  January  10,  1937.  and  inquired  from  him  as  to  the  ownership  of 
Nassau  Securities  Company,  Ltd.  (Ibid.)  On  the  following  day,  January  11,  1937,  Mr. 
Maddock  was  informed  by  Mr.  Warriner  that  Nassau  Securities  Company,  Ltd.,  was  a  per- 
sonal holding  company  of  Wallace  Groves.  (Ibid.)  On  January  12,  1937,  Mr.  Warriner 
requested  Mr.  Maddock  to  resign  from  the  board  of  General  Investment  Corporation.  (Id., 
at  20571.)  Mr.  Maddock  resigned  from  the  board  of  directors  of  General  Investment  Cor- 
poration and  was  elected  to  the  board  of  Standard  Investing  Corporation,  a  subsidiary  of 
General  Investment  Corporation.  (Ibid.)  Mr.  Maddock  was  replaced  on  the  directorate  of 
General  Investment  Corporation  by  W.  A.  Austin,  who.  together  with  Mr.  Warriner,  had 
been  a  nominee  of  Wallace  Groves  on  the  board  of  directors  of  Granger  Trading  Corpora- 
tion in  1932  when  that  company  was  controlled  by  Mr.  Groves.  See  supra,  pp.  181-226, 
Investment  Companies  Acquired  and  Controlled  ty  Wallace  Groves. 

810  Op.  cit.  supra,  note  533,  at  20655. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  605 

which  was  to  be  the  depositary  of  the  investment  company's  preferred 
stock  under  the  Groves'  offer.  Prior  to  this  time,  General  Investment 
Corporation  had  never  had  an  account  with  the  Royal  Bank  of  Can- 
ada.'^^^  Mr.  Robinson  testified  as  follows  in  connection  with  this 
policy  of  the  General  Investment  Corporation  in  having  a  large 
account  with  the  Royal  Bank  of  Canada :  *^^- 

Q.  When  did  you  first  find  out  that  money  was  being  deposited  in  the  Royal 
Bank  of  Canada? 

A.  About  the  1st  of  December.  That  was  very  shortly  after  the  money  came 
up  from  Buenos  Aires,  Mr.  Warriuer  said  to  me  that  the  whole  business  was 
In  the  National  City  Bank,  and  he  said,  "Now,  we  have  this  bank  and  this  one, 
and  this  one,  and  I  want  so  much  here  and  so  much  there,  and  a  million  and  a 
half  in  the  Royal  Bank  of  Canada,"  and  that  did  not  make  sense  to  me,  but  he 
explained  that  the  Royal  Bank  had  been  very  helpful  to  Mr.  De  Ronde  in  his 
operations  down  at  Buenos  Aires  and  he  had  asked  him  to  return  the  compli- 
ment the  best  way  he  could.  I  still  felt  that  that  was  a  rather  generous  return 
of  the  compliment,  and  I  did  not  feel  that  there  was  anything  I  could  or  should 
do  about  it  except  to  object. 

P'rom  time  to  time,  as  I  had  an  opportunity,  when  there  were  transfers  of 
funds  to  be  made,  I  would  sneak  half  a  million  out  of  the  Royal  Bank  of  Canada 
and  boost  the  balance  somewhere  else,  and  then  a  few  days  later  I  would  get 
instructions  to  put  some  more  money  into  the  Royal  Bank  of  Canada. 

Q.  From  whom?     Mr.  Warriuer? 

A.  From  Mr.  Warriuer. 

Q.  Did  you  ask  Mr.  Warriuer  why  he  was  sendiug  a  million  and  a  half 
dollars  up  to  Canada? 

A.  Yes,  sir. 

Q.  What  did  he  say? 

A.  He  said  that  Mr.  De  Ronde  had  asked  him  to  do  everything  that  he  could 
to  be  nice  to  the  Royal  Bank  of  Canada  in  exchange  for  all  of  the  help  that 
they  had  been  to  him  in  effecting  the  sale  of  the  subway  down  in  Buenos  Aires. 

Dej)osits  on  behalf  of  General  Investment  Corporation  in  this  account 
were  commenced  early  in  December/^^  shortly  after  the  sale  of  the 
Terminal  Company's  notes,  and  by  January  23,  1937,  $2,565,000  was 
on  deposit  in  that  bank,  an  amount  sufficient  to  cover  substantially 
the  purchase  by  the  investment  company  of  27,000  shares  of  its  $6 
preferred  stock  at  $102  per  share.''^'' 

Between  January  18  and  January  22,  1937,  Mr.  Warriuer  requested 
several  of  the  members  of  the  board  of  directors  of  General  Invest- 
ment Corporation  to  approve  a  proposed  purchase  by  the  company 
of  its  preferred  stock  from  Wallace  Groves  at  $102  a  share.  Mr.  War- 
riuer stated  to  the  members  of  the  directorate  that  he  ^vas  impelled  to 
buy  such  stock  from  Wallace  Groves  because,  as  Harlan  J.  Wright,  one 
of  the  directors,  testified,  "it  would  be  embarrassing  and  as  he  [War- 
riuer] felt,  he  could  not  afford  to  have  Mr.  Groves  an  owner  of  a  large 

«"  Id.,  at  15187-8,  20533. 
"2  Id.,  at  15187-8,  15194,  20532-3. 
*"2Id.,  Commission's  Exhibit  No.   1572. 
8>^  Ibid. 
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share  of  that  stock."  ^^^  Mr.  Wright  testified  as  to  his  conversation 
with  Mr.  Warriner  about  four  or  five  days  before  the  preferred  stocks 
were  repurchased  as  follows :  ^^^ 

^  *  *  *  Ttien  he  discovered,  rather  to  his  surprise,  that  Mr.  Groves  had 
acquired  a  large  block  of  that  preferred  stock. 

Q.  Of  the  General  Investment  Corporation? 

A.  General  Investment  Corporation  preferred  stock;  yes;  and  he  felt  embar- 
rassed ;  it  would  have  embarrassed  the  company  and  embarrassed  their  relations 
with  the  Utility  Equities,  and  embarrassed  the  plan  that  he  had  on  foot  for 
Utility  Equities  and  the  General  Investment  Corporation  getting  together. 
******* 

A.  It  would  be  embarrassing  and  as  he  felt,  he  could  not  afford  to  have  Mr. 
Grovee  an  owner  of  a  large  block  of  that  stock  as  he  had — I  want  to  get  this. 
He  did  not  say  definitely,  but  I  got  the  impression  that  the  Utilities  people  had 
understood  that  he  had  no  connection  with  Mr.  Groves.  I  had  previously  asked 
him  that  also  and  was  assured  that  there  was  no  connection  with  Mr.  Groves  in 
his  financial  work  in  putting  together  these  companies. 

*  *  *  *  *  *  * 

Q.  And  you  say  this  [conversation]  took  place  about  four  days  before  the 
meeting  approving  the  contract;  is  that  right? 

A.  That  is  right. 

Q.  And  that  meeting  took  place  on  January  22,  so  it  must  have  been  about 
the  18th  of  January? 

A.  Approximately ;  yes. 

Q.  Did  he  tell  you  that  Mr.  Groves  had  actually  paid  for  that  block  of  stock 
and  was  the  owner  of  it? 

A.  Yes ;  he  did. 

Q.  He  said  that  he  had  paid  for  it  already  and  that  it  was  his? 

A.  I  am  not  sure  that  he  said  that  he  had  paid  for  it,  but  he  said  that  he  had 
bought  that  stock.     Those  were  his  words. 

Q.  And  when  he  gave  you  that  explanation,  that  he  would  be  embarrassed  by 
Mr.  Groves'  association  with  the  situation,  he  wanted  to  buy  it  from  Mr.  Groves 
at  $102 ;  is  that  it? 

A.  Yes. 

It  will  be  recalled,  however,  that  Mr.  Warriner,  after  he  had  refused 
to  have  General  Investment  Corporation  repurchase  its  preferred 
stock  from  Mr.  Detendorf,  introduced  Mr.  Devendorf  to  Mr.  Groves 
as  an  "unhappy  stockholder"  desirous  of  selling  his  stock. 

On  January  21,  1937  Wilfred  S.  Robinson,  vice  president  of 
General  Investment  Corporation,  had  become  aware  that  Nassau  Se- 
curities Company,  Ltd.,  had  accumulated  a  large  block  of  the  pre- 
ferred stock,  and  suggested  that  Mr.  Warriner  attempt  to  purchase 
the  stock  from  Nassau  Securities,  Ltd.,  at  $90  a  share.^^^  Instead  of 
attempting  to  follow  the  suggestion  of  Mr.  Robinson,  Mr.  Warriner, 
apparently  to  make  it  impossible  for  Mr.  Robinson  to  attend  the 
meeting  of  the  board  of  directors  of  General  Investment  Corporation 
which  was  to  approve  the  purchase  of  that  block  of  preferred  stock 

«6id.,  at  20625.     Mr.  Wright  testified   (id.,  at  20626-7)  : 

Q.  What  difficulty  did  you  see  between  any  association  between  Warriner  and 
Groves  ? 

******* 

A.  I  don't  know  how  to  express  it.  Simply  that  Mr.  Groves  was  active  in  the 
street  and  there  were  some  groups  that  did  not  care  to  cooperate  with  him  in  financial 
transactions. 

««Id.,  at  20625.  20627-8. 
«"Id.,  at  20537. 
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from  Nassau  Securities  Company,  Ltd.,  at  $102  per  share,  sent  Mr. 
Robinson  to  Boston  on  some  "important''  business.  Mr.  Robinson 
testified :  ^^^ 

A.  *  *  *  I  remember  on  the  21st — that  was  a  Thursday — we  had  some 
coDA-ersatioii  about  this  large  block  of  stock  which  Nassau  Securities  Company- 
was  about  to  buy  from  Mr.  Devendorf  and  others.  I  asked  him — while  I  did  not 
know  who  the  Nassau  was,  I  suspected  and  asked  him  if  he  did  not  think  that 
he  could  perhaps  buy  that  for  the  corporation  at  some  such  price  as  90  or 
less.  *  *  *  [On  the  21st  of  January]  he  was  very  anxious  to  have  me  take 
the  boat  and  go  down  to  Boston. 

******* 

Q.  January  21st,  the  day  before  January  22nd,  when  the  directors  of  the 
G.  I.  C.  approved  the  purchase  from  the  Nassau  Securities  Company  which  was 
controlled  by  Mr.  Wallace  Groves  of  the  General  Investment  Corporation  stock 
at  $102? 

A.  That's  right. 

******* 

Q.  And  that  is  the  day  that  he  wanted  you  to  go  to  Boston  on  some  im- 
portant business  ? 

A.  That  is  the  day  he  wanted  me  to  go  to  Boston  to  learn  about  this  Corpo- 
ration that  the  Henderson  Bros,  were  forming.  I  did  not  know  at  the  time 
that  there  was  a  directors'  meeting  called  for  Friday,  January  22nd.  That 
was  the  first  time  since  I  had  resigned  that  I  had  not  been  informed  of  any 
coming  directors'  meetings.  I  told  them  I  felt  that  I  should  not  go  down  to 
Boston  right  then,  and  he  told  me  that  he  was  very  anxious  for  me  to  go  and 
he  said  he  was  sure  that  Mr.  Henderson  was  going  to  be  away  Saturday  and 
Monday  and  he  did  not  want  to  waste  any  time  on  that  thing,  so  I  took  the 
sleeper  and  went  to  Boston. 

Q.  Did  he  give  you  any  indication  that  he  wanted  you  back  in  a  hurry  to 
attend  the  meeting  the  next  day? 

A.  No.  I  do  not  know  about  the  meeting  the  next  day.  He  told  me  that  I 
had  been  working  pretty  hard  and  I  could  take  a  nice  lazy  week-end.  My 
home  was  in  Springfield  originally  and  he  told  me 

Q.  Not  to  get  back  to  New  York,  but  after  getting  through  in  Boston,  to 
spend  the  week-end  in  Springfield? 

A.  There  was  a  little  business  that  I  could  do  for  him  in  Springfield,  and  he 
suggested  that  I  should  do  that,  on  Monday,  and  come  back  to  the  office  Tuesday 
morning.     *     *     * 

*  *  *  *  *  *  * 

So  I  took  a  sleeper  and  saw  Mr.  Henderson  the  following  morning,  and  I 
asked  him  what  he  could  tell  me  about  the  Central  Capital  Corporation,  and  he 
took  a  pen  out  of  his  i)ocket  and  a  sheet  of  paper  and  wrote  off  about  three 
lines  in  three  or  four  minutes,  and  it  did  not  make  sense  to  me  that  Mr.  War- 
riner  did  not  know  all  about  that.  Maybe  he  did  not,  but  he  has  a  way  if  he 
is  interested  in  that  kind  of  thing,  if  Mr.  Henderson  ever  mentioned  the  Central 
Capital  Corporation  to  him,  in  the  same  breath  he  could  have  told  him  all  there 
was  to  know  about  it,  and  I  just  was  getting  an  uncomfortable  feeling  about 
that  whole  incident,  and  the  checkbooks,  the  feeling  that  I  was  being  moved  out 
of  New  York  City  for  the  time  being,  so  I  took  the  next  train  back  to  New 
York,  which  landed  me  in  town  too  late,  as  it  was  after  business  hours,  probably 

7  o'clock  or  so. 

******* 


«i8  Id.,  at  20537-40,   20544. 
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*  *  *  I  also  noticed  around  the  oflSce  a  check  drawn  on  the  National  City- 
Bank  to  the  National  City  Bank  for  $500,000,  and  I  knew  that  on  Thursday 
when  I  left  that  there  was  no  occasion  for  us  to  be  giving  $500,000  to  the  Na- 
tional City  Bank,  so  I  was  a  little  interested  to  know  what  that  might  mean. 
In  other  words,  I  was  naturally — well,  not  naturally,  but  anyhow  I  was  very 
suspicious  at  the  look  of  everything,  so  I  was  suspicious  of  every  detail  as  I 
saw  it. 

*  *  *  I  came  back  downtown  and  went  to  the  National  City  Bank  and 
asked  some  of  the  officials  what  use  had  been  made  of  the  check  for  $500,000. 
I  was  in  charge  of  the  records  and  the  stubs,  and  so  on,  did  not  give  me  ade- 
quate information  for  our  bookkeeping.  They  told  me  that  a  young  lady  had 
been  in  there  a  few  minutes  before  asking  to  have  that  exchanged  for  a  cashier's 
check  for  $500,000,  payable  to  the  Royal  Bank  of  Canada,  and  that  sort  of 
added  fuel  to  the  flame,  the  whole  set-up.  In  the  absence  of  any  information 
of  any  sort,  it  did  not  look  good  to  a  person  brought  up  in  the  surety  business 
where  you  see  that  kind  of  a  set-up  preparatory  to  a  killing.  I  could  not  believe 
that  Mr.  Warriner  had  planned  to  go  to  Canada  and  steal  two  or  three  million 
dollars,  but  I  did  not  like  the  looks  of  what  was  going  on  and  it  seemed  to  me 
that  I  had  better  find  out  just  what  it  meant. 

The  directors  of  General  Investment  Corporation  approved  on 
January  22,  1937,  the  purchase  by  General  Investment  Corporation 
from  Nassau  Securities  Company,  Ltd.  (Wallace  Groves'  personal 
holding  company),  of  not  exceeding  27,000  shares  of  the  preferred 
stock  of  General  Investment  Corporation  at  $102  per  share.^^^ 

"Wlien  examined  with  respect  to  the  consummation  of  the  con- 
tract, Mr.  Groves  testified :  ^-° 

Q.  The  contract  was  dated  January  21  and  was  approved  by  the  directors 
on  the  22nd,  so  Mr.  Warriner  must  have  been  in  New  York. 

A.  I  know  I  made  a  trip  up  to  Montreal  to  have  the  transaction  approved 
and  signed. 

Q.  In  Montreal? 

A.  Yes,  sir. 


*i8  Id.,  at  15203  and  Commission's  Exhibit  No.  1571.  Tlie  contract  between  General 
Investment  Corporation  and  Nassau  Securities  Company,  Ltd.,  further  provided  that  if 
at  any  time  General  Investment  Corporation  redeemed  any  of  its  (5%  preferred  stock  or 
dissolved  and  distributed  its  assets  to  its  stockholders,  Nassau  Securities  Company,  Ltd., 
was  to  receive  the  difference  between  $102  and  the  price  at  which  General  Investment 
Corporation  redeemed  its  shares  or  the  liquidating  value  of  such  shares  in  case  of  its 
dissolution.  (Ibid.)  Mr.  Groves  testified  as  to  the  reason  for  this  provision  in  the  contract 
(id.,  at  20667)  : 

Q.  Do  you  remember  that  there  was  a  lawsuit  instituted  by  Mr.  Burroughs  to  re- 
strain the  consummation  of  the  contract  whereby  you  got  the  $102  and  were  to  get 
an  additional  payment  in  the  event  of  liquidation  of  G.  I.  C.  or  in  the  event  that 
they  retire  other  people's  preferred  at  a  higher  price  than  they  paid,  or  in  the  event 
of  their  acquiring  stock  at  a  higher  price  ?     Do  you  remember  that  lawsuit  ? 

A.  There  was  a  lawsuit — when  I  was  dealing  with  Warriner  for  the  price  of  that 
stock,  I  told  him  that  I  did  not  want  him  to  kid  me  and  take  my  idea  of  liquidating 
the  company  and  mislead  me  and  kid  me,  and  a  few  weeks  afterwards,  was  he  going 
to  liquidate  the  company?  And  he  said  "no"  and  I  said  "just  so  you  are  not  going 
to  do  it,  will  you  put  that  in  so  that  I  know  that  you  are  not  kidding  me?"'  That 
is  how  that  got  in     *      *      *. 

Subsequently,  a   suit  brought  by   Frederick   S.   Burroughs,   a   former  president   of  General 
Investment  Corporation,   to   restrain   or   in   the   alternative   to  rescind   the   purchase   from 
Mr.  Groves  of  the  preferred  stock  of  General  Investment  Corporation,  was  settled  by  the 
agreement  of  Groves  to  cancel  this  provision  of  the  contract.      (Id.,  at  15222-30.) 
««Id.,  at  20661,  20663. 
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Q.  You  meau  you  rode  up  to  Montreal  with  Mr.  Warriner  just  to  place  your 
signature ■ 

A.  Mr.  Warriner  did  not  go  with  me.     I  went  without  Warriner. 

Q.  But  you  went  up  without  Warriner  with  the  contract  in  your  pocket  and 
signed  it  there  and  mailed  it  back?  What  did  you  do?  How  did  you  get  the 
contract  back  to  New  York? 

A.  I  either  mailed  it  back  or  brought  it  back. 

Q.  Don't  you  remember  whether  you  mailed  it? 

A.  No,  sir ;  I  do  not. 

Q.  You  mean  you  took  a  train  with  the  contract  in  your  pocket,  went  up  to 
Montreal,  signed  it  on  Canadian  territory,  and  came  back  on  the  next  train 

A.  It  was  not  quite  as  simple  as  that — In  the  first  place,  I  went  to  Montreal 
a  great  deal  anyway,  because  I  had  business  there,  and  they  went  there  and 
held  board  meetings 

Q.  Can  I  ask  you  a  question? 

A.  Yes. 

Q.  What  business  do  you  have  in  Montreal  other  than  to  consummate  all 
of  your  transactions  there?  You  don't  have  any  industrial  company  there, 
do  you? 

A.  Well,  I  have  a  number  of  contacts  in  Montreal,  Mr.  Schenker,  though  I 
went  up  to  Montreal  and  held  a  board  meeting  of  this  company,  and  it  was 
signed  pursuant  to  that  authority. 

On  January  23,  1937,  two  days  after  the  preferred  stock  was  to 
have  been  deposited  by  the  pnlDlic  holders  at  the  Royal  Bank  of 
Canada  pursuant  to  the  offer  of  Wallace  Groves  and  two  days  prior 
to  the  date  on  which  Wallace  Groves  was  required  to  pay  these  public 
holders  for  their  preferred  stock  so  deposited,  Mr.  Warriner  went 
to  Montreal  to  consummate  the  transactions  with  Wallace  Groves 
pursuant  to  the  authorization  of  the  board  of  directors  of  General 
Investment  Corporation.  Mr.  Groves  denied  that  he  had  any  influ- 
ence or  control  over  Ernest  B.  Warriner  or  over  International  Equi- 
ties Corporation  (controlled  by  Warriner)  which  in  turn  controlled 
General  Investment  Corporation.  However,  it  will  be  recalled  that 
Wallace  Groves  and  his  brother,  George  Groves,  had  "loaned"  Ernest 
B.  Warriner  the  funds  necessary  to  buy  the  controlling  block  of  In- 
ternational Equities  Corporation.  Mr.  Groves  when  examined  ad- 
mitted that  the  controlling  block  of  stock  of  International  Equities 
Corporation  had  been  hypothecated  with  Wallace  Groves  or  his 
brother  as  collateral  for  this  loan.    Mr.  Groves  testified :  ^-^ 

Q.  So  that  the  situation  was  that — Mr.  Warriner  had  hypothecated  with  the 
Delaware  Trading  Corporation — which  was  nothing  else  but  your  brother ;  *"  is 
not  that  so? 

A.  That  is  right. 

Q.  His  controlling  block  of  the  International  Equities  Corporation  as  collateral 
for  the  loan  of  $139,000  which  was  used  to  buy  the  controlling  block  and  the 
block  he  left  with  the  Delaware  Trading  Corporation  as  collateral  for  the  loan; 
is  not  that  so? 

A.  That  is  right     *     *     *. 


«2ild.,  at  20230. 

°2»  In  December  1937  Wallace  Groves  reacquired  his  interest  in  this  company.     (Id.,  at 
20300,  20476.) 
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The  contract,  as  finally  consummated  between  the  Nassau  Securi- 
ties Company,  Ltd.,  and  Ernest  B.  Warriner  on  behalf  of  General 
Investment  Corporation  provided  for  the  purchase  by  General  In- 
vestment Corporation  on  January  23,  1937,  of  24,591  shares  of  the 
preferred  stock  of  General  Investment  Corporation  at  $102  a 
share,''^^  which  was  the  amount  of  such  preferred  stock  actually 
deposited  by  the  public  holders  with  the  Royal  Bank  of  Canada  on 
January  21,  1937,  pursuant  to  the  offer  of  Nassau  Securities  Com- 
pany, Ltd.,  the  personal  company  of  Wallace  Groves,  to  purchase 
such  stock  at  $87.50  per  share.  On  January  '23,  1937,  General  In- 
vestment Corporation  paid  $102  per  share  for  20,731  of  these 
shares,*^-*  and  on  January  25,  1937,  Wallace  Groves,  with  a  portion 
of  the  funds  so  derived  by  him,  in  turn  paid  $87.50  per  share  to  the 
public  holders  who  had  deposited  their  stock  with  the  Royal  Bank 
of  Canada  on  or  before  January  21,  1937.*^^^  As  a  result,  Wallace 
Groves  made  a  net  profit  of  $300,600  on  the  20,731  shares  which  Gen- 
eral Investment  Corporation  had  purchased  on  January  23,  1937,  at 
$102  per  share  and  for  which  Wallace  Groves  himself  thereafter 
made  payment  on  January  25  at  $87.50  per  share.^-" 

Recapitulating  this  transaction,  Wallace  Groves  agreed  to  pay  the 
public  holders  of  the  preferred  stock  of  General  Investment  Cor- 
poration $87.50  per  share  on  January  25,  1937,  provided  these  holders 
deposited  their  shares  with  the  Royal  Bank  of  Canada  on  or  before 
January  21,  1937.  On  January  23,  1937,  two  days  after  the  deposit 
date,  Mr.  Warriner  caused  General  Investment  Corporation  to  agree  to 
purchase  from  Wallace  Groves  at  $102  per  share  the  exact  number 
of  shares  which  had  been  deposited  by  the  public  stockholders  with 
the  Royal  Bank  of  Canada,  payment  to  be  made  on  that  date,  or  two 
days  before  Mr.  Groves  was  obligated  to  pay  $87.50  per  share  to  the 
public  holders.  By  January  23,  1937,  Mr.  Warriner  had  caused  Gen- 
eral Investment  Corporation  to  have  on  deposit  in  the  Royal  Bank 
of  Canada  sufficient  funds  to  pay  Wallace  Groves  $102  per  share  for 
all  the  deposited  stock.  On  January  23,  1937,  Wallace  Groves  was 
paid  from  the  General  Investment  Corporation  deposit  with  the 
bank  a  total  of  $2,114,562,  or  $102  per  share  for  20.731  shares  of 
General  Investment  Corporation  preferred  stock.^-^  Of  this  amount 
paid  to  Mr.  Groves  on  January  23,  1937,  he  paid  to  the  public  holders 
who  deposited  these  preferred  shares  an  aggregate  of  $1,813,  962.50, 
or  $87.50  per  share.^^®    Mr.  Groves  thereby  realized  a  profit  or  over 

«23  Id.,  Commission's  Exhibit  No.   1571. 

•^Id.,  Commission's  Exhibit  No.  1575.  In  addition  General  Investment  Corporation  re- 
purchased from  Wallace  Groves  105,159%  shares  of  common  stock  at  $1.50  per  share,  for 
a  total  of  $157,738.80.  Mr.  Groves  had  purchased  these  common  shares  from  Mr.  Deven- 
dorf  as  part  of  his  transaction  vs^ith  the  latter.     (Id.,  at  20657.) 

6M  Id.,  at  15188-9,  15208,  20525-6.  For  the  balance  of  the  shares  which  were  deposited 
in  the  Royal  Bank  of  Canada,  Wallace  Groves  was  compelled  to  pay  $100  per  share  (id., 
at  15187  and  20522)  for  which  Gereral  Investment  Corporation  paid  $102  per  share  on 
January  26,  1937.      (Id.,  Commission's  Exhibit  No.  1576.) 

•a^Id.,  at  20525. 

«^  This  figure  excludes  the  3,860  shares  of  preferred  stock  which  Wallace  Groves  was 
compelled  to  purchase  from  the  First  National  Bank  of  Boston  at  $100  a  share,  and 
which  were  included  in  the  block  of  preferred  stock  sold  to  General  Investment  Corporation 
at  $102  a  share,  and  on  which  block  Mr.  Groves  realized  a  profit  of  $7,720. 

628  Ibid. 
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$300,000  on  the  transaction  by  the  use  of  the  funds  of  General  In- 
vestment Corporation  without  using  any  of  his  own  funds  at  any  step 
in  the  entire  transaction.®-^ 

(3)  INVESTMENT  WITH  WALLACE  GROVES-CONTROLLED  PHOENIX 
SECURITIES  CORPORATION  IN  CERTAIN-TEED  PRODUCTS  CORPO- 
RATION PREFERRED  STOCK 

During  the  period  of  the  control  of  General  Investment  Corpora- 
tion by  Ernest  B.  Warriner,  a  substantial  portion  of  its  assets,  in- 
cluding a  part  of  the  proceeds  derived  from  the  sale  of  the  Terminal 
Company  notes,  was  used  by  General  Investment  Corporation  in 
the  purchase  directly  or  indirectly  from  Phoenix  Securities  Corpo- 
ration, an  investment  company  controlled  by  Wallace  Groves,''^°  of 
large  blocks  of  the  securities  of  Certain-teed  Products  Corporation 
and  of  Standard  Investing  Corporation.  In  April  1936.  prior  to 
the  acquisition  of  control  by  Mr.  Warriner  and  International  Equities 
Corporation  of  General  Investment  Corporation,  Wallace  Groves  had 
suggested  that  International  Equities  Corporation  participate  with 
Phoenix  Securities  Corporation  in  a  commitment  to  purchase  the  pre- 
ferred stock  of  Certain-teed  Products  Corporation  ^"^  which  Phoenix 

'^^  Id.,  at  20523-6.  Subsequently,  General  Investment  Corporation,  then  under  the 
control  of  Henderson  Brothers  of  Boston,  sued  Ernest  B.  Warriner  and  Wallace  Groves  to 
recover  the  approximately  $.300,000  profit  derived  by  Mr.  Groves  as  a  result  of  tte  repurchase 
from  him  of  its  preferred  stock  by  the  investment  company.  Mr.  Groves"  offer  of  $145,000 
in  settlement  of  this  suit  was  accepted  by  the  corporation. 

On  December  1,  1938,  Wallace  Groves,  Ernest  B.  Warriner.  Philip  De  Ronde,  George  B. 
Groves,  Delaware  Trading  Corporation,  Nassau  Securities  Company,  Ltd.,  Philip  De  Ronde, 
Ltd.,  and  others  were  indicted  in  the  United  States  District  Court  for  the  Southern  District 
of  New  York  as  participants  in  an  alleged  conspiracy  to  use  the  mails  to  defraud  General 
Investment  Corporation  and  its  stockholders  by  the  disposition  of  the  proceeds  of  the 
sale  of  the  Terminal  Company's  notes  in  the  purchase  of  the  preferred  stock  from  Mr. 
Groves  and  in  the  payment  of  commissions  in  the  sum  of  $250,000  to  Philip  De  Ronde 
and  Philip  De  Ronde.  Ltd.      (See  supra,  pp.  595-601.) 

030  Wallace  Groves  was  chairman  of  the  board  of  directors  of  Phoenix  Securities  Corpo- 
ration and  its  largest  stockholder,  owning  approximately  300,000  shares  of  its  common 
stock  or  about  one-third  of  such  stock  outstanding.  (Public  Examination,  General  Invest- 
ment Corporation,  at  20482.) 

^1  Phoenix  Securities  Corporation,  on  April  15.  1936,  entered  into  a  contract  with 
George  M.  Brown,  the  chairman  of  the  board  of  directors  of  Certain-teed  Products  Corpo- 
ration, and  others  to  purcha.se  31,600  shares  of  the  TTc  preferred  stock  of  Certain-teed 
Products  Corporation  for  $3,000,000  to  be  paid  in  installments  due  May  15,  1936,  Sep- 
tember 15,  1936,  and  January  15,  1937.  (Id.,  Commission's  Exhibit  No.  1581.)  This  pre- 
ferred stock  which  Phoenix  Securities  Corporation  agreed  to  purchase  constituted  approxi- 
mately 50%  of  such  stock  then  outstanding  and,  because  of  a  default  in  dividend 
payments,  was,  under  the  provisions  of  the  charter  of  Certain-teed  Products  Corporation 
entitled  to  elect  a  majority  of  the  company's  director.  (Report  of  the  Securities  and 
Exchange  Commission  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel, 
and  Functions  of  Protective  and  Reorganization  Committees.  Part  VII,  at  176.)  In  Decem- 
ber 1935.  the  accumulated  unpaid  dividends  on  the  preferred  stock  of  Certain-teed  Products 
Corporation  amounted  to  $3,087,196  or  $49  per  share  on  the  63,004  shares  outstanding. 
(Ibid.)  The  purpose  of  Phoenix  Securities  Corporation  was  to  effect  a  recapitalization  of 
Certain-teed  Products  Corporation  which  would  eliminate  the  dividend  arrearages  on  its 
preferred  stock.  On  June  24,  1936,  the  stockholders  of  Certain-teed  Products  Corporation 
voted  to  amend  the  company's  charter  to  create  a  new  prior  preferred  stock,  and  the  pre- 
ferred stockholders  of  the  company  were  offered  this  new  preferred  stock  or  a  unit  of  such 
new  preferred  stock  and  common  stock  for  their  holdings  of  the  old  preferred  stock.  (Id., 
at  181.)  The  recapitalization  plan  did  not.  however,  disturb  Phoenix  Securities  Corpora- 
tion's working  control  of  Certain-teed  Products  Corporation.     (Ibid.) 
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Securities  Corporation  was  unwilling  to  undertake  alone.^^^  inter- 
national Equities  Corporation  adopted  the  suggestion  of  Wallace 
Groves  and  agreed  to  participate  with  Phoenix  Securities  Corpora- 
tion in  this  investment  to  the  extent  of  $1,000,000,''33  notwithstanding 
the  fact  that  Certain-teed  Products  Corporation  had  been  losing 
money  steadily  for  six  years.*^^* 

As  of  August  18,  1936,  International  Equities  Corporation  had 
paid  to  Phoenix  Securities  Corporation  $420,961  on  account  of  this 
commitment.^^^  However,  on  August  18,  1936,  fifteen  days  after  it 
had  acquired  control  of  General  Investment  Corporation,  and  shortly 
after  Mr.  Billings  had  informed  Mr.  Warriner  of  the  status  of  his 
negotiations  for  the  sale  of  the  Terminal  Company's  notes.  Inter- 
national Equities  Corporation  transferred,  with  the  approval  of 
Wallace  Groves,  this  million-dollar  participation  in  the  stock  of 
Certain-teed  Products  Corporation  to  General  Investment  Corpora- 
tion.^^*^  The  reason  advanced  for  this  assignment  of  International 
Equities  Corporation's  participation  was  that  General  Investment 
Corporation  had  assets  of  $10,000,000  and  would  be  in  a  better  posi- 
tion to  make  the  investment,^^^  General  Investment  Corporation 
paid  to  International  Equities  Corporation  $420,961  as  its  initial 
payment  on  this  commitment  and  eventually  paid  to  the  Phoenix 
Securities  Corporation  the  balance  of  the  commitment  with  funds  de- 
rived in  part  from  the  sale  of  the  Terminal  Company  notes.^^^ 

As  a  result  of  this  transaction  International  Equities  Corporation 
derived  $420,961  in  cash  and  was  relieved  of  a  $579,039  liability  still 
due  on  this  commitment,  thus  placing  itself,  at  the  exj)ense  of  its 
subsidiary,  General  Investment  Corporation,  in  a  financial  position 
to  meet  the  future  installments  for  the  purchase  of  control  of  General 
Investment  Corporation  itself.  As  has  been  stated,  when  Mr.  Warri- 
ner acquired  control  of  International  Equities  Corporation,  it  had 
assets  of  $1,165,000.  By  the  close  of  August  1936,  of  these  funds, 
$441,027  had  been  used  to  repurchase  its  own  outstanding  stock.**^^ 
Between  August  1936  and  March  1937,  International  Equities  Corpo- 
ration paid  American  General  Corporation  a  total  of  $800,000*^*°  on 
account  of  the  purchase  price  for  control  of  General  Investment 
Corporation.  Obviously  these  payments  could  not  have  been  met  if 
International  Equities  Corporation  had  to  retain  and  pay  this 
$1,000,000  commitment  to  purchase  the  preferred  stock  of  Certain- 
teed  Products  Corporation.     As  a  consequence  General  Investment 

«32  Op.  cit.  supra,  note  533,  at  15288-9. 

^33  Id.,  at  15198-9,  20484,  20487-8,  and  Commission's  Exhibit  No.  1584. 

8«Icl.,  at  15284-5,  15290. 

83=  Id.,  Commission's  Exhibit  No.  1583. 

636  Ibid. 

osTId.,  at  15300-2. 

«3^  On  Septenjber  14,  1936,  General  Investment  Corporation  paid  $241,207.75  on  account 
of  the  commitment,  and  on  January  2,  1937,  paid  the.  balance  of  $436,592.  (Id.,  Commis- 
sion's Exhibit  No.  1585.)  Apparently  this  final  payment  was  made  in  part  from  the 
proceeds  of  the  sale  of  the  Terminal  Company  notes,  since.  General  Investment  Corpora- 
tion on  November  30,  1936,  had  only  $4,800  in  cash  other  than  the  cash  derived  from  the 
sale  of  the  Terminal  Company  notes. 

<^  Of  this  sum,  $266,000  was  expended  on  August  21,  1936,  to  meet  the  personal  obli- 
gation of  Mr.  Warriner  to  purchase  International  Equities  Corporation  stocl^  from  Louis  J. 
Kolb  and  others.      (See  note  551,  supra.) 

84°  Op.  cit.  supra,  note  533,  at  15300-2,   and  Commission's  Exhibit  No.  1565. 
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Corporation,  having  cash  derived  from  the  sale  of  the  Terminal  Com- 
pany notes,  was  compelled  by  its  controlling  persons  to  assume  this 
$1,000,000  commitment. 

On  May  31,  1937,  General  Investment  Corporation  held,  after  a 
recapitalization  of  Certain-teed  Products  Corporation  in  June  1936, 
a  total  of  11,184  shares  of  the  6%  prior  preferred  stock  and  29,420 
shares  of  the  common  stock  of  Certain-teed  Products  Corporation  at 
a  cost  of  $691,181.93  and  $423,910.06,  respectively.*^"  On  May  31, 
1938,  General  Investment  Corporation  still  held  7,444  shares  of  this 
preference  stock  and  28,500  shares  of  this  common  stock  with  a  total 
market  value  of  S309,521.50,^*-  indicating  an  unrealized  loss  on  these 
securities  of  $561,192. 

(4)  PURCHASE  OF  COMMON  STOCK  OF  STANDARD  INVESTING  COR- 
PORATION FROM  THE  WALLACE  GROVES-CONTROLLED  PHOENIX 
SECURITIES  CORPORATION 

General  Investment  Corporation,  on  December  17,  1936,  two  weeks 
after  it  had  sold  the  Terminal  Company  notes,  also  purchased  163,000 
shares  or  approximately  39%  of  the  common  stock  of  Standard  In- 
vesting Corporation,  an  investment  company  of  the  general  manage- 
ment type,^^^  from  Phoenix  Securities  Corporation  for  approximately 
$3.93  per  share,  or  a  total  of  $641,431.«-**  ^On  this  sale.  Phoenix  Secu- 
rities Corporation  made  a  profit  of  $40,792.67.''*'^ 

This  block  of  stock  of  Standard  Investing  Corporation  had  been 
l^reviously  acquired  by  Phoenix  Securities  Corporation  in  an  un- 
successful effort  to  obtain  control  of  Standard  Investing  Corporation. 
However,  the  investment  banking  firm  of  Brown  Brothers,  Harri- 
man  &  Company,  the  sponsor  of  Standard  Investing  Corporation  had 
resisted  ^**^  the  efforts  of  Phoenix  Securities  Corporation  to  acquire 
control  of  Standard  Investing  Corporation,  on  the  ground  that  that 
banking  firm  had  "sponsored"  and  "distributed"  ''^^  the  securities  of 
Standard  Investing  Corporation  to  the  public  on  the  representation 
that  the  company  would  operate  as  a  diversified  investment  trust.®^^ 
Prior  to  the  annual  meeting  of  the  stockholders  of  Standard  Invest- 
ing Corporation  in  March  1936,  Brown  Brothers,  Harriman  &  Com- 
pany had  refused  to  turn  over  control  of  Standard  Investing  Cor- 
poration to  Phoenix  Securities  Corporation  although  the  latter  was 

•"'  Public  Examination,  American  General  Corporation,  Commission's  Exhibit  No. 
X3423-F. 

8^2  Annual  Report,  General  Investment  Corporation,  May  31,  1938. 

"'As  at  December  31,  1936,  Standard  Investing  Corporation  had  outstanding  $2,941,000 
principal  amount  of  convertible  debentures,  55,156  shares  of  preferred  stock  entitled  to  a 
preference  in  the  corporate  assets  of  $100  per  share  and  accrued  dividends,  and  394,591 
shares  of  common  stock.  {Moody's  Manual  of  Investments,  Banks,  etc.,  1937,  at  pp. 
1744-5.) 

^*  Op.  cit.  supra,  note  533,  Commission's  Exhibit  No.  1580. 

<^  Ibid. 

ej"  Id.,  at  15260. 

"^  Ibid. 

*^  Reply  to  the  Commission's  questionnaire  for  Standard  Investing  Corporation,  Part 
I.  Exhibit  8  et  seq.  Walter  S.  Mack,  Jr.,  president  of  Phoenix  Securities  Corporation, 
testified  that  Mr.  Ray  Morris  of  Brown  Brothers,  Harriman  &  Company  had  informed  him 
that  "he  [Morris]  didn't  think  that  Phoenix"s  type  of  op.n'ation  was  the  type  of  operation 
that  they  had  conceived  for  Standard  when  they  had  distributed  Standard  Stock".  (Public 
Examination,  General  Investment  Corporation,  at  15260.) 


614  SECURITIES    AND    EXCHANGE    COMMISSION 

the  largest  stockholder.^*^  At  the  annual  meeting  of  Standard  In- 
vesting Corporation's  stockholders  in  March  1936,  Brown  Brothers, 
Harriman  &  Company  had  defeated  Phoenix  Securities  Corporation 
in  a  proxy  fight  for  control  of  the  management  of  the  company.^^** 
Although  thereafter  Phoenix  Securities  Corporation  continued  to 
acquire  common  stock  of  Standard  Investing  Corporation  in  the 
market,  by  December  1936,  Phoenix  Securities  Corporation  was  ap- 
parently not  unwilling  to  dispose  of  its  holdings  of  the  common  stock 
of  Standard  Investing  Corporation. 

At  this  time,  both  Mr.  Warriner,  on  behalf  of  General  Investment 
Corporation,  and  Henderson  Brothers  of  Boston  (who  subsequently 
acquired  control  of  General  Investment  Corporation  from  the  War- 
riner interests),  on  behalf  of  various  investment  companies  which 
they  then  controlled,''^^  approached  Phoenix  Securities  Corporation 
with  offers  to  purchase  its  common  stock  in  Standard  Investing  Cor- 
poration. Phoenix  Securities  Corporation  sold  its  shares,  as  has  been 
stated,  on  December  17,  1936,  to  General  Investment  Corporation, 
which,  Mr.  Henderson  testified,  "had  the  inside  track  ^"-  with  Phoenix 
Securities  Corporation  because  of  the  association  of  Mr.  Warriner 
with  Mr.  Groves.  Brown  Brothers,  Harriman  &  Company  approved 
of  this  sale  by  Phoenix  Securities  Corporation  to  General  Investment 
Corporation  only  after  it  had  received  assurances  that  "Mr.  Warriner 
wasn't  merely  another  way  of  saying  'Mr.  Groves'."  ^^^  Simultane- 
ously Brown  Brothers,  Harriman  &  Company  sold  its  minority  hold- 
ings of  Standard  Investing  Corporation  common  stock  ^°^  to  the 
Henderson  Brothers  and  investment  companies  controlled  by  them ;  ^^^ 
and  the  Henderson  Brothers  received  a  minority  representation  ®^°  on 
the  board  of  directors  of  Standard  Investing  Corporation. 

By  March  1937,  General  Investment  Corporation  had  acquired 
204,852  shares  of  the  common  stock  of  Standard  Investing  Corpora- 

'^''  In  March  1936,  Phoenix  Securities  Corporation  held  approximately  120,000  shares  of 
Standard  Investing  Corporation  common  stools,  and  Brown  Brothers,  Harriman  &  Company 
held  only  30,000  shares  of  such  stock.     (Id.,  at  15241-2.) 

s^-oid.,  at  15242-3,  15260-1. 

65t  Prior  to  July  1934,  Henderson  Brothers  of  Boston  who  were  then  primarily  engaged 
in  the  retail  distribution  of  radios,  electric  refrigerators,  and  washing  machines  (id.,  at 
15316)  had  a  substantial  interest  in  only  one  small  investment  company.  World  Investment 
Trust.  (Id.,  at  15312-3.)  Thereafter,  between  July  1934  and  February  1937,  Henderson 
Brothers  acquired,  at  a  personal  expenditure  of  between  $40,000  and  $80,000,  control  of 
Beacon  Participations,  Inc.,  Atlantic  Securities  Company  of  Boston,  and  Allied  Interna- 
tional Investing  Corporation,  three  investment  companies  having  aggregate  assets  in  excess 
of  $2,000,000.  As  each  of  these  companies  was  acquired  by  Henderson  Brothers,  the 
assets  of  these  investment  companies  were  used  to  purchase  control  of  other  investment 
companies.  (Id.,  at  15312,  15323,  15327.)  In  March  1937,  Henderson  Brothers  acquired 
control  of  Standard  Investing  Corporation,  General  Investment  Corporation,  and  Interna- 
tional Equities  Corporation,  in  a  series  of  transactions  which  will  be  described  infra. 

852  Id.,   at   15334. 

«=s  Id.,  at  15251. 

«5'  Ibid. 

°°^  Henderson  Brothers  and  their  controlled  investment  companies  acquired  their  hold- 
ings of  Standard  Investing  Corporation  common  stock  from  Brown  Brothers,  Harriman  & 
Company  at  a  price  of  $3.50  per  share  and  the  Henderson  Brothers  publicly  offered  to 
acquire  additional  shares  of  the  common  stock  from  all  holders  of  the  stock  at  a  price 
of  $3.50  per  share.  (Id.,  at  15337,  15354.)  However,  General  Investment  Corporation 
purchased  Phoenix  Securities  Corporation's  holdings  of  such  stock  at  a  price  of  $3.93 
per  share. 

s^^Id.,   at  15339. 
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tioii  at  a  total  cost  of  $812,993,'^^''  notwithstanding  the  fact  that  the 
common  stock  of  Standard  Investing  Corporation  had  no  asset  value 
and  that  the  total  assets  of  the  company  would  have  had  to  appre- 
ciate by  approximately  $2,000,000  before  such  common  stock  would 
have  acquired  any  asset  value. "^^ 

The  acquisition  of  control  of  Standard  Investing  Corporation  gave 
Mr.  Warriner  control  of  the  particular  investment  company  which 
was  ultimately  used  as  the  means  of  realizing  for  himself  a  personal 
profit  of  approximately  $1,900,000  at  the  time  he  disposed  of  his 
controlling  interest  in  his  investment  companies. 

On  March  2,  1937,  Mr.  Warriner  caused  General  Investment  Cor- 
poration to  sell  its  controlling  interest  in  Standard  Investing  Cor- 
poration ,^^^  which  had,  as  indicated  above,  total  assets  of  approxi- 
mately $9,000,000,  to  Central  Capital  Corporation,  an  investment 
holding  company  controlled  by  the  Henderson  Brothers  of  Boston.^*'" 

^'  Id.,   Commission's   Exhibit    No.    1574. 

"=''  As  at  December  31,  19.16.  the  net  assets  of  Standard  Investing  Corporation  applicable 
to  its  capital  stock  after  deducting  bonded  indebtedness  and  other  liabilities,  totaled  $5,268,- 
796,  and  the  preferred  stock  had  an  asset  value  of  approximately  $96  per  share.  No 
deduction  has  been  made  from  the  unrealized  appreciation  of  investments  for  liabilities 
with  respect  to  federal  excess  profits  tax  or  surtax  on  undistributed  profits.  If  these 
taxes  are  taken  into  account,  the  asset  value  of  each  share  of  preferred  stock  is  $84.10. 
(Moody's  Manual  of  Investments,  Banks,  etc.,  1937.  at  1744.)  There  were  outstanding 
55,156  shares  of  preferred  stock  having  a  liquidating  preference  in  assets  of  $5,515,600 
plus  accrued  unpaid  dividend  at  $1,868,410,  or  a  total  prior  claim  of  $7,384,010.      (Ibid.) 

»■'"•'  Op.  cit.  supra,  note  533,  at  15350. 

^'"Id.,  at  15341-2.  When  examined  \\ith  respect  to  the  negotiations  which  Mr.  Hender- 
son and  his  associates  carried  on  with  Mr.  Warriner  looking  to  the  acquisition  of  control 
of  Standard  Investing  Corporation,  and  thereafter  International  Equities  Corporation, 
Mr.  Henderson  testified   (id.,  at  15340-2)  : 

A.  It  must  have  been  about  the  15th  of  February  of  this  year  [1937]  and  one  day 
we  received  a  telephone  call  from  Mr.  Warriner  in  New  York.  Mr.  Warriner  knew 
we  were  interested  at  various  times  in  getting  control  of  big  blocks  of  investment 
trust  securities,  either  with  or  without  control,  if  complete. 

He  called  us  and  said  he  had  a  big  proposition  for  us  in  connection  with  invest- 
ment trusts  and  he  suggested  we  both  come  to  New  York,  Mr.  Moore  and  myself. 
I  went  alone  because  we  were  getting  busy  and  I  reached  New  York  the  next  morn- 
ing and  found  Mr.  Warriner  there  in  a  very  agitated  state  of  nervousness,  and 
he  told  me  he  was  on  the  verge  of  a  breakdown  and  the  doctor  told  him  he  had  to 
gradually  divest  himself  of  his  investment  trust  holdings,  it  had  been  too  much 
for  him  and  he  had  not  been  able  to  manage  and  make  portfolio  changes  and  he 
wanted  to  start  unloading  his  interests  in  his  companies. 

Q.  Yes  ;  go  on. 

A.  At  that  time  we  called  in  Mr.  Moore  and  we  started  discussing  the  question 
of  the  companies  he  was  willing  to  sell,  and  at  what  price.  And  we  discussed  all 
kinds  of  angles,  the  possible  purchase  price  and  the  discussions  were  very  diflicult 
because  Mr.  Warriner  would  break  down  and  say  he  was  sick  and  have  to  lie  down 
an  hour  or  two  and  we  went  back  and  forth  from  Boston  to  New  York  five  or  six 
times  during  the  succeeding  ten  or  twelve  days. 

Q.  Were  these  negotiations  looking  toward  the  acquisition  of  the  International 
Equities  Corporation  stock? 

A.   We  discussed  International  Equities  and  we  discussed  Standard  Investing. 

Q.  Yes. 

A.  He  told  us  at  that  time  he  had  all  kinds  of  theories  of  what  he  wanted  to  sell 
and  the  only  thing  we  could  come  to  an  agreement  on  the  price  was  Standard  Invest- 
ing and  that  was  the  only  thing  we  knew  enough  about  to  make  a  deal. 

Q.   What  was  the  result  of  that? 

A.   The  result  was  we  purchased  240,000  shares  of  that  stock  from  him. 

Q.  Of  what  corporation? 

A.  Of    Standard    Investing    Corporation    for    $850,000,    payable    $400,000    in    cash 
practically,    some    within    ten   days    and   the    balance    of   $450,000    over   a   period    of 
several  months. 
•  *•**«* 

Q.  How  did  Standard  Investing  Corporation  come  into  the  International  Equities 
Corporation  picture? 

A.  About  a  week  or  two  later,  Warriner  came  to  Boston  and  said  he  was  ready 
to  sell  the  rest. 

Q.  As  a  result  of  the.se  negotiations  did  Standard  Investing  Corporation  buy  con- 
trol of  International  Equities  Corporation? 

A.  That  is  correct. 

Q.  How  much  did  it  buy  ? 

A.   Between  70  and  80  per  cent  of  it. 

Q.   For  an  aggregate  in  dollars  of  how  much? 

A.   $2,000,000. 
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Two  weeks  later  Mr.  Warriner  sold  his  controlling  interest  in  Inter- 
national Equities  Corporation,  which  controlled  General  Investment 
Corporation,  to  Standard  Investing  Corporation,  for  a  cash  pay- 
ment of  $2,000,000.6«i  T^  ^^^^  ^l^-g  payment  of  $2,000,000,  Standard 
Investing  Corporation  was  compelled  to  liquidate  diversified  port- 
folio securities  having  a  value  of  $2,000,000.  Ernest  F.  Henderson 
testified :  *"^^ 

Q.  So  that  as  far  as  Standard  Investing  Corporation  is  concerned,  you  had  a 
diversified  portfolio,  did  you  ? 

A.  Yes. 

Q.  And  you  liquidated  enough   of  the  portfolio   to   raise  $2,000,000,   is  that 

right? 

A.  Yes. 

Q.  And  then  you  had  $2,000,000  invested  in  the  International  Equities  Cor- 
poration stock? 

A.  That  is  right. 

As  a  result  of  these  transactions,  Mr.  Warriner,  who  had  invested 
only  approximately  $139,000  in  his  purchase  of  the  controlling  block 
of  "International  Equities  Corporation  stock,  derived  a  profit  of 
approximately  $1,860,000  on  the  sale  of  this  block.-'^s  This  profit  to 
Mr.  Warriner  came  from  the  funds  of  Standard  Investing  Corpora- 
tion which  Mr.  Warriner  had  controlled  only  two  weeks  before. 

Mr.  Groves  denied  that  he  received  any  part  of  this  $2,000,000, 
except  the  $150,000  which  was  paid  to  him  in  satisfaction,  with  in- 
terest, of  the  $139,000  originally  advanced  to  Mr.  Warriner  by  the 
Delaware  Trading  Corporation  (the  Groves  personal  holding  com- 
pany) to  enable  him  to  purchase  his  first  block  of  stock  in  Interna- 
tional Equities  Corporation.    Mr.  Groves  testified :  ^*^* 

Q.  *  *  *  Do  you  deny,  Mr.  Groves,  that  of  the  $2,000,000  that  Mr.  War- 
riner got  for  his  International  Equities  Corporation  stock  that  you  got  any 
portion  of  that  $2,000,000  other  than  the  $139,000  that  he  had  owed  either 
to  you  or  your  brother? 

A.  I  got  no  portion  of  that ;  as  far  as  I  know  I  never  got  any  money  from  him 
at  all.  I  got  no  portion  of  the  proceeds  of  that  sale,  if  that  is  the  definite 
answer  you  want. 

Q.  What  portion  of  the  proceeds  of  the  sale  did  you  get  ? 

^  *  *  *  jjg  gave  Delaware  Trading  Corporation  a  check  for  one-hundred- 
and-flfty-odd  thousand  dollars,  which  included  $139,000  plus  interest,  in  full 
payment  of  the  obligation,  and  I  think  that  he  gave  it  after  they  paid  him  the 
money. 

*  *  *  *  *  *  * 

Q.  The  Delaware  Trading  Corporation  loaned  him  $139,000,  which  was  used 
to  buy  part  of  the  stock  which  was  ultimately  sold  for  $2,000,000? 
A.  Yes. 


««tld.,  at  15342. 

8«2Id.,  at  15351. 

663  Tjjg  record  suggests  that  it  was  contemplated  by  Mr.  Warriner  and  the  Henderson 
Brothers  that  the  assets  of  Standard  Investing  Corporation,  after  its  control  passed  to 
the  Henderson  Brothers,  would  be  used  to  purchase  control  of  International  Equities 
Corporation  from  Mr.  Warriner.     (See  testimony  quoted  in  note  660,  supra.) 

86*  Id.,  at  20471-2. 
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Q.  Aud  after  Mr.  Warriner  got  $2,000,000  for  that  stock  the  only  monies  you 
received  out  of  that  $2,000,000,  either  you  or  your  brother  or  any  personal  hold- 
ing corporation  of  you  or  your  brother,  was  the  loan  of  $139,000  plus  interest? 

A.  *  *  *  I  received  no  money  personally  at  all.  The  only  money  in- 
directly I  received  was  through  the  interest  I  had  in  the  Delaware  Trading 
Corporation  through  the  repayment  of  the  loan,  and  he  did  repay  the  loan. 

*  *  :f  *  *  *  * 

Q.  You  say  you  reacquired  your  interest  in  the  Delaware  Trading  Corpora-, 
tion  prior  to  the  time  that  the  actual  sale  by  Warriner  of  his  International 
Equities  Corporation  stock  took  place  to  Standard  Investing  Corporation.  Now, 
who  represented  you  at  the  closing.  You  had  physical  possession  of  the 
International  Equities  Corporation  stock,  didn't  you? 

A.  Yes,  sir. 

«E*  'p  ¥  'I*  7  >T>  3|t 

Q.  *  *  *  I  just  want  to  know  what  the  fact  was.  Did  you  get  your  $139,000 
before  you  released  the  collateral,  or  did  he  pay  you  the  $139,000  and  then  did 
you  turn  the  International  Equities  Corporation  stock  over  to  him? 

A.  I  believe  it  was  about  simultaneously,  because  I  know  that  I  was  anxious 
about  the  money,  and  I  think  that  was  the  reason  I  went  up  to  Montreal,  to  get  it. 

Q.  So  now  you  say  you  did  go  to  Montreal  to  get  the  money? 

A.  I  told  you  I  was  in  Montreal  about  that  time. 

Q.  Did  he  tell  you  he  was  going  to  Montreal  to  close  the  deal? 

A.  I  think  he  told  me  that     *     *     *. 

******* 

Q.  Do  you  remember  where  the  check  was  turned  over  to  you? 
A.  I  am  sure  it  was  in  Canada     *     *     *. 

**««*** 

Q.  Was  it  at  the  Royal  Bank  of  Canada? 

A.  The  check,  I  suppose  it  was ;  it  was  drawn  on  the  Royal  Bank.  The  check 
was  drawn  on  the  Royal  Bank,  and  I  think  it  was  turned  over  there. 

******* 

Q.  Is  it  your  testimony  that  while  the  loan  was  outstanding  from  November  of 
1935  to  March  of  1937,  this  loan  of  $139,000,  and  what  you  just  characterized  as 
the  controlling  block  of  stock,  that  you  did  not  participate  or  influence  the 
management  of  International  Equities  Corporation? 

A.  I  did  not,  to  my  knowledge — Warriner  would  come  to  me  and  ask  ques- 
tions and  advice.  Sometimes  he  worried  me  about  it,  but  I  at  no  time  was 
director  in  any  of  those  companies  and  I  don't  think  that  I  took  any  interest  in 
the  management.  Of  course,  I  didn't.  Why  should  I.  I  am  of  an  inqi;isitive 
nature  and  I  may  have  talked  about  it. 

Q.  Did  you  say  "inquisitive"  or  "acquisitive"? 

A.  Acquisitive  too,  sometimes,  if  it  would  do  me  any  good. 

c.  Effect  of  Ernest   B.  Warriner's  Manao'ement  Policies  on   Stock- 
holders of  General  Investment  Corporation 

As  has  been  described,  almost  all  of  the  $5,750,000  cash  derived  by 
General  Investment  Corporation  from  the  sale  of  its  Terminal  Com- 
pany notes  as  well  as  of  the  cash  on  hand  when  Mr.  Warriner  ac- 
quired control  of  General  Investment  Corporation  was  caused  to  be 
invested  by  General  Investment  Corporation  in  "special  situations" 
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with  which  Wallace  Groves  was  either  directly  or  indirectly  associ- 
ated, in  the  repurchase  of  the  corporation's  own  preferred  stock  from 
Mr.  Groves,  at  a  profit  to  Mr.  Groves,  and  in  the  payment  of  com- 
missions to  Mr.  Groves'  associate,  Mr.  De  Ronde. 

Approximately  $2,500,000  of  this  cash  was  used  by  General  Invest- 
ment Corporation  to  repurchase  its  own  $6  preferred  stock  from 
Wallace  GroveS  at  a  profit  to  him  of  approximately  $300,000.  Gen- 
eral Investment  Corporation  had  invested,  at  the  suggestion  of  Wal- 
lace Groves,  $1,000,000  in  the  purchase  of  a  large  block  of  the  pre- 
ferred stock  of  Certain-teed  Products  Corporation  as  a  subpartici- 
pation  in  the  purchase  of  $3,000,000  of  such  stock  by  the  Groves- 
controlled  Phoenix  Securities  Corporation.  In  addition.  Phoenix 
Securities  Corporation  sold  to  General  Investment  Corporation  a 
controlling  block  of  the  common  stock  of  Standard  Investing  Cor- 
poration for  $641,000.  An  aggregate  of  approximately  $4,150,000 
of  this  cash  was  therefore  expended  in  the  purchase  of  securities 
in  which  Wallace  Groves  was  directly  or  indirectly  interested.  In 
addition,  $400,000  was  paid  to  Groves'  associate,  Mr.  De  Ronde,  and 
ostensibly  to  the  South  American  bankers  as  commissions  in  connec- 
tion with  the  sale  of  the  Terminal  Company  notes.  The  remaining 
cash  which  General  Investment  Corporation  had  acquired  from  its 
sale  of  the  Terminal  Company's  notes  was  invested  during  the  period 
of  Mr.  Warriner's  management  of  General  Investment  Corporation 
in  the  purchase  for  $1,137,687.50  of  a  26%  interest  in  Utility  Equities 
Corporation,  an  investment  company   of  the   general   management 

^ypg  665 

As  a  result  of  these  investments  and  disbursements,  the  announced 
policy  of  General  Investment  Corporation  of  investing  in  diversified 
securities  was  abandoned,  although  this  policy  had  been  inaugurated 
in  1933  with  the  knowledge  and  consent  of  the  stockholders  after  the 
company  had  suffered  substantial  losses  as  a  result  of  its  previous 
concentration  in  public  utility  securities."®®  Without  the  prior  knowl- 
edge or  consent  of  its  stockholders  General  Investment  Corporation, 
under  the  management  of  Mr.  Warriner,  had  become  essentially  a 
holding  company  for  other  investment  companies.  The  only  other 
substantial  investment  of  General  Investment  Corporation  consisted 
of  a  large  holding  of  Certain-teed  Products  Corporation  preferred 
stock. 

H.  Management  of  General  Investment  Corporation  by  Hender- 
son Brothers,  of  Boston,  Mass.  (March  1937-June  1939) 

Control  of  General  Investment  Corporation,  as  has  been  stated, 
passed  on  March  9,  1937,  to  Henderson  Brothers  of  Boston  evidently 
without  the  prior  knowledge  or  consent  of  the  stockholders  of  the 

'^^  Op.  cit.  supra,  note  533,  at  15197,  and  Commission's  Exhibit  No.  1574.  As  at  May 
31,  1937,  General  Investment  Corporation  held  153,900  shares  of  Utility  Equities  Corpora- 
tion common  stock  at  a  cost  of  $1,183,615.  (Public  Examination,  American  General  Corpo- 
ration et  al.,  Commission's  Exhibit  No.  X3423P.)  On  May  31,  1938,  144,400  shares  of 
this  stocli  was  still  retained  at  a  marliet  value  of  $270,750  (Annual  Report  of  Standard 
Investing  Corporation,  May  31,  1938).  indicating  an  unrealized  loss  of  $839,830  on  the 
shares  retained,  exclusive  of  whatever  profit  or  loss  was  realized  on  the  9,500  shares  sold 
between  balance  sheet  dates.  See  supra,  note  563,  for  present  status  of  Utility  Equities 
Corporation. 

«|=o  See  supra,  p.  578. 
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investment  company.  As  a  result  of  the  passage  of  control,  General 
Investment  Corporation  became  one  of  the  constituent  investment  com- 
panies in  the  pyramid  of  such  companies  controlled  by  Henderson 
Brothers,  of  Boston.  In  this  structure  of  investment  companies,  Gen- 
eral Investment  Corporation  was  controlled  by  International  Equities 
Corporation,  which  in  turn  was  controlled  by  Standard  Investing 
Corporation.  Standard  Investing  Corporation  itself  was  controlled 
by  other  investment  companies  which  Avere  directly  controlled  by 
Henderson  Brothers  themselves.  The  following  chart  •^''^  indicates 
the  position  of  General  Investment  Corporation  in  the  series  of 
investment  companies  under  the  control  of  the  Henderson  Brothers : 


HENDERSON  BROS. 


ATLANTIC  SEC. CO. 
OF  BOSTON 


WORLD  RADIO  CORP. 


BEACON 
PARTICIPATIONS,  INC . 


WORLD 

INVESTMENT 

TRUST 


i 


ALLIED 
INTERNATIONAL 
INVESTING  CORP. 


*         CENTRAL  CAPITAL  CORP.        * 


STANDARD  INVESTING  CORP. 


INTERNATIONAL 
EQUITIES  CORP. 


GENERAL  INVESTMENT  CORP. 
Formerly  Public  Utility  Holding  Corp. 


UTILITY  EQUITIES  CORP. 


By  March  1937  the  assets  of  General  Investment  Corporation,  under 
the  management  of  Ernest  B.  Warriner,  had  declined  from 
approximately  $9,300,000  (taking  into  account  the  $7,500,000  proceeds 
from  the  sale  of  the  Terminal  Company  notes)  to  $6,300,000  '^^^  largely 
by  reason  of  the  repurchase  of  its  own  preferred  stock  for  about 
$2,500,000.  Between  March  1937  and  May  31,  1938,  the  assets  of 
General  Investment  Corporation  declined  from  approximately 
$6,300,000  to  $2,800,000,  most  of  which  was  invested  in  real  estate 

"•"  Id.,   Commission's  Exhibit   No.   1579.      See   supra   note   563   for   discussion   of   transfer 
of  control  of  General  Investment  Corporation   to  American  General  Corporation. 
""^  Op.   cit.  supra,  note  533,  Commis.sion's  Exliibit  No.    1574. 
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situated  in  and  around  Boston,  Massachusetts.*'''''  Chart  5  indicates 
the  degree  to  which  the  assets  of  General  Investment  Corporation  are 
at  present  invested  in  real  estate. 


Chakt  5 


Standard  Investing  Corpiiration 

and  its  Affiliates^ 

I I   Rectangles  Indicate  Investment  Companies 

V^    Circles  Indicate  Real  Estate  Companies 
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of  its  P 
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97.5%  of  its  CI.5S  "A" 
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43.8%  of  its  Common 

Stock 

Owned  by  International 
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UTILITY 

EQUITIES  CORP. 

39%  of  its 

Voting    Shares 

Owned  by 

General  and  Standard 


*  Harbor  Building,  while  not  an  affiliate,  is  included  above  because  of 
the  important  consolidated  holdings  of  their  outstanding  bonds  by 
General  Investment  Corp.  and  Standard  Investing  Corp. 

t  Beacon  Building  Corp. — 16.1%  of  the  first  mortgage  bonds  are  owned 
by  Standard  Investing  Corp.  and  General  Investment  Corp.  100%  of 
the  second  mortgage  is  owned  by  General  Investment  Corp, 


^^  See  Annual  Report  of  Standard  Investing  Corporation,  June  30,  1938.  The  decline 
of  $3,500,000  during  the  period  of  control  by  Henderson  Brothers  was  not  entirely  the 
result  of  their  investment  policies.  Substantial  realized  and  unrealized  losses  during  the 
period  were  suffered  on  the  inherited  investments.  In  Certain-teed  Products  Corporation 
and  Utility  Equities  Corporation  alone  the  unrealized  losses  totaled  approximately 
$1,401,022.     (See  supra.) 
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On  the  other  hand,  prior  to  the  sale  of  control  by  Mr,  Warriner  of 
l)oth  Standard  Investing  Corporation  and  International  Equities 
Corporation  which  in  turn  controlled  General  Investment  Corpora- 
tion, to  the  Henderson  Brothers,  General  Investment  Corporation 
itself  owned  the  controlling  block  of  the  common  stock  of  Standard 
Investing  Corporation.  The  following  chart  indicates  the  position  of 
General  Investment  Corporation  in  the  system  of  investment  com- 
panies which  had  been  controlled  by  Ernest  Warriner : 


INTERNATIONAL 

EQUITIES 

CORPORATION 

GENERAL 
INVESTMENT 
CORPORATION 

STANDARD 

INVESTING 
CORPORATION 

UTILITY 

EQUITIES 

CORPORATION 

It  will  be  recalled  that  Standard  Investing  Corporation  was  a 
leverage  investment  company  so  that  the  stockholders  of  General 
Investment  Corporation,  wlien  it  controlled  Standard  Investing  Cor- 
)>oration,  obtained  the  leverage  advantage  of  the  common  stock  of 
Standard  Investing  Corporation.  As  a  result  of  the  transfer  the 
common  stock  of  Standard  Investing  Corporation  held  by  General 
Investmejit  Corporation  to  investment  companies  controlled  by  the 
Henderson  Brothers,  the  stockholders  of  General  Investment  Corpo- 
ration were  deprived  of  the  leverage  advantage  of  its  previous  own- 
ership of  the  common  stock  of  Standard  Investing  Corporation. 

I.  Conclusions 

General  Investment  Corporation  (formerly  The  Public  Utility 
Holding  Corporation  of  Amei-ica),  which  was  organized  on  Septem- 
ber 5,  1929,  by  the  United  Founders  Corporation  group  of  investment 
companies  and  The  Harris  Forbes  Corporation  (a  subsidiary  of 
Harris,  Forbes  &  Company,  a  leading  New  York  investment  banking 
house)  raised  ultimately  an  aggregate  of  approximately  $78,634,000  by 
the  issuance  and  resales  of  its  capital  stock.  As  of  May  31,  1936,  about 
two  months  prior  to  the  date  when  control  of  General  Investment 
Corporation  was  transferred  by  the  sponsors  to  a  new  management,  the 
investment  company  had  sustained  a  loss  of  approximately  $70,604,000 
in  its  operations,  or  approximately  90%  of  its  paid-in  capital. 

The  most  substantial  part  of  this  loss  was  sustained  by  the  invest- 
ment company  in  transactions  in  which  the  sponsors  had  a  direct 
or  indirect  pecuniary  interest.    During  the  management  period  of  the 
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United  Founders  Corporation  group  and  Harris  Forbes  &  Company 
the  General  Investment  Corporation  and  its  subsidiary,  United  States 
&  Overseas  Corporation,  invested  and  reinvested  an  aggregate  of 
$107,000,000  in  transactions  in  which  the  sponsors  either  had  a  direct 
pecuniary  interest  or  which  were  otherwise  permeated  with  con- 
flicts of  interest  between  the  investment  companies  and  their  man- 
agements. On  these  transactions,  the  two  investment  companies  lost 
approximately  $53,000,000,  or  over  two-thirds  of  the  total  losses  sus- 
tained in  their  operation. 

From  its  very  inception,  General  Investment  Corporation  was 
caused  by  its  sponsors  to  become  interested  in  ventures  in  which  these 
sponsors  were  on  both  sides  of  the  transaction — representing  the  in- 
terest of  the  investment  company  and  their  own  interests.  At  the 
origination  of  the  company,  the  sponsors  who  granted  themselves  the 
right  to  distribute  the  common  stock  of  General  Investment  Corpora- 
tion, sold  these  securities  to  the  public  at  prevailing  market  prices, 
which  for  a  period  averaged  $26  a  share.  The  investment  company 
then  issued  this  stock  at  $12.50  per  share  to  these  sponsors,  who  made, 
in  the  form  of  profits  and  commissions,  an  aggregate  of  approxi- 
mately $6,780,000.  Immediately  upon  the  organization  of  the  Gen- 
eral investment  Corporation,  both  the  sponsors  sold  directly  to  the 
dominated  investment  company  $19,500,000  of  utility  stocks  upon 
which  transaction  the  sponsors  realized  a  profit  of  $4,500,000. 

While  managed  by  Harris,  Forbes  &  Company,  the  investment  com- 
pany engaged  in  numerous  transactions  which  were  permeated  with 
a  variety  of  conflicting  interests.  As  was  stated  by  one  of  the  senior 
officers  of  the  sponsoring  investment  banking  firm,  "it  was  impossible 
for  the  investment  banker  that  formed  these  investment  trusts  to  use 
the  same  kind  of  judgment  that  they  would  have  used  if  they  had  been 
only  interested  in  the  investment  company."  During  this  manage- 
ment period  by  far  the  greater  part  of  the  funds  of  the  investment 
company  were  used  to  expand  the  resources  of  the  utility  systems  for 
which  Harris,  Forbes  &  Company  was  the  banker ;  to  take  over  financ- 
ing obligations  of  the  sponsors ;  to  guarantee  and  eventually  to  acquire 
an  issue  distributed  to  the  public  by  Harris  Forbes  &  Company;  to 
purchase  securities  from  investment  bankers  associated  with  Harris 
Forbes  &  Company;  and  to  make  loans  to  German  banking  clients  of 
some  of  the  sponsors. 

In  August  1936,  when  the  value  of  the  assets  of  the  investment 
companies  had  shrunk  to  less  than  $10,000,000,  control  of  the  invest- 
ment company  was  sold  to  International  Equities  Corporation,  which 
was  controlled  by  Ernest  B.  Warriner,  who  had  been  financed  by 
Wallace  Groves  and  his  brother.  The  General  Investment  Corpora- 
tion realized  during  the  Warriner  regime  approximately  $5,750,000 
in  cash  upon  the  sale  of  its  investment  in  a  South  American  terminal 
company,  and  the  investment  company  was  immediately  caused  to 
disburse  the  greater  part  of  this  cash  in  transactions  and  ventures 
in  which  Wallace  Groves  and  his  associates  were  directly  or  indi- 
rectly pecuniarily  interested.  Approximately  $2,500,000  was  used  to. 
repurchase  from  Wallace  Groves  the  corporation's  outstanding  pre- 
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ferred  stock  upon  which  Groves  realized  a  profit  of  approximately 
$300,000  ^Yithol^t  investing  any  fnnds  in  the  transaction.  The  sum  of 
$400,000  Avas  paid  to  one  Philip  De  Ronde,  an  associate  of  Wallace 
Groves  and  persons  affiliated  with  Mr.  De  Ronde,  as  ''commissions''  for 
the  sale  of  the  Sontli  American  Terminal  Company.  The  investment 
company  was  caused  to  make  part  of  the  payments  for  a  $1,000,000 
block  of  stock  of  the  Certain-teed  Protlucts  Corporation  which  General 
Investment  Corporation  acquired  from  the  International  Equities  Cor- 
poration, controlled  l)v  Mr.  Warriner;  and  to  purchase  for  approxi- 
mately $650,000  a  block  of  Standard  Investing-  Corporation  stock,, 
another  investment  company,  which  Phoenix  Securities  Corporation, 
an  investment  company  dominated  by  Wallace  Groves,  had  accumu- 
lated in  an  unsuccessful  attempt  to  obtain  control  of  the  Standard 
Investing  Corporation.  As  a  result  of  these  and  other  investments  in 
special  situations  made  during  the  Ernest  B.  Warriner  management 
period  which  terminated  when  he  sold  control  of  General  Investment 
Corporation  in  March  1937  to  Henderson  Brothers  of  Boston,  General 
Investment  Corporation  sustained  further  substantial  losses. 

Throughout  the  history  of  General  Investment  Corporation,  the 
fundamental  nature  of  its  business  and  the  investment  policy  was 
changed  without  the  prior  consent  of  its  security  holders.  During 
the  first  management  and  expansion  period,  the  business  of  the  invest- 
ment company  was  changed  from  investing  in  the  securities  of  public- 
utility  companies  to  the  acquisition  and  control  of  public-utility 
enterprises,  for  which  the  sponsor  was  the  banker,  and  activities  of 
an  investment-banking  nature,  such  as  the  extension  of  credit  to  for- 
eign clients  of  the  si)onsors.  During  the  second  management  period 
the  major  portion  of  the  funds  of  the  investment  company  were  used 
to  reacquire  its  own  outstanding  preferred  stock  from  Wallace 
Groves,  to  acquire  other  investment  companies,  and  to  make  substan- 
tial concentrated  investments  in  companies  in  which  associates  of  the 
sponsor  had  special  interests.  During  the  third  management  period, 
a  substantial  portion  of  the  funds  were  invested  in  real-estate  enter- 
prises. On  June  29,  1939,  control  of  General  Investment  Corporation 
was  reacquired  by  American  General  Corporation,  and  in  place  of  the 
real  estate  properties  General  Investment  Corporation  was  to  receive 
$1,050,000  in  cash  from  International  Equities  Corporation. 
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XI.  EASTERN  UTILITIES  INVESTING  CORPORATION  ^ 
(AN  INVESTMENT  COMPANY  CONTROLLED  AND  OPER- 
ATED BY  H.  C.  HOPSON  AND  THE  ASSOCIATED  GAS  & 
ELECTRIC  SYSTEM) 

A.  Summary 

Eastern  Utilities  Investing  Corporation  -  was  incorporated  under  the  laws  of 
Delaware  on  August  4,  1922,  by  H.  D.  Walbridge  &  Co.,  Inc.  The  company 
remained  dormant  until  about  March  20,  1924,  when  the  controlling  blocks  of 
stocks  of  various  water,  gas,  and  light  companies  operating  in  western  Pennsyl- 
vania "  were  transferred  to  it  by  H.  D.  Walbridge  &  Co.,  Inc.,  which  received 
in  consideration  therefor  45,000  shares  of  $7  preferred  stock,  165,000  shares  of 
its  common  stock,  and  an  option  to  purchase  the  debentures  of  Eastern  Utilities 
Investing  Corporation.  On  December  31,  1924,  the  consolidated  balance  sheet 
of  Eastern  Utilities  Investing  Corporation  (then  known  as  Pennsylvania  Electric 
Corporation)  showed  that  its  operating  company  subsidiaries  had  plant  and 
property  amounting  to  approximately  $77,000,000.  At  that  time,  the  public  held 
approximately  $39,500,000  of  bonds  and  over  $10,000,000  of  stocks  of  these 
subsidiary  companies.  In  addition.  Eastern  Utilities  Investing  Corporation  had 
outstanding  approximately  $5,000,000  principal  amount  of  debentures,  approxi- 
mately 44,000  shares  of  $100  par  7%  preferred  stock  and  approximately  160,000 
shares  of  its  no  par  common  stock. 

On  .Tune  4,  1925,  H.  D.  Walbridge  &  Co.,  Inc.,  contracted  to  sell  to  Associated 
Gas  and  Electric  Company  its  and  its  associates'  holdings  of  common  and  pre- 
ferred stock  of  Eastern  Utilities  Investing  Corporation,  which  were  at  least 
114,610  shares  of  common  and  24,019  shares  of  preferred.  Additional  shares  of 
common  were  delivered  under  the  contract.  Through  this  and  public  purchases 
Associated  Gas  and  Electric  Company  acquired  about  165,000  shares  of  the  out- 
standing 175,000  shares  of  common  stock.  This  acquisition  of  Eastern  Utilities 
Investing  Corporation  increased  the  total  consolidated  assets  of  Associated  Gas 
and  Electric  Company  by  at  least  72'^  c.  Thereafter,  Eastern  Utilities  Investing 
Corporation  was  under  the  complete  control  and  domination  of  H.  C.  Hopson 
and  J.  I.  Mange,  who  controlled  Associated  Gas  and  Electric  Company  and  other 
Associated  Gas  &  Electric  System  companies  through  various  Massachusetts 
common-law  trusts. 

When  formal  control  was  assumed  by  the  Associated  Gas  and  Electric  Com- 
pany on  September  23,  1925,  the  composition  of  the  board  of  directors  of  the 
Eastern  Utilities  Investing  Corporation  was  immediately  changed.  H.  C.  Hopson 
(vice  president,  treasurer,  and  director  of  Associated  Gas  and  Electric  Company) 
was  made  vice  president  and  director  of  Eastern  Utilities  Investing  Corporation; 

^  The  material  on  which  the  report  on  this  company  is  based  consists  of  (1)  1he  reply 
to  the  Commission's  questionnaire  propai-ed  by  a  service  staflE  serving  the  Associated  Gas 
&  Electric  System  and  pursuant  to  the  direction  of  the  Comptroller  of  the  "System"  ;  (2) 
a  limited  accounting  investigation  by  accountants  of  the  Commission's  staff  of  certain 
particular  transactions  as  reflected  in  the  "System's"  books  ;  and  (3)  a  subsequent  public 
examination. 

The  public  examination  was  conducted  by  Carlile  Bolton-Smith,  as  counsel,  who  super- 
vised the  preparation  of  the  report  on  this  company,  assisted  by  Philip  R.  Friend, 
financial  analyst  of  the  public  utilities  division,  and  by  R.  C.  Gilles,  of  the  economic  and 
analysis  section,  and  other  members  of  the  staff-  of  the  Investment  Trust  Study. 

Occasional  reference  is  made  to  the  record  of  the  examination  under  Section  21-A  of 
the  Bankruptcy  Act,  In  the  Matter  of  Eastern  Utilities  Iiivestinff  Corporation.  Debtor, 
before  a  Special  Master  of  the  United  States  District  Court  for  the  District  of  Delaware, 
and  which  began  after  the  conclusion  of  testimony  in  the  public  examination  held  by  the 
Securities  and  Eischange  Commission.  Reference  is  also  made  to  testimony  in  the  income 
tax  proceeding  in  the  same  matter. 

2  The  Corporation  was  organized  under  the  name  of  Eastern  Hydro-Electric  Company, 
which  was  subsequently  changed  to  Pennsylvania  Electric  Corporation,  then  to  Eastern 
Utility  Preferred  Holding  Corporation  and  finally  to  Eastern  Utilities  Investing  Corporation. 

3  These  companies  were  Penn  Public  Service  Corporation,  Venango  Public  Service  Cor- 
poration, Youghiogheny  Hydro-Electric  Corporation,  Clarion  River  Power  Corporation, 
Clarion  Water  Company,  County  Realty  Company,  and  Penelec  Water  Company. 
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J.  I.  Mange  (president  and  chairman  of  the  board  of  directors  of  Associated  Gas 
and  Electric  Company)  was  made  vice  president  and  director  of  Eastern  Utilities 
Investing-  Corporation;  John  M.  Daly  (vice  president  of  Associated  Gas  and 
Electric  Company)  and  H.  C.  Hasbroiick  (representative  of  Associated  Gas  and 
Electric  Company)  were  made  directors  of  Eastern  Utilities  Investing 
Corporation. 

Although  Eastern  Utilities  Investing  Corporation  was  a  separate  corporate 
entity,  the  record  establishes  that  it  had  virtually  no  existence  independent  of 
the  Associated  Gas  &  Electric  System  and  was  wholly  and  completely  controlled 
by  that  "system"  and  its  dominant  personalities.  Eastern  Utilities  Investing 
Corporation  had  no  offices  of  its  own  and  all  the  members  of  the  board  of 
directors  and  management  consisted  of  individuals  otherwise  connected  with  the 
Associated  Gas  &  Electric  System.  The  investment  company  had  no  employees 
of  its  own,  and  all  the  work  in  connection  with  its  affairs  was  handled  by  the 
employees  of  Mr.  Hopson's  personal  companies. 

The  Associated  Gas  and  Electric  Company  then  almost  immediately  devised, 
and  ultimately  consummated,  a  plan  whereby  the  Associated  Gas  and  Electric 
Company  would  obtain  from  the  Eastern  Utilities  Investing  Corporation  all  the 
operating  companies  which  had  been  transferred  to  it  in  1924,  and  Eastern 
Utilities  Investing  Corporation  would  be  given,  in  lieu  of  these  operating  com- 
panies, securities  of  the  Associated  Gas  &  Electric  System. 

Within  six  months  after  it  assumed  control  of  Eastern  Utilities  Investing 
Corporation,  Associated  Gas  and  Electric  Company,  in  order  to  eliminate  the 
minority  interests  held  by  the  public  in  the  Eastern  Utilities  Investing  Corpora- 
tion which  still  held  the  controlling  blocks  in  the  various  operating  companies, 
effected  a  plan  of  "reorganization"  of  the  Eastern  Utilities  Investing  Corpora- 
tion. Associated  Gas  and  Electric  Company  formed  the  Associated  Electric 
Company.  Associated  Gas  and  Electric  Company  then  caused  its  controlled 
subsidiary.  Eastern  Utilities  Investing  Corporation,  whose  board  of  directors  ' 
consisted  solely  of  Associated  Gas  and  Electric  Company  men,  to  transfer  control 
of  the  various  operating  companies,  to  the  newly  formed  Associated  Electric 
Company  in  consideration  for  the  transfer  to  Eastern  Utilities  Investing  Cor- 
poration of  242,700  shares  of  common  stock  of  the  Associated  Electric  Company, 

As  a  result  of  this  transaction,  control  of  Eastern  Utilities  Investing  Corpora- 
tion's varioiis  operating  companies  was  transferred  to  the  newly  formed  Asso- 
ciated Electric  Company,  and  in  turn  the  Eastern  Utilities  Investing  Corporation 
received  242.700  shares  of  common  stock  of  Associated  Electric  Company,  which 
continued  to  be  all  its  outstanding  common  stock  for  only  a  short  time,  until  it 
issued  more  for  additional  properties.  These  242,700  shares  of  common  of  Asso- 
ciated Electric  Company  then  constituted  virtually  the  only  asset  of  Eastern 
Utilities  Investing  Corporation.  The  plan  of  Associated  Gas  and  Electric  Com- 
pany then  was  to  obtain  from  Eastern  Utilities  Investing  Corporation  this  con- 
trolling block  of  Associated  Electric  Company  which  now  held  the  operating 
companies,  so  that  Associated  Gas  and  Electric  Company  would  control  Associated 
Electric  Com-pany,  and  the  earnings  from  its  operating  companies  would  reach 
Associated  Gas  and  Electric  Com.pany  without  going  through  Eastern  Utilities 
Investing  Corporation,  in  which  there  was  a  public  interest. 

One  of  the  first  steps  taken  by  Associated  Gas  and  Electric  Company  was  to 
cause  Associated  Electric  Company,  now  that  it  held  the  control  of  the  operat- 
ing companies,  to  issue  $65,000,000  of  debentures.  This  issue  of  debentures  of 
course  was  senior  toi  the  common  stock  which  the  Eastern  Utilities  Investing 
Corporation  had  received  from  the  Associated  Electric  Company  in  exchange  for 
the  operating  companies  which  it  transferred  to  Associated  Electric  Company. 

The  next  step  in  the  plan  was  to  cause  the  Eastern  Utilities  Investing  Cor- 
poration to  contract  to  transfer  its  holdings  of  242,700  shares  of  common  stock 
of  Associated  Electric  Company  to  Associated  Gas  and  Electric  Company  in  ex- 
change for  242,700  shares  of  the  $7  preferred  stock  of  Associated  Gas  and  Electric 
Company.  By  this  transaction.  Associated  Gas  and  Electric  Company  was  to 
obtain  direct  and  complete  control  of  Associated  Electric  Company,  which  in  turn 
controlled  the  operating  companies,  and  Eastern  Utilities  Investing  Corporation, 
in  lieu  of  its  controlling  block  of  Associated  Electric  Company,  was  to  receive 
preferred  stock  of  Associated  Gas  and  Electric  Company.  Dissolution  of  Eastern 
Utilities  Investing  Corporation  was  then  unsuccessfully  attempted. 

However,  although  Eastern  Utilities  Investing  Corporation  was  caused  to 
perform  its  obligations  under  the  contract  by  delivering  the  242,700  shares  of 
common  stock  of  Associated  Electric  Company  to  the  Associated  Gas  and  Electric 
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Company,  the  Associated  Gas  and  Electric  Company  never  delivered  the  242,700 
shares  of  its  preferred  stock.  In  fact,  these  shares  of  preferred  stock  were 
never  issued,  nor  had  they  been  authorized.  Instead  of  delivering  these  242,700 
shares  of  preferred  stock  to  Eastern  Utilities  Investing  Corporation,  Associated 
Gas  and  Electric  Company  merely  gave  Eastern  Utilities  Investing  Corporation 
a  contract  obligation  in  the  nature  of  a  "due  bill"  to  deliver  these  shares  of 
preferred  stock,  and  this  "due  bill'  constituted  virtually  the  sole  asset  of 
Eastern  Utilities  Investing  Corporation  for  a  year.  Instead,  the  Eastern  Utilities 
Investing  Corporation,  whose  officers  and  directors  consisted  of  Associated  Gas 
and  Electric  Company  men,  accepted  from  Associated  Gas  and  Electric  Company 
a  list  of  miscellaneous  securities  on  or  about  Jiily  31,  1927,  just  before  the 
annual  report  for  the  year  1926  was  to  be  sent  to  Eastern  Utilities  Investing 
Corporation  stockholders.  Thus,  from  July  1926  to  July  31,  1927,  the  only 
substantial  asset  of  Eastern  Utilities  Investing  Corporation  was  the  "due  bill" 
for  242,700  shares  of  preferred  stock  of  Associated  Gas  and  Electric  Company, 
and  throughout  this  entire  period  the  fact  that  this  "due  bill"  constituted  the 
only  asset  of  Eastern  Utilities  Investing  Corporation  was  never  disclosed  to 
stockholders. 

The  list  of  securities  received  by  Eastern  Utilities  Investing  Corporation  in 
lieu  of  the  preferred  stock  of  Associated  Gas  and  Electric  Company  called  for 
by  the  "due  bill"  consisted  almost  entirely  of  securities  of  companies  affiliated 
with  the  Associated  Gas  &  Electric  System,  including  securities  of  Public  Utility 
Investing  Corporation,  Consumers  Construction  Com.pany,  Managing  and  Invest- 
ing, Inc.,  Associated  Electric  Company,  Associated  Gas  and  Electric  Company, 
and  Gas  and  Electric  Associates.  Many  of  these  securities  had  originally  cost 
the  Associated  Gas  and  Electric  Company  virtually  nothing,  and  others  had  been 
issued  by  companies  in  which  Mr.  Hopson  was  personally  interested.  Eastern 
Utilities  Investing  Corporation's  transfer  of  the  Associated  Electric  Company 
common  stock  to  the  Associated  Gas  and  Electric  Company  and  its  acceptance 
of  the  "due  bill"  for  Associated  Gas  and  Electric  Company  preferred  stock  com- 
pleted the  first  part  of  the  plan  of  Associated  Gas  and  Electric  Company  and  these 
dominant  personalities  to  obtain  from  Eastern  Utilities  Investing  Corporation 
its  operating  companies  and  to  make  the  public  investors  in  Eastern  Utilities 
Investing  Corporation  indirect  holders  of  preferred  stock  of  a  holding  company 
remote  from  the  operating  companies  instead  of  stockholders  in  the  company 
directly  owning  the  operating  companies.  The  stockholders  in  Eastern  Utilities 
Investing  Corporation  became  virtually  indirect  holders  of  the  securities  of  the 
Associated  Gas  &  Electric  System  and  affiliated  companies. 

Eastern  Utilities  Investing  Corporation  was  subsequently  transformed  into 
an  investing  company. 

In  March  1929  the  investment  company  was  caused  to  offer  to  the  public, 
through  Harris,  Forbes  &  Company  and  Halsey,  Stuart  &  Co.,  Inc.,  $35,000,000 
of  its  5%  gold  debentures  due  1954.  The  net  proceeds  from  the  sale  of  these 
debentures  amounted  to  $32,812,500.  In  the  offering  circular  issued  to  the  public 
describing  this  issiie  of  debentures  a  representation  was  made: 

"Eastern  Utilities  Investing  Corporation  (formerly  Pennsylvania  Electric  Cor- 
poration) was  organized  in  1922  under  the  laws  of  the  State  of  Delaware.  It 
is  engaged  primarily  in  the  business  of  acquiring  and  holding  for  long-term 
investment,  securities  deriving  their  income  from  piiblic  utility  and  allied  enter- 
prises. *  *  *  The  corporation  diversifies  its  investments  among  the  securities 
of  a  number  of  public  utility  and  allied  enterprises." 

The  circular  also  set  forth  a  list  of  23  companies,  which  were  claimed  to  be: 

"Some  of  the  more  important  companies,  from  whose  general  operations  the 
dividend  and  interest  income  of  the  corporation  is  directly  or  indirectly  derived." 
This  circular  did  not  list  some  of  the  larger  investments  made  in  affiliated 
companies  of  the  Associated  Gas  &  Electric  System;  it  did  not  list  the  invest- 
ment of  $8,400,000  in  Gas  and  Electric  Associates,  another  company  affiliated 
with  the  "system,"  the  investment  of  $5,000,000  in  Utility  Management  Cor- 
poration, or  the  investment  of  $5,000,000  in  Consumers  Construction  Company. 
On  the  other  hand,  the  list  included  six  well-known  companies,  such  as  Con- 
solidated Gas  Company  of  New  York  and  Metropolitan  Edison  Company,  in  three 
of  which  companies  Eastern  Utilities  Investing  Corporation's  investment  was 
only  approximately  $137,000,  and  in  the  remaining  three  of  which  it  had  no 
investment  at  all. 

Eastern  Utilities  Investing  Corporation  never  received  the  $32,812,500  of 
cash  proceeds  from  the  sale  of  its  debenture  issue  to  the  public.     Instead,  the 
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tiheck  received  from  the  underwriters  and  investment  bankers  was  immediately 
endorsed  over  to  Associated  Gas  and  Electric  Company.  Eastern  Utilities  Invest- 
ing Corporation  was  again  caused  to  accept  blocks  of  stock  of  companies  in  the 
Associated  System.  Included  in  the  securities  so  transferred  were  approxi- 
mately $26,500,000  of  General  Gas  &  Electric  Corporation  stock,  approximately 
$5,000,000  of  Associated  Gas  and  Electric  Company  stocks,  and  approximately 
$1,200,000  of  securities  of  subsidiaries  of  General  Gas  &  Electric  Corporation 
(which  were  almost  immediately  replaced  by  Associated  Gas  and  Electric  Com- 
pany preferred  stock).  In  lieu  of  $32,812,500  of  cash,  which  according  to  the 
representations  made  in  the  circular  issued  to  the  public  was  to  be  invested  in 
diversified  securities,  Eastern  Utilities  Investing  Corporation  was  compelled  to 
accept  securities  of  companies  in  the  Associated  System. 

The  final  $10,000,000  payment  by  Associated  Gas  and  Electric  Company  on 
its  purchase  of  control  of  General  Gas  &  Electric  Corporation,  which  itself  had 
been  loaded  up  by  Associated  Gas  and  Electric  Company  with  securities  of  com- 
panies in  its  ''system,"  was  mostly  made  with  cash  traceable  back  to  the 
$32,812,500  cash  received  by  Associated  Gas  and  Electric  Company  from  the  sale 
of  the  Eastern  Utilities  Investing  Corporation  debentures.  In  turn.  Eastern 
Utilities  Investing  Corporation  was  then  loaded  up  with  securities  of  the  General 
Gas  &  Electric  Corporation. 

In  addition,  $3,175,000  of  the  $32,812,500  received  by  Associated  Gas  and 
Electric  Company  was  used  to  carry  on  market  operations  in  Associated  Gas 
and  Electric  Company  securities,  some  of  which  securities  were  then  sold  to 
the  Eastern  Utilities  Investing  Corporation  at  the  resulting  inflated  prices. 

As  has  been  indicated,  at  the  time  Associated  Gas  and  Electric  Company  took 
over  control  of  Eastern  Utilities  Investing  Corporation  in  1925,  the  plant  and 
property  of  the  Eastern  Utilities  Investing  Corporation  and  its  subsidiaries 
amounted  to  approximately  $77,000,000.  In  addition,  as  has  been  indicated, 
$35,000,000  of  debentures  of  Eastern  Utilities  Investing  Corporation  had  been  sold 
to  the  public  in  March  1929,  besides  varioiis  other  issues  of  its  securities.  Asso- 
ciated Gas  &  Electric  System  therefore  had  used  Eastern  Utilities  Investing  Cor- 
poration as  a  vehicle  for  taking  over  properties  and  raising  cash,  aggregating  over 
$112,000,000.  As  of  December  31.  1929,  even  after  the  market  decline  of  October 
1929,  Eastern  Utilities  Investing  Corporation  had  assets  valued  by  the  manage- 
ment at  approximately  $78,000,000.  In  October  1936,  Eastern  Utilities  Investing 
Corporation  was  placed  in  receivership  under  Section  77b  of  the  Bankruptcy  Act, 
with  assets  valued  by  the  management  at  approximately  $6,500,000,  but  which  in 
lact  had  a  market  value  of  only  $1,500,000. 

From  1925,  when  control  was  bought  by  Associated  Gas  and  Electric  Company, 
■until  the  investment  company  went  into  77b  proceedings  in  bankruptcy  in 
October  1936.  the  investment  company  never  entered  into  a  transaction  involving 
the  purchase,  sale,  or  exchange  of  any  substantial  block  of  portfolio  securities 
except  with  some  Associated  Gas  &  Electric  System  company.  The  prices  at 
"Which  the  investment  company  acquired  or  disposed  of  securities  were  fixed  by 
Henry  A.  Stix,  comptroller  of  Eastern  Utilities  Investing  Corporation  and  gen- 
eral auditor  of  Associated  Gas  and  Electric  Company,  in  compliance  with  the 
directions  or  policies  of  Mr.  Hopson.  As  a  result  of  such  policies,  the  value 
of  the  portfolio  of  Eastern  Utilities  Investing  Corporation  shrank  from  $2,200 
per  $1,000  debenture  in  March  1929  to  $85  per  $1,000  debenture  on  May  12,  1933. 

During  the  years  1929  and  1930  the  total  purchases  of  portfolio  securities  by 
Eastern  Utilities  Investing  Corporation  amounted  to  $87,963,876  and  $50,198,829, 
respectively,  and  the  sales  amounted  to  $59,558,892  and  $55,722,605,  respectively. 
Despite  the  fact  that  the  offering  circular  used  in  connection  with  the  debentures 
stated  that  the  holdings  of  the  company  were  to  be  for  long-term  investments, 
the  average  turnover  during  these  years  was  75%  per  year,  with  a  portfolio 
averaging  approximately  $73,500,000. 

Between  June  1931  and  October  1936  (when  the  company  was  put  into  receiver- 
■ship).  various  offers  of  exchange  of  Associated  System  securities  for  Eastern 
Utilities  Investing  Corporation  securities  had  been  made  to  the  public  and 
substantial  amounts  of  outstanding  securities  of  Eastern  Utilities  Investing 
Corporation  had  been  reacquired  by  the  "system."  Although  it  is  difficult  to 
ascertain  the  precise  loss  sustained  by  investors  in  Eastern  Utilities  Investing 
Corporation,  these  losses  were  large  and  were  sustained  in  connection  with 
transactions  which  were  effected  between  the  Associated  Gas  and  Electric  Com- 
pany and  its  subsidiaries  and  Eastern  Utilities  Investing  Corporation,  which  was 
completely  dominated  by  the  Associated  Gas  and  Electric  Company  personalities. 
Based  on  market  prices  as  of  December  31,  1935,  debenture  holders  who  made 
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the  exchange  had  suffered  losses  of  $24,117,205  or  over  72%  of  their  original 
investment  of  $33,385,660  and  debenture  holders  who  retained  their  debentures 
had  suffered  a  loss  of  $569,130  or  62%  of  their  original  investment  of  $914,340. 

In  connection  with  these  various  exchange  offers,  material  facts  were  con- 
cealed with  respect  to  the  financial  condition  of  Eastern  Utilities  Investing  Cor- 
poration, particularly  with  reference  to  default  under  the  so-called  "touch-off" 
clause  in  the  indenture  under  which  $35,000,000  of  the  debenttires  were  issued. 
That  indenture  required  an  asset  coverage  of  125%  for  the  debentures  outstanding 
which  was  not  maintained.  This  default  under  the  indenture  was  not  only 
not  disclosed  to  the  security  holders  who  were  solicited  to  exchange  their 
securities  for  Associated  Gas  and  Electric  Company  securities,  but  communica- 
tions to  security  holders  carried  the  implication  that  no  such  default  had 
occurred. 

In  furtherance  of  the  plan  to  buy  up  the  publicly  held  securities  of  the 
Eastern  Utilities  Investing  Corpoiation,  that  investment  company  was  placed 
in  receivership  in  October  1936.  The  board  of  directors  of  Eastern  Utilities 
Investing  Corporation  at  that  time  was  composed  of  employees  of  the  Associated 
Gas  &  Electric  System  who  subsequently  resisted  any  attempts  to  have  the  court 
authorize  any  investigation  of  the  company's  transactions.  This  plan  of  re- 
organization submitted  by  the  Associated  System  in  connection  with  the  receiver- 
ship was  merely  a  continuation  of  the  exchange  offers  which  had  been  previously 
made  to  the  security  holders  of  Eastern  Utilities  Investing  Corporation.  In 
essence  the  plan  was  an  attempt  to  buy  up  the  securities  held  by  the  remaining 
security  holders,  apparently  in  an  effort  to  forestall  any  action  against  the 
Associated  System  and  its  officers  and  directors  and  to  cover  up  the  various 
transactions  by  liquidating  the  Eastern  Utilities  Investing  Corporation. 

Although  annual  audits  were  made  of  Eastern  Utilities  Investing  Corporation, 
the  serious  condition  of  the  company  was  not  disclosed  in  published  audits  until 
after  its  debentures  had  defaulted  in  interest  payment  and  asset  coverage  and 
the  protective  provisions  of  the  indenture  had  been  amended  by  the  Associated 
Gas  &  Electric  System  through  its  vote  of  reacquired  debentures  in  order  to  avoid 
enforcement  of  the  default. 

The  debenture  holders  were  not  protected  by  the  "protective  provisions"  of  the 
indenture,  which  failed  to  require  the  trustee  to  take  effective  action  on  behalf 
of  the  debenture  holders  [in  spite  of  having  additional  information  indicating 
that  the  financial  condition  of  the  investment  company  was  becoming  increas- 
ingly serious].  The  trustee  for  the  holders  of  the  $35,000,000  principal  amount 
of  debentures  took  no  effective  steps  throughout  this  period  for  the  protection 
of  the  debenture  holders  and  in  the  main  relied  on  formal  certificates  filed  by 
"representatives"  of  the  system  or  of  Mr.  Hopson. 

It  is  apparent  that  the  entire  history  of  the  Eastern  Utilities  Investing  Cor- 
poration from  the  time  of  acquisition  of  its  control  by  the  Associated  Gas  & 
Electric  System  and  the  H.  C.  Hopson  interests  was  characterized  by  a  complete 
subordination  of  the  interests  of  the  minority  stockholders  and  the  senior 
security  holders  to  the  interests  of  the  "system"  and  Mr.  Hopson.  From  its 
inception,  the  activities  of  Mr.  Hopson,  his  associates  and  the  "system"  in  connec- 
tion with  the  Eastern  Utilities  Investing  Corporation  were  apparently  effected 
pursuant  to  a  plan  to  strip  the  Eastern  Utilities  Investing  Corporation  of  its 
operating  companies  and  to  use  that  investment  company  to  raise  funds,  not  for 
the  benefit  of  its  own  security  holders,  but  for  the  advancement  of  the  interests 
of  the  "system"  and  H.  C.  Hopson. 

B.  Eastern  Utilities  Investing  Corporation,  Under  Control  of 
Walbridge  &  Co.,  Inc.  (Before  Acquisition  by  the  Associated 
Gas  &  Electric  System) 

1.  INTRODUCTION 

Eastern  Utilities  Investing  Corporation  was  organized  on  August  4, 
1922,  by  H,  D.  Walbridge  &  Co.,  Inc.  However,  this  report  deals 
primarily  with  the  history  of  Eastern  Utilities  Investing  Corporation 
after  September  1925,  when  control  of  this  company  was  acquired  by 
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the  Associated  Gas  and  Electric  Company.  All  of  its  activities  as  an 
investment  company  occnrred  after  Eastern  Utilities  Investing  Cor- 
poration became  a  member  of  the  "Associated  System"  *  and  was  con- 
trolled by  H.  C.  Hopson  and  J.  I.  Mange  through  Associated  Gas  & 
Electric  Properties  and  Associated  Gas  and  Electric  Company  and 
various  other  subsidiary  and  affiliated  companies.^ 

The  purchase  of  control  of  Eastern  Utilities  Investing  Corporation 
added  to  the  "System"  certain  gas  and  electric  0])erating  properties 
located  in  the  westei-n  part  of  Pennsylvania  and  the  northwestern 
part  of  Maryland.  The  magnitude  and  importance  of  this  acquisition 
to  Associated  Gas  and  Electric  Company  are  indicated  by  the  fact  that 
the  approximately  $126,000,000  of  total  consolidated  assets  of  Asso- 
ciated Gas  and  Electric  Company  was  increased  by  at  least  72% 
through  the  acquisition  of  the  Eastern  Utilities  Investing  Corporation, 
whose  consolidated  assets  as  at  December  31,  1925,  were  reported  to  be 
$91,160,676.*'  Similarly,  the  consolidated  income  statements  '  indicate 
that  the  gross  revenues  of  Associated  Gas  and  Electric  Company  on  a 
consolidated  basis  were  more  than  doubled  b}^  its  acquisition  of  the 
Eastern  Utilities  Investing  Corporation. 

2.  ORGAXIZATIOX  OF  EASTERN  UTILITIES  INVESTING 

CORPORATION « 

Eastern  Utilities  Investing  Corporation  was  originally  incorpo- 
rated pursuant  to  the  laws  of  the  State  of  Delaware  on  August  4, 
1922,  under  the  name  Eastern  Hydro-Electric  Company.^  The  com- 
pany was  sponsored  and  controlled  by  H.  D.  Walbridge  &  Company, 
Inc.,^"  and  remained  inactive,  wifh  only  10  shares  of  organization 
stock  outstanding,  until  March  31,  1924.  The  name  of  the  company 
was  chanaed  on  March  20,  1924.  from  Eastern  Hydro-Electric  Com- 
pany to  Pennsylvania  Electric  Corporation.^^ 

*  Associated  Gas  &  Electric  System  is  referred  to  in  this  report  as  the  "System"  or  as 
the  "Associated  System"  and  is  intended  to  include  Associated  Gas  &  Electric  Properties 
and  its  subsidiary  and  affiliated  companies  unless  the  context  otherwise  indicates. 

s  The  two  beneficial  shares  of  Associated  Gas  &  Electric  Properties  were  held  by  Messrs. 
Hopson  and  Mange,  respectively.  For  a  brief  description  of  the  organization,  control,  and 
growth  of  the  Associated  Gas  &  Electric  System,  see  Appendix  G.  p.  790  et  seq.  See  also 
Appendix  H  (p.  798)  showing  ownership  of  voting  stock  of  Eastern  Utilities  Investing 
Corporation. 

*  Public  Examination,  Eastern  Utilities  Investing  Corporation,  Commission's  Exhibit  No. 
3815. 

'  Ibid,  and  report  of  the  Federal  Trade  Commission  on  Utility  Corporations.  1932.  Senate 
Doc.  92,  70th  Cong.,  1st  Sess.,  Part  45.  p.  1586,  and  annual  report  of  Pennsylvania  Electric 
Corporation  for  the  year  ending  December  31,  1925. 

*  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  I,   Item  1   (g). 

'  Because  of  the  various  names  by  which  the  Eastern  Utilities  Investing  Corporation  was 
known,  the  following  table  may  be  helpful  in  understanding  the  history  of  that  corporation 
(op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  I,  Item  1)  : 

Date  name  adopted  :  Name  adopted 

Aug.  4,   1922 Eastern  Hydro-Electric  Company. 

Mar.  20,  1924 Pennsylvania  Electric  Corporation. 

Sept.  23,  1926 Eastern  Utility  Preferred  Holding  Cor- 
poration. 
July  26,  1927 Eastern  Utilities  Investing  Corporation. 

"Op.  cit.  supra,  note  6,  at  23209. 
11  See  note  P  svipra. 
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On  March  31,  1924,  a  majority  or  more  of  the  common  stocks  of 
the  following  operating  hydroelectric,  coal,  water,  gas,  and  real 
estate  companies  were  transferred  to  Pennsylvania  Electric  Corpora- 
tion by  H.  D.  Walbridge  &  Company,  Inc. :  ^^ 

Penn  Public  Service  Corporation. 
Venango   Public   Service   Corporation. 
Youghiougheny  Hydro-Electric  Corporation. 
Clarion  River  Power  Corporation. 
Clarion  Water  Company. 
County  Realty  Company. 
Penelec  Water  Company." 

These  operating  companies  became  direct  snbsidiaries  of  Pennsyl- 
vania Electric  Corporation  (subsequently  called  Eastern  Utilities 
Investing  Corporation)  and  constituted  practically  its  sole  source  of 
income.  In  consideration  for  the  transfer  to  it  of  securities  of  these  op- 
erating companies,  the  Pennsylvania  Electric  Corporation  issued  on 
the  same  day,  March  31,  1924,  to  H.  D.  Walbridge  &  Company,  Inc., 
45,000  shares  of  its  7%  preferred  stock,  165,000  shares  of  its  common 
stock,^*  and  an  option  to  purchase  its  debentures.^^  Also  on  March 
31,  1924,  upon  the  exercise  of  this  option,  Pennsylvania  Electric  Cor- 
poration issued  and  sold  to  H.  D.  Walbridge  &  Company,  Inc., 
$5,000,000  principal  amount  of  30-year  61/2%  sinking  fund  gold 
debentures,  receiving  therefor  certain  convertible  notes  of  two  of  its 
new  subsidiaries  and  a  comparatively  small  amount  of  cash.^^ 

The  securities  so  received  by  Pennsylvania  Electric  Corporation 
(subsequently  Eastern  Utilities  Investing  Corporation)  had  a  par  or 
face  value  of  $10,464,475,  but  were  placed  on  the  books  at  a  cost  of 
$26,097,659  on  the  basis  of  $25,384,750  of  its  securities  issued  and 
$712,909  cash  paid  therefor." 

The  consolidated  balance  sheet  of  Pennsylvania  Electric  Corporation 
(subsequently  Eastern  Utilities  Investing  Corporation)  at  December 
31,  1924,  showed  that  these  subsidiaries  thus  acquired  by  Pennsyl- 
vania Electric  Corporation  had  plant  and  property  amounting  to  $76,- 
932,015,  and  the  consolidated  income  statement  for  that  year  showed 
gross  revenues  of  $8,935,246,  and  net  income  of  $1,509,394  after  mak- 
ing deductions  for  depreciation  reserves.^^ 

At  that  time  (at  the  end  of  1924),  the  public  held  $39,514,700  of 
bonds  and  over  $10,000,000  of  stocks  of  these  subsidiary  companies. 
In  addition,  Pennsylvania  Electric  Corporation  itself  had  outstand- 
ing $4,969,000  principal  amount  of  61/2%  debentures  due  1954,  44,- 
090%  shares  of  $100  par  7%  cumulative  preferred  stock,  and  159,756% 
shares  of  no-par  common  stock.^® 

12  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  .3772,  Items  45  and  46. 

"  Id.,  at  23269-70  ;  23277. 

1*5254%  shares  of  the  common  stock  and  922  shares  of  the  preferred  stock  of  Pennsyl- 
vania Electric  Corporation  were  returned  to  its  treasury  as  a  result  of  the  nondelivery  by 
H.  D.  Walbridge  &  Company,  Inc.,  of  certain  stock  covered  by  the  agreement.  (Id..  Commis- 
sion's Exhibit  No.  3772,  Item  45,  p.  2.) 

1^  Id.,  Commission's  Exhibit  No.  3772,  Items  45  and  46. 

"Id.,  Commission's  Exhibit  No.  3772.  Item  45. 

1"  Ibid.     The  cash  included  $10,408.84  for  revenue  stamps. 

IS  Id.,  Exhibit  G  to  Mr.  Stix's  testimony. 

i»  Ibid. 
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C.  Eastern  Utilities  Investing  Corporation  Becomes  a  Subsidiary^ 
of  the  Associated  Gas  and  Electric  Company 

1.  CONTRACT  OF  PURCHASE  OF  CONTROL  BY 
ASSOCIATED  GAS  AND  ELECTRIC  COMPANY 

On  June  4,  1925,  H.  D.  Walbriclge  &  Company,  Inc.,  contracted 
to  sell,  and  Associated  Gas  and  Electric  Company,  to  buy,  all  the 
stocks  owned  by  the  seller,  or  interests  affiliated  with  it,-°  of  Pennsyl- 
vania Electric  Corporation  (subsequently  Eastern  LTtilities  Investing 
Corporation),  which  at  this  time  ow^ned,  aside  from  any  cash,  only 
the  securities  of  the  operating  companies  heretofore  enumerated. 
Prior  to  this  contract,  Associated  Gas  and  Electric  Company  held  no 
interest  in  Pennsylvania  Electric  Corporation.-^ 

In  March  1925  the  funded  debt  of  Pennsylvania  Electric  Corpora- 
tion had  been  increased  by  the  issuance  of  $2,500,000  principal  amount 
of  6%  debentures  -"  so  that  the  company's  securities  outstanding  at 
June  4,  1925,  were :  -^ 


Held  by  public 

Held  by  Walbridge 

Total 

Amount 

Percent 

Amount 

Percent 

Shares  of  common  stock 

Shares  of  preferred  stock                 _  _  _ 

46, 507 

20,328 

$7,  437, 500 

29 

46 

100 

114,611 
24,  019 

71 
54 

161, 118 
44, 347 

Principal  amount  of  debentures  2* 

$7, 437, 500 

In  the  contract  of  sale,  H.  D.  Walbridge  &  Company,  Inc.,  stated 
on  behalf  of  itself  and  associates  that  it  owned  and  offered  to  sell  and 
deliver  not  less  than  24,019  shares  or  54%  of  the  outstanding  preferred 
stock  and  114,610.68  shares  or  71%  of  the  outstanding  common  stock 
of  Pennsylvania  Electric  Corporation. 

By  the  terms  of  the  contract,  the  purchase  price  was  $100  for  each 
share  of  common  stock  and  $95  plus  accrued  dividends  for  each  share 
of  preferred  stock.-^  This  cash  was  payable  $20  per  share  upon 
acceptance,  $20  per  share  plus  interest  at  the  closing  date,  and  the 
balance  within  one  year  thereafter.-*'     Apparently  this  cash  was  ob- 

^  The  contract  was  evidenced  by  a  letter  containing  an  offer  made  by  H.  D.  Walbridge  & 
Company,  Inc.,  which  letter  was  signed  in  acceptance  by  H.  C.  Hopson,  vice  president,  and 
M.  C.  O'Keefe,  secretary  of  Associated  Gas  and  Electric  Company.  (Id.,  Commission's 
Exhibit  No.  3772,  Items  .51  and  52.) 

aid.,  at  23269. 

2»  Id.,  Commission's  Exhibit  No.  3772,  Item  52,  page  13. 

23  Id.,  Commission's  Exhibit  No.  3772,  Items  51  and  52. 

2<This  is  as  of  May  31,  1925.      (Id.,  Commission's  Exhibit  No.  3772.  Item  54.) 

^'^  Id.,  Commission's  Exhibit  No.  3772,  Item  51.  The  contract  also  provided  for  the 
sale  of  participating  stock  of  a  Pennsylvania  Electric  Corporation  subsidiary  named 
Clarion  River  Power  Co.  at  $50  a  share. 

^  "The  balance  of  the  pui-chase  price,  in  cash,  one  year  from  Aaigust  1.  1925,  subject  to 
extension  as  provided  in  the  annexed  form  of  escrow  agreement,  such  payment  to  be 
secured  by  your  one  year  promissory  note  or  notes  aggregating  in  principal  amount  the 
amount  of  such  balance,  bearing  interest,  payable  quarterly,  at  the  rate  of  7%  per  annum 
from  July  1,  1925,  on  such  portion  of  the  principal  amount  thereof  as  equalsi  the  balance 
of  the  purchase  price  of  the  preferred  stock  of  the  Pennsylvania  Company,  and  nt  the 
rate  of  6%  per  annum  from  August  1,  1925,  on  the  remaining  portion  of  the  principal 
amount  thereof,  secured  by  pledge  of  all  of  said  slrnres  of  stock".      (Ibid.) 
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tainecl  by  Associated  Gas  and  Electric  Company's  issuing  61/2%  in- 
ierest-bearing  option  warrants.-''  The  contract  further  required  As- 
sociated Gas  and  Electric  Company  to  make  the  same  offer  to  the 
public  holders  of  Pennsylvania  Electric  Corporation's  (subsequently 
Eastern  Utilities  Investing  Corporation)  securities.  Although  such 
offers  were  made,  they  were  complicated  by  three  simultaneous  and 
alternative  offers  of  securities  of  Associated  Gas  and  Electric 
Company.^^ 

2.  NEW  DIRECTOKS  IDENTIFIED  WITH  ASSOCIATED 
GAS  AND  ELECTRIC  COMPANY 

Formal  control  of  the  Pennsylvania  Electric  Corporation  (later 
Eastern  Utilities  Investing  Corporation)  was  taken  by  Associated 
Gas  and  Electric  Company  on  September  23,  1925,  and  the  composi- 
tion of  the  board  of  directors  was  immediately  changed.-^  H.  C. 
Hopson,  J.  I.  Mange,  John  M.  Daly,  and  H.  C.  Hasbrouck  became 
directors  of  Pennsylvania  Electric  Corporation.  J.  I.  Mange  became 
its  president  and  H.  C.  Hopson,  a  vice  president.^° 

Mr.  Mange  w^as  president  and  chairman  of  the  board  of  directors 
and  Mr.  Hopson  was  vice  president,  treasurer,  and  a  director  of  Asso- 
ciated Gas  and  Electric  Company.  They  were  also  officers  of  Asso- 
ciated Securities  Corporation;  trustees,  directors,  and  officers  of  Asso- 
ciated Gas  &  Electric  Properties,"^  through  which  companies  they  held 
control  of  Associated  Gas  and  Electric  Company  and  of  Eastern  Util- 
ities Investing  Corporation,"-  and  officers  and  directors  of  other  sub- 
sidiaries of  Associated  Gas  and  Electric  Company.'*^ 

John  M.  Daly  was  vice  president  of  Associated  Gas  and  Electric 
Company,  and  H.  C.  Hasbrouck  also  represented  Associated  Gas  and 
Electric  Company.^* 

3.  EASTERN  UTILITIES  INVESTING  CORPORATION  CON- 
TROLLED BY  ASSOCIATED  GAS  AND  ELECTRO  COM- 
PANY 

Since  1925,  when  Associated  Gas  and  Electric  Company  first  pur- 
chased control  ^^  of  Pennsylvania  Electric  Corporation  (subsequently 
Eastern  Utilities  Investing  Corporation),  the  policies  and  affairs  of 

2'  Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  1932  (Senate  Docu- 
ment 92,  70th  Cong..  1st  Sess.).  Part  45,  pp.  1308-12. 

2S  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3823.  Offers  to  common  stockholders 
were  made  on  August  24,  1925,  January  25,  1926,  and  August  4,  1926.  Offers  to  preferred 
holders  were  made  August  25,  1926,  and  April  20,  1926.     See  intra,  pp.  639-40  and  note  81. 

ss  Op.  cit.  supra,  note  6,  at  23277. 

50  Id.,  at  23278-9.  In  1927,  Mr.  Hopson  became  president  and  remained  in  that  oflSce 
until  June  1933  when  he  was  succeeded  by  a  subordinate.  Mr.  Hopsou  also  became 
treasurer  in  1926.      (Id.,  Commission's  Exhibit  No.  3832.) 

=^  Id.,  at  23280. 

22  Id.,  at  23279  et  seq. 

S3  Id.,  at  23280. 

a*  Id.,  at  23281. 

s=Id.,  at  23271-2,  23277. 
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this  Corporation  have  been  dominated  and  controlled  by  the  manage- 
ment of  Associated  Gas  and  Electric  Company.^'' 

Althongh  Eastern  Utilities  Investing  Corporation  had  a  separate 
corporate  charter  ^'  and  owned  at  December  31,  1929,  investments  car- 
riecl  at  $78,207,157,"^  it  nevertheless  completely  lacked  independence, 
having  no  office  of  its  own,  no  clerical  staff,  and  no  independent  man- 
agement. Mr.  Bowman,  a  partner  of  Haskins  &  Sells  which,  begin- 
ning in  1929,  certified  the  financial  statements  of  Eastern  Utilities 
Investing  Corporation,  testified  concerning  that  corporation :  ^^ 

A.  It  [Eastern  Utilities  Investing  Corporation]  did  not  have  a  separate  and 
distinct  set  of  employees  from  the  employees  of  the  Associated  [Gas  &  Electric] 
System.     That  is  about  the  only  difference  that  I  conld  see. 

Q.  And  it  didn't  have  a  separate  office? 

A.  I  believe  not. 

Q.  And  all  of  its  acquisitions  of  securities  were  from  within  the  "System"? 

A.  Well,  I  should  say  that  the.v  made  most  of  their  acquisitions  through 
securities  companies  of  the  Associated   [Gas  &  Electric]   System. 

Q.  If  you  were  asked  to  describe  the  way  Eastern  Utilities  Investment  Cor- 
poration was  operated,  what  statement  would  you  make? 

A.  I  would  say  that  it  was  an  investment  companj',  and  its  accounts  were  kept 
like  any  investment  company,  instead  of  having  a  separate  clerical  organization. 
who  devoted  its  time  entirely  to  this  company,  the  clerical  services  and  man- 
agement was  performed  by  people  connected  with  the  Associated  [Gas  and  Elec- 
tric] Company. 

Q.  And  its  financial  transactions  were  all  handled  through  the  Associated 
System? 

A.  I  believe  that  is  a  fair  statement. 

Q.  And  it  paid  its  taxes  through  the  Associated  System,  did  it  not? 

A.  I  believe  so. 

Mr.  Bowman  further  testified :  *° 

Q.  Could  you  go  to  any  one  place  and  say  that  that  room  was  the  office  of 
Eastern  Utilities  Investing  Corporation  and  not  the  office  of  any  other  com- 
pany? 

A.  No;  I  think  their  office  was  in  the  Associated  [Gas  &  Electric]   System. 

Q.  That  is,  the  employees  who  would  work  on  Eastern  Utilities  Investing  Cor- 
poration matters  were  employees  of  Hopson's  service  companies  or  other  coju- 
panies  in  the  Associated  [Gas  &  Electric]   System? 

A.  That  is  right. 


^  See,  as  to  : 

(a)  Stock  control — infra,  p.  635,  and  Aijpendix  H,  p.  798;  op.  cit.  supra,  note  6,  at  2:^279, 
and  Oomniissidn's  Exliibit  No.  3772,  Item  5. 

(b)  Management  l)y  service  companies — Appendix  G,  p.  790  et  seq. ;  .see  also  infra,  pp.  6o5 
and  702. 

(c)  Interloclving  ofRcers  and  directors — infra,  p.  636;  see  al.so  Report  of  the  Federal  Tiade 
Commission  on  tlie  Relation  of  Holding  Companies  and  Operating  Companies  in  Power  and 
Gas  .\ffecting  Control,  73(1  Cong.,  2d  Sess.,  Hou.se  Report  827,  Part  I,  p.  275  under  H.  C. 
Hopson.  p.  :,5i  under  .1.  I.  Mange. 

(d)  All  transactions  Involving  purchase  or  sale  of  securities  being  exclusively  with 
"S.vsteni"  companies — infra,  p.  634  and  Mr.  Stix's  testimon.v,  op.  cit.  supra,  note  6  at 
25779-80. 

37  Certificate  of  incorporation  filed  August  4,  1922,  with  the  Secretary  of  State  of  the 
State  of  Delaware  under  the  name  of  Eastern  Ilydro-Electric  Company.  (Op.  cit.  supra, 
note  6,  Commission's  Exhibit  No.  3771.  Part  I.  which  also  contains  amendments  thereto.) 

^'s  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

3"  Id.,  at  24328-9. 

<»I(I.,  at  24326-7. 
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Mr.  Stix,  formerly  comf)troller  of  Eastern  Utilities  Investing  Cor- 
poration and  general  auditor  for  Associated  Gas  and  Electric  Com- 
pany,*^ and  recently  made  vice  president  and  comptroller  of  Associated 
Gas  and  Electric  Company,*-  testified :  *" 

Q.  By  the  end  of  1S26,  control  of  Eastern  Utilities  Preferred  Holding  Com- 
pany rested  with  Associated  Gas  &  Electric  Properties,  did  it  not? 

*  ^  :^  *  *  *  * 

A.  Yes. 

Q.  And  Associated  Gas  &  Electric  Properties  held  that  control  through  As- 
sociated Securities  Corporation  and  Associated  Gas  and  Electric  Company  and 
subsidiaries;  isn't  that  right? 

A.  No ;  it  held  the  control  through  Associated  Securities  Corporation  and 
Associated  Public  Utilities  Corporation. 

Q.  And  Associated  Gas  &  Electric  Properties  was  owned  one-half  by  Mr. 
H.  C.  Hopson,  who  was  an  officer  of  Eastern  Utilities  Investing  Corporation, 
and  one-half  by  Mr.  J.  I.  Mange;  isn't  that  right? 

A.  That  is  my  understanding. 

After  being  made  part  of  the  "Associated  Gas  &  Electric  System," 
Eastern  Utilities  Investing  Corporation  was  caused  to  transact  all 
purchases  and  sales  of  its  portfolio  securities  with  "System"  com- 
panies.** Its  affairs  were  controlled  by  those  controlling  the  Asso- 
ciated Gas  and  Electric  Compan3%*"  and  its  business  was  conducted 
by  employees  of  Mr.  Hopson's  service  companies.*''  It  did  not  have 
its  own  employees  *'  or  office.*®  It  paid  service  fees  for  management 
as  well  as  for  a  clerical  organization.     As  Mr.  Stix  testified :  *^ 

Q.  So  that  the  persons  whom  Mr.  Hopson  employed  to  render  services  in  his 
business  would  naturally  become  officers  and  directors  of  a  company  like  East- 
ern Utilities  Investing  Corporation  which  was  being  serviced? 


*i  Op.  cit.  supra,  note  6,  at  23257-9. 

*^  In  the  matter  of  Afisociatcd  Gas  inid  Electric  Company,  S.  E.  C.  Docket  1-1810. 
Hearing  on  April  27,  1939,  Rec.  pp.  277-8. 

«Id.,  at  23321.  See  also  In  the  United  States  District  Court  for  the  District  of  Dela- 
ware, In  the  Matter  of  Eastern  Utilities  Investing  Corporation,  debtor.  No.  1247,  in 
Reorganization  Tax  Proceedings  before  William  Prickett  as  Special  Master,  where  Mr. 
Stix  testified  (id.,  at  1108)  : 

Q.  Now  the  Eastern  Utilities  Investing  Corporation,  Mr.  Stix.  was  tliat  a  corpora- 
tion which  was  in  any  measure  independent  of  Associated  Gas  and  Electric  Company 
or  was  it  wholly  controlled  by  the  management  of  Associated  Gas  and  Electric 
Company? 

A.  It  was  wholly  controlled  by  the  Associated  management. 

Q.  Then  I  take  it  the  Associated  management  kept  its  books  and  made  its  invest- 
ments for  it.     Is  that  true? 

A.  I  think  that  would  be  a  fair  statement. 
«0p.  cit.  supra,  note  6,  at  24326-9  and  25779-80,  and  Commission's  Exhibit  No.  3771, 

Part  VII,  Schedules  32  and  33. 
«See  supra,  pp.  632-3. 
^^Mr.  Bowman  testified  (op.  cit.  supra,  note  6,  at  24331)  : 

Q.  Well,  it  is  pretty  clear,  isn't  it,  most  of  the  services  rendered  to  Eastern  Utili- 
ties Investing  Corporation  were  rendered  by  persons  connected  with  the  Associated 
System  or  Hopson  Companies? 

A.  Yes,  that  is  pretty  clear.  (See  also  infra,  pp.  635-8  and  Appendix  G,  p.  790 
et  seq.) 

« Id.,  Commission's  Exhibit  No.  3771,  Part  IV,  Item  16. 

«In  the  United  States  District  Court  for  the  District  of  Delaware,  In  the  matter  of 
Eastern  Utilities  Investing  Corporation,  debtor,  in  proceedings  for  the  reorganization  of 
a  corporation  pursuant  to  Section  77B  of  the  Bankruptcy  Act  as  amended  No.  1247  in 
Bankruptcy.  Transcript  of  proceedings  before  William  Prickett  as  Special  Master  to 
conduct  a  21A  examination  and  to  report  to  the  court  the  testimony  taken  and  evidence 
received,  pp.  28-9. 

"^Op.  cit.  supra,  note  6,  at  24788. 
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A.  Yes,  ill  conjunction  with  performing  the  service  that  had  to  be  performed 
for  Eastern  Utilities  Investing  Corporation,  some  of  them  liad  to  become 
oflScers. 

Q.  Was  tliat  because  rendering  services  as  officers  was  part  of  the  services 
they   were   rendering  as   employees   of  these  service  organizations? 

A.  Yes ;  there  had  to  be  people  to  sign  papers  and  things  of  that  kind. 

As  one  of  its  own  officials  testified  when  explaining  why  it  was  un- 
necessary to  pay  rent  for  Eastern  Utilities  Investing  Corporation:^" 

Q.  Just  a  set  of  books  was  kept  as  part  of  the  general  bookkeeping  system 
of  the  Associated? 
A.  Yes. 

4.  H.    C.    HOPSOX-DOMIXATED    COMPAXIES    SERVICED 
EASTERN  UTILITIES  INVESTING  CORPORATION 

Having  no  independent  management  of  its  own,  Eastern  Utilities 
Investing  Corporation  was  managed  by  individuals  who  were  em- 
ployees of  various  of  the  service  companies  which  were  under  the 
control  of  H.  C.  Hopson.^^  This  management  function  was  per- 
formed by  H.  C.  Hopson  and  Company  up  to  1932,  thereafter  by 
Utility  Auditors  and  Tax  Consultants,^-  another  Hopson  service 
companv. 

Mr.  Stix  testified :  =^ 

Q.  And  H.  C.  Hopson  and  Company  rendered  services  to  Eastern  Utilities 
Investing  Corporation  ? 

A.  Yes. 

Q.  What  kind  of  services? 

A.  Well,  it  kept  the  books  and  the  minute  books ;  it  safeguarded  the  secur- 
ities ;  it  bought  securities  and  sold  securities  for  them. 

Q.  It  rendered  all  of  the  services,  did  it  nor,  that  the  management  of  the 
•company  ordinarily  renders? 

A.  Yes. 

5.  SERVICE  CHARGES  OF  SUBSIDIARIES 

On  September  23,  1925,  Associated  Gas  and  Electric  Company 
took  complete  control  of  Pennsylvania  Electric  Corporation  bj^  filling 
the  board  of  directors  of  the  Pennsylvania  Electric  Corporation  with 
its  representatives.  This  control  was  then  used  to  effect  a  preference 
for  the  controlling  interest  through  the  exaction  of  service  fees.^"^ 

The  controlling  interest  caused  Pennsylvania  Electric  Corporation 
to  cause  its  operating  subsidiaries  to  enter  into  servicing  contracts 
with  Associated  Gas  and  Electric  Company  by  the  terms  of  which 

""  Op.  cit.  supia.  note  46,  p.  162.     See  also  infra. 

^'  See  Appendix  G,  p.  790  et  secj. 

^2  Mr.  Stix  testified   (op.  cit.  supra,  note  6,  at  24771)  : 

Q.  When  the  servicing  of  Eastern  Utilities  Investing  Corporation  was  taken  over 
liy  Utility  Auditors  and  Tax  Consultants,  did  H.  C.  Hopson  and  Company  cease  to 
render  service  to  Eastern  Utilities  Investing  Corporation? 

A.   Yes. 

Q.  And  that  was  in  1932? 

A.  Yes. 
s-TId.,  at  24763. 
^Id.,  at  23282-7. 
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21^%  of  gross  revenues  was  to  be  paid  for  management  services  and 
7y2%  of  additions  to  fixed  capital  was  to  be  paid  for  services  in  con- 
nection with  construction."^ 

The  effect  of  this  was  to  create  charges  payable  to  the  controlling- 
interest  ranking  ahead  of  dividends  payable  to  the  minoritj^  interests 
in  the  stock  of  Pennsylvania  Electric  Corporation  and  its  subsi- 
diaries and  in  this  way  to  siphon  funds  to  Associated  Gas  and 
Electric  Company."'^ 

In  addition,  the  operating  subsidiaries  of  Pennsylvania  Electric 
Corporation  paid  service  charges  to  service  companies  organized  and 
run  by  H.  C.  Hopson." 

The  servicing  of  Pennsylvania  Electric  Corporation  and  its  oper- 
ating subsidiaries  had  been  performed  by  H.  D.  Walbridge  &  Com- 
pany, Inc.,  prior  to  the  time  that  Associated  Gas  and  Electric  Com- 
pany bought  control.^®  However,  immediately  after  this  transfer 
of  control  Pennsylvania  Electric  Corporation  caused  its  subsidiary 
operating  companies  to  enter  into  a  contract,  dated  November  12, 
1925,  whereby  these  subsidiaries  were  obligated  to  pay  to  Pennsyl- 
vania Electric  Corporation  fees  for  those  services  which  ha;d  been 
rendered  to  these  subsidiaries  from  May  1,  192-1:,  to  September  22, 
1925  ^^  (the  period  when  Walbridge  &  Co.  was  in  control  and  had 
rendered  the  services),  at  the  same  rate  at  which  future  services 
were  to  be  rendered  ^'^  by  Associated  Gas  and  Electric  Company.'^^ 

As  has  been  indicated,  the  board  of  directors  of  Pennsylvania  Elec- 
tric Corporation  was  composed  of  directors  and  officers  of  the  Asso- 
ciated Gas  and  Electric  Company  or  its  affiliates.  Associated  Gas  and 
Electric  Company  owned  most  of  the  stock  of  Pennsylvania  Electric 
Corporation.*^-  Thus,  the  payments  made  by  subsidiaries  to  Penn- 
sylvania Electric  Corporation  for  services  theretofore  rendered  by 
H.  D.  Walbridge  &  Company,  Inc.,  formed  the  basis  of  dividends 

^°  Id.,  Commission's  Exhibit  No.  3803. 

5"  See  iufra,  p.  637. 

°''  The  Federal  Power  Commission  has  instituted  an  inquiry  "to  determine  the  extent 
to  which  H.  C.  Hopson  and  others  exercised  dominance  and  control  over  »  *  *  gjx 
utilities  and  exacted  from  them  so-called  service  charges,  as  well  as  the  reasonableness 
of  such  charges."  See  Federal  Power  Commission  Release  No.  717,  dated  February  8. 
1939,  which  lists  the  six  utilities  as  follows  : 

Metropolitan   Edison   Company. 

Northern  Pennsylvania  Power  Company. 

Pennsylvania  Electric  Company. 

Erie  Lighting  Company. 

The  Clarion  River  Power  Company. 

Solar  Electric  Company. 

Of  these,  Pennsylvania  Electric  Company  and  The  Clarion  River  Power  Company  hold 
properties  formerly  held  by  subsidiaries  of  Pennsylvania  Electric  Corporation  (subse- 
quently called  Eastern  Utilities  Investing  Corporation). 

58  Op.  cit.  supra,  note  6,  at  23282. 

5»Id.,  at  23283. 

«»Id.,  at  23286. 

«iMr.  Stix  testified   (id.,  at  23286-7)  : 

Q.  What  was  the  rate  at  which  the  subsidiaries  of  Eastern  Utilities  Investing  Cor- 
poration, then  Pennsylvania  Electric  Company,  were  to  pay  service  charges  to  Eastern 
Utilities  Investing  Corporation? 

A.  21/^  percent  of  the  gross  for  management  services  and  714  percent  of  additions 
to  fixed  capital  for  construction   fees. 

Q.  And  that  was  at  the  snnie  rate  provided  in  i^he  contract  being  made  with 
the  Associated  Gas  and  Electric  Company  for  services? 

A.  That  is  correct. 
«Md.,  at  23283-4. 
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which  Associated  Gas  and  Electric  Company  caused  Pennsylvania 
Electric  Corporation  to  declare  ^'-^  and  which  were  paid  principally 
to  Associated  Gas  and  Electric  Company.*^*  By  this  arrangement, 
Associated  Gas  and  Electric  Company  made  use  of  its  controlling 
position  to  require  the  operating  subsidiaries  of  Pennsylvania  Electric 
Corporation  to  pay  service  charges  ahead  of  interest  and  dividends  on 
their  own  securities,  some  of  which  were  held  by  the  public.  When 
examined  on  the  question,  Mr.  Stix  testified :  "^ 

Q.  So  that  payments  that  would  be  made  for  services  to  Eastern  Utilities 
Investing  Corporation  would  form  the  basis  of  dividends  which  could  be  de- 
clared to  Associated  Gas  and  Electric  Company? 

A.  That  is  correct. 

Q.  Now  had  these  services  to  the  subsidiaries  of  Eastern  Utilities  Investing 
Corporation  been  paid  for  prior  to  November  12,  192;j? 

A.  No ;  as  I  understand  it,  the  services  had  been  rendered  by  H.  D.  Wal- 
bridge  &  Company  but  not  paid  for  by  Pennsylvania  Electric  Corporation  or  its 
subsidiaries. 

Q.  So  that  Pennsylvania  Electric  Corporation — that  is.  Eastern  Utilities  In- 
vesting Corporation — was  causing  its  subsidiaries  to  pay  to  it  service  charges 
for  services  rendered  by  H.  D.  AValbridge  &  Company;  is  that  right? 

A.  That  is  right.  That  was  part  of  the  understanding  in  connection  with  the 
acquisition  by  Associated  Gas  and  Electric  Company. 

Q.  Was  that  done  by  written  contract,  was  that  contained  in  the  written 
contract  between  H.  D.  Walbridge  &  Company  and  Associated  Gas  and  Electric 
Company? 

A.  I  don't  think  so. 

Mr.  Stix  further  said :  ^^ 

A.  On  November  12,  1925,  a  contract  was  entered  into  between  Associated 
Gas  and  Electric  and  the  subsidiaries  of  Eastern  Utilities  Investing  Corpo- 
ration effective  as  of  September  23,  1925.  At  the  same  time  Eastern  Utilities 
Investing  Corporation  arranged  for  payment  to  it  of  charges  for  services  for 
the  period  from  IMay  1,  1924,  to  September  22,  1925. 

Q.  And  at  the  time  that  action  was  taken  the  Board  of  Eastern  Utilities  Invest- 
ing Corporation  was  controlled  by  Associated  Gas  and  Electric  Company? 

A.  Yes,  sir. 

Although  these  fees  were  to  be  paid  to  Pennsylvania  Electric  Cor- 
poration for  services  rendered  by  H.  D.  Walbridge  &  Company,  Inc., 
allegedly  as  part  of  an  understanding  in  connection  with  the  acquisi- 
tion by  Associated  Gas  and  Electric  Company,  nevertheless  that  part 
of  the  understanding  was  not  evidenced  b}'  any  Avriting.  H.  D.  Wal- 
bridge &  Company,  Inc.  was  completely  out  of  the  picture  at  the 
time  that  this  obligation  to  pay  for  these  past  .services  was  placed  on 
the  operating  companies.*^^     Mr.  Stix  agreed  that :  °^ 

«•  Dividends  paid  on  the  7%  preferred  stock  of  Pennsylvania  Electric  Corporation  (sub- 
srquently  Eastern  Utilities  Invosting  Corporation)  for  1024.  1025,  and  1926  wero  respec- 
tively $2:n,2U2.00,  .f 379.218.29.  and  .$497,315.59.  (Id.,  Commis.«ion's  Exhibit  No.  3772, 
Item  48.) 

^  Id..  Commission's  Exhibits  No.  3815  and  No.  3816. 

«'Id.,  at  23284. 

««Id.,  at  2.328.3. 

"Id.,  at  23284-5. 

««  Id.,  at  2328.5-6. 
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*  *  *  the  requirement  that  the  subsidiaries  of  Pennsylvania  Electric  Cor- 
poration pay  the  service  charges  added  additional  cost  to  the  operating  expenses 
of  those  subsidiaries,  *  *  *  to  the  extent  that  they  represented  charges  for 
management  service  of  companies  which  were  actually  in  operation  at  that 
time.  *  *  *  And  to  the  extent  that  the  service  charges  were  paid  for  capital 
additions,  they  would  be  added  to  the  property  account  *  *  *.  In  any  event, 
it  would  add  charges  ahead  of  dividends  payable  to  minority  interests     *     *     *. 

The  contract  to  pay  Associated  Gas  and  Electric  Company  for  fu- 
ture services  had  the  same  effect  with  respect  to  minority  interest 
except  that  since  these  service  fees  did  not  go  through  Pennsylvania 
Electric  Corporation  (subsequently  Eastern  Utilities  Investing  Cor- 
poration), but  directly  to  Associated  Gas  and  Electric  Company  or  its 
assigns,  the  minority  security  holders  of  Pennsylvania  Electric  Corpo- 
ration were  also  short-circuited.''^ 

6.  NEW  TRANSFER  AGENTS  AND  DEPOSITORIES 

Other  powers  incident  to  control  of  the  investment  company  were 
also  immediately  utilized.  On  September  23, 1925,  at  the  suggestion  of 
H.  C.  Hopson,  the  National  Bank  of  Commerce  in  New  York  and  The 
Chase  National  Bank  of  the  City  of  New  York  were  chosen  as  de- 
positories and  the  New  York  Trust  Company  was  made  depository 
for  the  funds  of  the  investment  company. "° 

7.  EASTERN   UTILITIES    INVESTING    CORPORATION 
CAUSED  TO  BUY  PREFERRED  STOCK  OF  ITS  PARENT 

On  November  12,  1925,  Pennsylvania  Electric  Corporation  (subse- 
quently Eastern  Utilities  Investing  Corporation)  authorized  and  is- 
sued 4,610  shares  of  its  7%  preferred  stock  ($100  par)  to  the  con- 
trolling interest.  Associated  Gas  and  Electric  Company,  in  exchange 
for  the  same  number  of  shares  of  $7  preferred  stock  of  Associated 
Gas  and  Electric  Company. 

This  transaction  was  effected,  it  was  claimed,  in  order  to  round  out 
the  outstanding  number  of  preferred  shares  of  Pennsylvania  Electric 

«i'Id.,  at  23397-8.  As  will  be  discussed  in  more  detail  infra,  Associated  Gas  and  Elec- 
tric Company  assigned  the  right  to  collect  fees  under  these  contracts  to  two  of  its 
subsidiary  service  companies  (Consumers  Construction  Company  and  Managing  and  Invest- 
ing, Inc.)  in  which  it  later  caused  Eastern  Utilities  Investing  Corporation  to  invest 
$10,000,000.  (See  infra,  pp.  654-61.)  For  that  $10,000,000,  Eastern  Utilities  Investing 
Corporation  acquired  preferred  stocks  of  these  companies  which  had  as  their  only  asset 
the  service  contracts  with  former  subsidiaries  of  Eastern  Utilities  Investing  Corporation  and 
other  operating  companies.  These  subsidiary  service  companies  did  not  do  the  actual 
servicing,  which  was  let  out  to  others.  In  other  words,  a  part  of  the  investment  of  Eastern 
Utilities  Investing  Corporation  was  in  service  companies  which  held  the  service  contracts 
with  operating  subsidiaries  of  Associated  Gas  and  Electric  Company,  some  of  which  were 
acquired  from  Eastern  Utilities  Investing  Corporation.  These  contracts  were  included 
among  the  service  contracts  which,  although  they  had  been  acquired  by  the  Associated  Gas 
&  Electric  System  without  the  expenditure  of  any  cash  or  property  had  been  assigned  by 
Associated  Gas  and  Electric  Company  to  the  subsidiary  service  companies  for  more  than 
$28,000,000  in  stock  and  notes  of  these  service  companies  and  were  capitalized  at  the  same 
amount.      (Op.  cit.  supra,  note  7,  Part  46,  pp.  245-9.) 

'"'  Op.  cit.  supra,  note  6,  at  23282.  The  New  York  Trust  Company  subsequently  became 
trustee  for  $35,000,000  of  the  company's  debentures.  (Ibid.)  For  detailed  discussion  of 
this  trustee's  activities  in  connection  with  these  debentures,  see  infra,  p.  690. 
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Corporation  to  75,000."  However,  a  large  amount  of  outstanding 
securities  intervened  between  Associated  Gas  and  Electric  Company 
preferred  stock  and  the  operating  i:)roperties  in  its  system,  whereas 
Pennsylvania  Electric  Corporation  directly  held  the  securities  of  the 
operating  companies  and  so  Avas  only  one  step  removed  from  their 
properties.  Consequently,  this  so-called  rounding  out  process  resulted 
in  the  subsidiary  receiving  from  its  parent  a  stock  much  further 
removed  from  the  ultimate  source  of  income  than  was  the  stock  wliich 
it  gave  to  its  parent  in  exchange.  In  addition,  some  circular  owner- 
ship betAveen  the  parent  and  the  subsidiary  was  created  by  this  trans- 
action.'- Moreover,  the  Pennsylvania  Electric  Corporation  7%  pre- 
ferred stock  was  a  security  which  had  a  much  better  ratio  of  income 
to  dividend  requirements  than  the  Associated  Gas  and  Electric  Com- 
pany $7  preferred  stock  possessed.'' 
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8.  EFFORT  TO  REMOVE  PUBLIC  INTEREST  FROM  EAST- 
ERN UTILITIES  INVESTING  CORPORATION 

The  general  financial  policy  of  Associated  Gas  and  Electric  Company 
formulated  by  Mr.  Hopson  was  to  reduce  to  a  minimum  the  publicly 
owned  securities  of  subsidiaries  through  offers  to  exchange  therefor 
securities  of  the  parent  company  and  otherwise.'^  Pursuant  to  this 
policy,  the  Associated  Gas  and  Electric  Company  caused  the  Pennsyl- 
vania Electric  Corporation  (subsequently  Eastern  Utilities  Investing 
Corporation)  to  call  and  pay  off  its  debentures,'^  and  made  an  effort  to 
acquire  the  publicly-held  common  stock  of  Pennsylvania  Electric  Cor- 
poration publicly  held  by  sending  to  the  public  stockholders  on  August 
24, 1925,  January  25,  1926,  and  August  4,  1926,"^  letters  over  the  signa- 
ture of  H.  C.  Hopson,  containing  different  offers  to  exchange  various 
securities  of  Associated  Gas  and  Electric  Company  for  the  common 
stock  of  Pennsylvania  Electric  Corporation.  In  order  to  comply  with 
a  requirement  of  the  contract  for  purchase  of  control  from  Walbridge, 
these  letters  also  offered  cash  payable  in  installments  over  a  year's 
time.'^  Apparently  as  a  result  of  these  various  offers,  the  public  hold- 
ing of  46,507  shares  of  common  stock  on  June  4.  1925,'*  was  reduced  to 

'1  Op.  cit.  supra,  note  6,  at  23287-8. 

"Id.,  at  23288. 

«Id.,  at  23314.     Mr.  Stix  when  examined  on  this  exchange  testified  (id.,  at  23288)  : 

Q.  Why  was  Associated  prcfeired  put  in  the  Eastern  Utilities  Investing  Corporation 
portfolio  rather  than  something  else? 

A.  Oh,  I  don't  know.  I  guess  we  thought  that  was  probably  as  good  as  anything 
else  that  might  be  put  in. 

Q.  That  was  Eastern  Utilities  Investing  Corporation  owning  stock  in  its  parent 
company,  is  that  right  ? 

A.  Yes,  sir. 

'*  Id.,  at  25031-40.  Also  see  Report  of  this  Commission  on  the  Study  and  Investigation 
of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Com- 
mittees, Part  VII,  May  10,  1938,  Section  II. 

"  Op.  cit.  .supra,  note  6,  at  23272  and  Commission's  Exhibit  No.  3772,  Item  60. 

''  Id.,  Commission's  Exhibit  No.  3823.  In  the  .lanuary  25,  192G.  letter,  Associated  Gas 
and  Electric  Company  claimed  to  have  acquired  over  95%  of  the  common  stock  ;  and  in  its 
August  4,  1926,  letter,  over  99%   of  the  common  stock. 

"Id.,  at  23290-1. 

•"See  supra,  pp.  631-2,  Contract  of  Purchase  of  Control  by  Associated  Oas  and  Electric 
Company. 
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about  10,000  shares  as  at  December  31,  1925.  to  about  4,000  shares  by 
October  1926,"  and  to  1,256  shares  by  December  31,  1927.^° 

Under  date  of  August  25.  1925,  Associated  Gas  and  Electric  Com- 
pany offered  to  the  public  holders  of  the  preferred  stock  of  Pennsyl- 
vania Electric  Corporation  four  alternative  exchange  offers.®^ 

A  condition  of  both  offers  made  in  August  1925  was  that  the  public 
security  holder  agree  not  to  dispose  of  the  securities  received  by  him 
from  Associated  Gas  and  Electric  Company  before  January  1,  1926^ 
a  little  over  four  months  after  the  dates  of  the  offers.^^ 

The  broad  variety  of  options  available  to  the  preferred  stockholder 
of  Pennsylvania  Electric  Corporation  was  evidently  designed  to  attract 
holders  with  varying  investment  points  of  view.  Moreover,  on  April 
20, 1926,  in  an  entirely  different  role  and  capacity,  Mr.  Hopson,  as  vice 
president  of  Pennsylvania  Electric  Corporation,  in  a  letter  purport- 
ing to  give  investment  advice,  encouraged  the  preferred  stockholders 
to  accept  the  exchange  offers :  ^^ 

I  am  taking  the  liberty  of  calling  yoiu-  attention  to  what  we  consider  a  desir- 
able exchange  offer,  subject  to  withdrawal  without  notice,  made  by  Associated 

Gas  and  Electric  Company    *     *     * 

******* 
For  additional   information  in   connection   with   this  exchange   offer,   do   not 
hesitate  to  inquire  of  us,  as  the  Customer  Ownership  Department  is  prepared, 
to  assist  you  in  any  matter  at  all  times. 
.    Very  truly  yours, 

(Signed)     H.  C.  Hopson, 

Vice  President. 

Despite  the  intensive  effort  of  the  Associated  Gas  and  Electric 
Company  to  induce  these  exchanges,  the  public  still  retained,  on 
December  31,  1927,  15,337  shares  of  the  preferred  stock  of  Eastern 
Utilities  Investing  Corporation  ^^  as  compared  with  20,328  shares  of 
preferred  stock  held  by  the  public  on  June  4,  1925. 

™  Op.  cit.  supra,  note  6,  at  23291. 

80  Id.,  Commission's  Exhibit  No.  3772.   Item  6. 

81  These  offers  were  in  substance  as  follows  : 

1.  Associated  Gas  and  Electric  Company  6i^%  Interest  Bearing  Option  Warrants  as- 
follows  : 

(a)  Three  such  warrants,  each  $35  paid,  for  (1)  One  share  of  preferred  stock,  plus 
(2)  .$10  in  cash  ;  or 

(b)  Two  such  warrants,  each  $35,  paid,  and  $20  cash  for  one  share  of  preferred  stock, 
or 

(c)  One  such  warrant,  $95  paid,  for  one  share  of  preferred  stock. 

2.  For  each  ten  shares  of  preferred  stock.  $1,000  principal  amount  of  Associated  Gas 
and  Electric  Company  6%  Convertible  Debenture  Bonds  and  one  share  of  Associated  Gas 
and  Electric  Company  Class  A  stock. 

3.  For  each  ten  shares  of  1%  preferred  stock,  10  shares  of  Associated  Gas  and  Electric 
Company  $6.50  Dividend  Series  Preferred  Stock  and  2  shares  of  Associated  Gas  and 
Electric  Company  Class  A  stock. 

4.  For  each  share  of  preferred  stock,  $95  cash,  payable  40%  on  October  1,  1925,  the 
balance  on  Oct.  1,  1926,  or  earlier,  such  delayed  payment  being  secured  by  6%  promissory 
notes. 

Id.,  Commission's  Exhibit  No.  3823.  These  alternative  offers  were  presented  on  the 
letterhead  of  Associated  Gas  and  Electric  Company  over  the  signature  of  H.  C.  Hopson- 
as  vice  president  and  treasurer. 

82  Ibid.  This  condition  would  obviously  aid  the  Associated  Gas  &  Electric  System  in 
maintaining  the  attractiveness  of  the  stock  marketwise,  which  would  have  been  more 
difficult  if  the  Associated  Gas  and  Electric  Company  securities  offered  iu  exchange  were- 
immediately  offered  by  the  public  for  sale  on  the  market. 

8«Id.,  Commission's  Exhibit  No.  3823. 

**  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  6. 
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D.  Shift  of  Operating  Companies  from  Eastern  Utilities  Invest- 
ing Corporation  To  Associated  Electric  Company,  Another  Sub- 
sidiary of  Associated  Gas  and  Electric  Company 

1.   FORMATION  AND  PURPOSE  OF  ASSOCIATED 
ELECTRIC  COMPANY 

Having  failed  to  eliminate  the  minority  interest  directly  held  by 
the  public  in  Pennsylvania  Electric  Corporation,  there  was  what 
Mr.  Stix  '^^  characterized  as  "a  reorganization."  ^*^  This  "reorgani- 
zation" was  effected  in  the  spring  of  1926  and  was  consummated  by 
the  formation  by  Associated  Gas  and  Electric  Company  of  a  new 
company — the  Associated  Electric  Company — to  which  were  trans- 
ferred the  operating  subsidiaries  of  Pennsylvania  Electric  Corpora- 
tion (subsequently  Eastern  Utilities  Investing  Corporation). 

The  management  of  Associated  Gas  and  Electric  Company,  through 
control  of  Pennsylvania  Electric  Corporation  and  of  this  new  com- 
pany. Associated  Electric  Company,  stripped  the  Pennsylvania  Elec- 
tric Corporation  of  its  operating  companies  which  constituted  prac- 
tically its  sole  source  of  income.^^  This  stripping  was  accomplished 
through  several  steps. 

2.  TRANSFER  OF  OPERATING  COMPANIES  AND  EFFECT 

THEREOF 

Pursuant  to  action  of  its  board  of  directors,  composed  of  Associated 
System  representatives,  Pennsylvania  Electric  Corporation,  on  April 
8,  1926,®*  transferred  its  assets  to  Associated  Electric  Company  in 
exchange  for  242,700  shares  (all  of  the  issued  and  outstanding 
shares)  of  common  stock  of  this  newly  formed  company. ^^  Pennsyl- 
vania Electric  Corporation's  debentures  were  retirecl  as  a  prerequisite 
to  the  release  of  its  operating  company  stocks  from  the  indenture.^^ 
In  connection  with  the  sale  of  these  assets  to  Associated  Electric 
Company,  Pennsylvania  Electric  Corporation  was  placed  in  funds 
to  enable  it  to  redeem  its  outstanding  debentures  ^'^  which  w^ere  then 
redeemable  at  105.^- 


'^  General  Auditor  for  AssociatPd  Gas  and  Electric  Company  and  Comptroller  of  Eastern 
Utilities  Investing  Corporation,  recently  promoted  to  Vice-President  and  Comptroller  of 
Associated  Gas  and  Electric  Company.  (Op.  cit.  supra,  note  6,  at  23257-9;  and  In  the 
Mutter  of  Associated  (las  and  Klectric  ('onijHnii/.  S.  E.  < '.  Docket  1-1810,  Hearing  on  April 
27,  1939,  at  pp.  277-8.) 

«Op.  cit.  supra,  note  6,  at  23291-2. 

"  Ibid.  For  the  influence  of  the  investment  bankers  in  this  "reorganization,''  see  infra, 
p.  04.5,  Banker  Participation  in  the  ''Reorganization." 

*"  Derived  from  supplementary  information  supplied  the  Commission  for  Eastern  Utilities 
Investing   Corporation.      (Minutes   of   meeting   of   board    of   directors   of   Eastern    Utilities 
Investing  Corporation  held  on  April  8.  1926.) 
»*Op.  cit.  supra,  note  6,  at  23292. 
"Old.,  Commission's  Exhibit  No.  377(i.     Mr.  Stix  testified   (id.,  at  23272)  : 

Q.   When    Associated    Gas   and    Electric   Company    acquired    that    stock    [of   Eastern 
Utilities  Investing  Corporation  from  II.  D.  Walbridui-  &  Company,  Inc.  J,  Pennsylvania 
Electric  Corporation  had  certain  debentures  outstanding,  did  it   not  V 
A.   It  did. 

Q.  Do  you  remember  the  amount  of  those  debentures  outstanding? 
A.   It  seems  to  me  it  was  about  314  million. 
Q.  Were  they  retired? 

A.   Yes;  they  were  called  and  paid  off  in   ]'.»26. 
"  Id.,  Commission's  Exhibit  No.  .3816.     Mr.  Stix  exphiined  that  Associated  Electric  Com- 
jiany  assumed  the  debentures  of  I'ennsylvania  Electric  Corporation. 
"=  Id.,  Commission's  Exhibit  No.   3776,  p.   35. 
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It  was  claimed  that  the  transfer  of  these  operating  companies  to 
Associated  Electric  Company  was  part  of  a  plan  to  merge  this  newly 
formed  company  with  Pennsylvania  Electric  Corporation  after  the 
former  company  had  acquired  certain  additional  operating  com- 
panies.^^ However,  after  Associated  Electric  Company  actually  did 
acquire  these  other  operating  companies,  this  alleged  plan  of  merger 
was  never  effected.  No  reason  was  advanced  for  the  abandonment 
of  the  plan  of  merger,  but  the  operating  companies  were  not  returned 
to  Pennsylvania  Electric  Corporation. 

Mr.  Stix,  formerly  Auditor  and  now  Comptroller  of  Associated 
Gas  and  Electric  Company,^*  testified :  ^^ ' 

Q.  And  was  it  the  original  plan  that  Associated  Electric  Company  would  be 
merged  into  Eastern  Utilities  Investing  Corporation  then  called  Pennsylvania 
Electric  Corporation  after  Associated  Electric  Company  had  acquired  certain 
additional  properties? 

A.  I  think  it  was. 

Q.  But  that  plan  was  abandoned? 

A.  It  was  abandoned. 

Q.  What  was  the  reason  for  the  abandonment  of  that  plan? 

A.  I  never  knew.  I  never  could  understand.  Never  could  understand  what 
they  were  trying  to  do. 

Q.  Was  he  [Mr.  Burroughs]  **  active  in  the  transactions  which  resulted  in  these 
exchanges? 

A.  I  think  he  was  largely  the  originator  of  the  idea  of  forming  the  Associated 
Electric  Company. 

Mr.  Stix  further  testified  :  ^' 

Q.  Who  besides  Mr.  Burroughs  took  part  in  the  transactions  whereby  East- 
ern Utilities  Investing  Corporation  transferred  stocks  in  its  subsidiaries  to- 
Associated  Electric  Company  and  Associated  Electric  Company  issued  its 
common  stock  to  Eastern  Utilities  Investing  Corporation? 

A.  Mr.  Hopson,  Mr.  Daly,  and  a  whole  flock  of  lawyers. 

Q.  What   firms   were   represented   in   connection  with   that  transaction? 

A.  Legal  firms  you  mean? 

Q.  Yes. 

A.  For  the  company  there  was  Travis,  Brownback,  and  whatever  other  names 
there  were  I  don't  recall  now. 

Q.  By  the  company,  you  mean  Associated  Gas  and  Electric  Company? 

A.  Yes,  sir. 

Q.  And  that  law  firm  has  been  counsel  for  the  same  interest  ever  since? 

A.  Yes,  sir. 

This  first  transfer  inserted  a  new  company  between  Pennsylvania 
Electric  Corporation  and  its  operating  companies,  the  original  source 
of  its  income.     Associated  Electric   Company  controlled  the  oper- 

93  Id.,  at  23292. 

9*  Op.  cit.  supra,  note  6.  at  232.J7-9  ;  ami  In  the  Matter  of  Associated  Gas  and  Electric 
Company,  S.  E.  C.  Docket  1-1810.  Hearing  on  April  27,  1939,  Rec.  pp.  277-8. 

8=  Op.  cit.  supra,  note  6,  at  23292-3. 

s'^  Partner  of  Harris.  Forbes  &  Company,  Director  of  Associated  Gas  and  Electric  Com- 
pany and  Associated  Electric  Company.  (Id.,  Commission's  Exhibit  No.  23293  and  3832. )• 
See  infra,  p.  645,  Banker  Participation  in  the  "Reorganization." 

»'0p.  cit.  supra,  note  6,  at  23295-6. 
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ating  companies  and  Pennsylvania  Electric  Corporation,  through  its 
ownership  of  all  the  outstanding-  secnrities,  controlled  Associated 
Electric  Company.  However,  Associated  Electric  Company  soon 
issued  additional  connnon  stock  for  other  properties,^^  thereby  re- 
ducing Pennsylvania  Electric  Corporation's  control  over  its  former 
properties  and  putting  its  security  holders  into  investments  as  far 
distant  as  the  Philippine  Islands.  Although  Pennsylvania  Electric 
Corporation  was  given  an  equity  in  a  larger  utility  system,  it  was 
not  allowed  to  keep  this  equity  for  any  appreciable  period  of  time 
since,  as  will  be  indicated  below.  Associated  Gas  and  Electric  Com- 
pany caused  its  subsidiary,  Pennsylvania  Electric  Corporation,  to 
turn  over  to  the  parent  the  controlling  block  of  Associated  Electric 
Company  stock. 

Furthermore,  uA.ssociated  Electric  Company  issued  and  sold  to  the 
public  $65,000,000  ])rincipal  amount  of  debentures,^"  the  underlying- 
assets  of  which  included  all  of  the  operating  properties  previously 
controlled  by  Pennsylvania  Electric  Corporation.  These  debentures, 
of  course,  ranked  ahead  of  the  Associated  Electric  Company  com- 
mon stock  which  had  been  issued  to  Pennsylvania  Electric  Corpora- 
tion in  consideration  for  those  properties. 

Mr.  Stix,  when  examined  on  the  effect  of  the  issuance  of  these 
debentures,  testified :  ^"^ 

Q.  Associated  Electric  Company  issued  $6.5,000,000  of  debentures  which  you 
mentioned  earlier;  right? 

A.  Yes. 

Q.  And  upon  this  transaction  the  preferred  holders  of  Pennsylvania  Electric 
Corporation  were  one  step  further  removed  from  operating  properties  than 
they  had  been? 

A.  They  were  removed  from  the  operating  properties.  I  don't  know  whether 
one  or  more  steps,  but  at  least  one. 

On  July  1,  1926,^"'^  Pennsylvania  Electric  Corporation  conveyed 
all  of  its  holdings  of  the  common  stock  of  Associated  Electric  Com- 
pany to  its  parent,  Associated  Gas  and  Electric  Company,  thereby 
relinquishing  control  over  utility  operating  companies  it  formerly 
controlled,  in  consideration  for  the  promise  of  the  parent  to  deliver 
to  Pennsylvania  Electric  Corporation  242,700  shares  of  $7  preferred 
stock  of  Associated  Gas  and  Electric  Company.^"-  This  $7  preferred 
stock  had  a  preference  on  involuntary  liquidation  of  $24,270,000  and 
constituted  a  part  of  a  total  of  $42,974,060 1°^  of  Associated  Gas  and 
Electric  Company  preferred  stocks  which  were  junior  to  any  of 
Pennsylvania  Electric  Corporation's  previous  holdings.  In  fact, 
these  transactions  inserted  /between  Pennsylvania  Electric  Corpora- 
tion's former  properties  and  the  stockholders  of  Pennsylvania  Elec- 
tric   Corporation    the    following    additional    securities:    $65,000,000 

9*  Id.,  at  23292. 

Mid.,  at  23308. 

iM  Ibid. 

Ml  Id.,  at  23311,  24677  and  Commis.sion's  Exhibit  No.  3S04. 

w^Id.,  at  2.3296-8.  The  "due  bill,"  signed  by  Associated  Gas  and  Electric  Company,  by 
which  it  agreed  to  deliver  242,700  shares  of  its  preferred  .stock  was  practically  Eastern 
Utilities  Investing  Corporation's  only  asset  for  a  year.     (Id.,  at  24676-7.) 

W"  Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  1932,  Senate  Doc. 
02,  70th  Cong.,  1st  Sess.,  Part  45,  p.  1467,  indicates  ,the  capitalization  as  at  December  31, 
1926. 
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Associated  Electric  Company  new  clebentures/"*  and  $12,182,200 
Associated  Gas  and  Electric  Company  funded  debt.^°^ 

However,  the  242,700  shares  of  preferred  stock  of  Associated  Gas 
and  Electric  Company  which  Pennsylvania  Electric  Corporation 
was  to  receive  on  this  exchange  not  only  were  never  delivered  ^'^^ 
but  were  never  authorized  and  never  issued.^'-"  Instead,  the  Penn- 
sylvania Electric  Corporation  received  the  promise,  or  a  "due  bill,'" 
from  the  Associated  Gas  and  Electric  Company  to  deliver  these 
shares  of  preferred  stock. 

]Mr.  Stix,  when  examined  on  this  exchange,  testified : "'® 

Q.  What  actually  happened  was  that  after  Eastern  Utilities-  Investing  Corpora- 
tion, then  Pennsylvania  Electric  Corporation,  had  acquired  the  common  stock 
of  Associated  Electric  Company  in  the  amount  of  242,700  shares,  it  exchanged 
that  stock  for  preferred  stock  of  Associated  Gas  and  Electric  Company ;  is  that 
right? 

A.  That  is  correct. 

Q.  That  was  $7  preferred? 

A.  It  was. 

Q.  And  the  242, 7€0  shares  of  Associated  Electric  Company  common  stock  went 
to  Associated  Gas  and  Electric  Company? 

A.  Yes,  sir. 

Q.  Were  the  shares  of  Associated  Gas  and  Electric  Company  preferred  stock 
actually  delivered  to  Eastern  Utilities  Investing  Corpoi'ation,  or  was  a  due  bill 
given? 

A.  I  think  they  gave  a  due  bill. 

Q.  For  the  purpose  of  the  record  would  you  describe  just  what  a  due  bill 
Is  and  who  issues  and  who  signs  it? 

A.  A  due  bill  is  either  a  typewritten  or  a  printed  promise  on  the  part  of  a 
corporation  or  individual  to  deliver  the  securities  described  in  the  promise. 

*****  ^  :5; 

Q.  What  is  the  purpose  of  issuing  a  due  bill  rather  than  the  shares  of  stock? 

A.  Why,  I  think  it  was  to  save  original  issue  stamps. 

Q.  Are  you  advised  as  to  the  legal  right  the  holder  of  a  due  bill  has  to  call 
on  the  issuer  of  the  due  bill  for  delivery  of  the  stock? 

A.  It  has  always  been  my  understanding  that  the  holder  of  a  due  bill  has 
the  same  right  as  the  holder  of  a  certificate. 

******* 

Q.  Is  a  due  bill  ever  issued  for  stock  not  yet  authorized? 

A.  Yes ;  if  you  control  the  common  stock  so  that  you  can  cause  it  to  be 
authorized  at  any  time. 

Pennsylvania  Electric  Corporation  (subsequently  Eastern  Utilities 
InA^esting  Corporation)  held  this  due  bill  calling  for  the  delivery  of 
these  242,700  shares  for  over  a  year.^°^  However,  dividends  were  paid 
on  the  shares  called  for  by  this  due  bill  although  these  shares  were 
not  issued  or  authorized.^^"    Ultimately,  as  will  be  indicated  in  detail, 

i<»  Op.  cit.  supra,  note  6,  at  23308. 
"=  Op.  cit.  supra,  note  103,  Part  45.  p.  1467. 
w  See  infra,  pp.  648-50.  Release  of  Due  Bill. 

'^°''  Op.  cit.  supra,  note  6,  at  24676—7  and  see  infra,  p.  648.    An  amount  equal  to  the  divi- 
dend was  paid  although  tlie  stock  was  not  authorized  or  issued.     (Id.,  at  23298-9.) 
los  Op.  cit.  supra,  note  6,  at  23296-8. 
M»Id.,  at  24676-7. 
""Id.,  at  23299,  24676-7. 
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Pennsylvania  Electric  Corporation  received,  in  lien  of  the  preferred 
stock  of  Associated  Gas  and  Electric  Company,  a  basket  of  miscel- 
laneous securities  of  companies  of  the  Associated  System, 

3.  BANKER  PARTICIPATION  IN  THE  "REORGANIZATION" 

The  plan  of  Associated  Electric  Company,  about  April  1926,  to 
issue  $65,000,000  in  principal  amount  of  its  debentures,  the  largest 
public  utility  debenture  issue  offered  to  the  public  up  to  that  time, 
\Yas  formulated  by  F.  S.  Burroughs,  a  senior  partner  of  Harris, 
Forbes  &  Compan}^"^  About  one-half  of  the  assets  behind  the  deben- 
tures had  been  acquired  from  Pennsylvania  Electric  Corporation  dur- 
ing the  early  part  of  April  1926  in  the  manner  described  above. 
Harris,  Forbes  &  Company  underwrote  the  issue.^^^  At  the  same 
time,  Harris,  Forbes  &  Company  was  retained  as  financial  advisor 
to  the  Associated  Gas  &  Electric  System  and  received  50,000  shares  of 
common  stock  of  Associated  Gas  and  Electric  Company  as  a  bonus 
or  retainer.  In  connection  with  the  Associated  Electric  Company 
financing,  Mr.  Burroughs  and  C.  W.  Beall,  another  Harris  Forbes 
partner,  were  made  directors  of  Associated  Gas  and  Electric  Com- 
pany, and  Mr.  Burroughs  and  H.  M.  Addinsell,  a  third  Harris  Forbes 
l^artner,  went  on  the  Board  of  Associated  Electric  Company."^ 

So  that  commencing  about  April  1926  the  bankers,  Harris,  Forbes 
&  Company,  were  retained  as  financial  advisers  and  began  to  take  an 
active  part  in  planning  the  Associated  Gas  &  Electric  System's  ex- 
pansion program. 

4.  DELAYED  AND  INADEQUATE  DISCLOSURE 

Although  the  original  transaction  by  which  the  operating  proper- 
ties were  shifted  from  Pennsylvania  Electric  Corporation  to  Asso- 

"^  Id.,  at  23293  and  23440.  Harris,  Forbes  &  Company  and  Harris  Trust  and  Savings 
Bank  of  Chicago  were  founded  liy  N.  W.  Harris.  Harris,  Forbes  &  Company  was  a  New 
York  corporation  formed  before  the  New  York  Law  required  that  the  name  of  a  corpora- 
tion disclose  that  it  was  a  corporation.  It  was  "an  offshoot  of  the  old  N.  W.  Harris  & 
Company,"  as  were  the  other  Harris  Forbes  companies.  There  were  no  outside  interests 
in  any  of  these  Harris  P'orbes  Companies.  (Id.,  at  23505-8.  See  also  id.,  at  23448-52, 
27116-7,  and  Commission's  Exhibit  No.  3845  (d).)  For  a  further  discussion  see  infra, 
p.  501.  Oeneral  Investment  Corporation,  note  3. 

"2  The  Federal  Trade  Commission  report  states  that  the  gross  profit  to  the  bankers 
was  $10  per  $100  principal  amount,  but  Mr.  Burroughs  testified  that  his  recollection  was 
that  the  spread  was  only  $4.50  or  $5.00  per  $100.  (Id.,  at  26005,  26912,  23440-2,  and 
op.  cit.  supra,  note  103,  Part  46,  p.  791.) 

113  Mr.  Burroughs  testified  (op.  cit.  supra,  note  6,  at  23445-6)  : 

A.  *  *  *  At  about  that  time  [i.  e.,  time  of  financing  of  Associated  Electric 
Company]  Associated  [Gas  and  Electric  Company]  was  anxious  to  have  the  banking 
and  financial  advice  of  Harris  Forbes  people,  and  Mr.  C.  W.  Beall  and  myself  went 
on  the  Board  of  Associated  Gas  and  Electric  Company,  and  Mr.  H.  M.  Addinsell  and 
I  went  on  the  Board  of  Associated  Electric  Company.  We  received  50,000  shares.  1 
think,  of  common  stock  of  Associated  Gas  and  Electric  Company,  but  you  m.iy  be  sure 
it  was  not  considered  as  being  in  connection  with  that  deal  because  we  did  not  pass 
any  of  it  on  to  the  other  people  in  that  financing,  although  they  knew  all  about  it. 

*  *  *  »  ♦  41  « 

Q.  Harris  Forbes  received  50,000  shares? 

A.  Yes,  sir. 

Q.  Not  you  as   [an]   individual  partner? 

A.  No.  They  received  it  largely  for  the  work  which  T  and  the  organization  im- 
mediately associated  with  me  had  done  and  were  to  cdutinue  to  do.  The  idea  was 
they  [Associated  Gas  and  Electric  Company]  wanted  our  [Harris.  Forbes  &  Company] 
help  in  building  up  Associated  Gas  &  Electric  System.  It  was  not  uncommon  although 
it  was  becoming  less  common  to  give  bonuses  of  stock  in  companies  when  you  were 
undertaking  a  sponsorship. 
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ciated  Electric  Company  for  242,700  shares  of  Associated  Electric 
Company  common  stock  was  authorized  on  April  8,  1926/^*  the 
stockholders  of  Eastern  Utilities  Investing-  Corporation  (formerly 
Pennsylvania  Electric  Corporation)  received  more  than  a  year  and 
a  quarter  later  the  first  intimation  that  it  had  been  caused  to  dispose 
of  its  operating  company  securities.  The  only  statement  in  H.  C. 
Hopson's  letter  of  August  5,  1927,  to  the  stockholders  of  Eastern 
Utilities  Investing  Corporation  relating  to  this  transaction  was:"^ 

During  the  year  1926  the  Company  received  a  favorable  offer  to  dispose  of 
its  entire  holdings  in  the  control  of  certain  corporations  operating  in  Pennsyl- 
vania and  Maryland.  The  directors  of  the  company  considered  this  opportunity 
a  desirable  one  and  accepted  it. 

This  statement  by  the  president  to  the  stockholders  failed  to  dis- 
close that  the  Eastern  Utilities  Investing  Corporation  had  disposed 
of  all  its  operating  companies  to  Associated  Electric  Company, 
another  subsidiary  of  Associated  Gas  and  Electric  Company;  failed 
to  disclose  that  tlie  consideration  for  this  transfer  of  the  operating 
companies  had  been  the  delivery  to  the  Company  of  242,700  shares 
of  common  stock  of  Associated  Electric  Company;  failed  to  disclose 
that  these  shares  of  common  stock  had  been  transferred  to  Asso- 
ciated Gas  and  Electric  Company  in  consideration  of  a  "due  bill" 
for  242,700  shares  of  Associated  Gas  and  Electric  Company  pre- 
ferred stock;  and  failed  to  disclose  that  delivery  of  the  preferred 
shares  under  this  due  bill  had  never  been  made.  This  letter  did  not 
contain  any  intimation  that  in  the  interim  period,  from  July  1 
1926  "«  to  July  31,  1927  (almost  to  the  very  date  of  this  statement 
made  by  the  presiclent  on  August  5,  1927),  the  portfolio  of  Eastern 
Utilities  Investing  Corporation  had  consisted  solely,  or  almost  solely, 
of  a  due  bill  for  242,700  shares  of  preferred  stock  of  Associated  Gas  and 
Electric  Company.     Mr.  Stix  testified :  ^^^ 

Q.  So  that  Eastern  Utilities  Investing  Corporation  held  a  promise  from 
Associated  Gas  and  Electric  to  deliver  to  Eastern  Utilities  Investing  Corpora- 
tion $24,270,000  par  value  of  preferred  stock? 

A.  That  is  correct. 

Q.  And  that  was  Eastern  Utilities  Investing  Corporation's  only  asset  at  the 
time? 

A.  Yes,  sir. 

Q.  And  to  get  that  asset  it  had  conveyed  the  stocks  in  its  seven  subsidiaries? 

A.  Yes,  sir. 

Nor  was  the  public  advised  that  the  Associated  Gas  and  Electric 
Company  throughout  the  year  had  neither  authorized  nor  issued 
the  shares  called  for  by  the  due  bill.^^^ 

"-*  About  6  months  after  Associated  Gas  and  Electric  Company  had  acquired  formal 
control  of  Pennsylvania  Electric  Corporation  (subsequently  Eastern  Utilities  Investing 
Corporation).  Derived  from  supplementary  information  supplied  the  Commission  for 
"Eastern  Utilities  Investing  Corporation.  (Minutes  of  Meeting  of  Board  of  Directors  of 
Eastern  Utilities  Investing  Corporation,  April  8.  1926.) 

115  Op.  cit.  supra,  note  6.  Commi'^sion's  Exhibit  No.  3816  and  at  24689. 

iK'Id.,  at  2.3311.  24677  and  Commissions  Exhibit  No.  3804. 

"'  Id.,  at  23300. 

"« Id.,  Commission's  Exhibit  No.  3816. 
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With  the  president's  letter  and  as  part  of  the  annual  report  of 
Eastern  Utilities  Investing  Corporation  went  the  accompanying 
"balance  sheet  at  December  31,  1926"  which  merely  stated  on  the 
"asset's  side" :  ^^^ 

Stocks  owned  and  receivable  under  contracts $24,  885,  505.  48 

Accounts   receivable 612,  444.  00 

Total 2.5,  497,  949.  48 

Since  at  least  $24,270,000  of  "stocks  owned  and  receivable  under  con- 
tracts" represented  stock  of  Associated  Gas  and  Electric  Company,  to 
be  delivered  under  the  due  bill,  "stocks  owned"  could  not  at  the  most 
have  been  more  than  $615,505.48.  The  lumping  of  "stocks  receivable 
under  contracts"  with  "stocks  owned"  not  only  failed  to  disclose  the 
large  amount  of  securities  which  were  merely  receivable  pursuant  to 
the  due  bill,  but  also  had  the  effect  of  giving  the  erroneous  impression 
that  the  item  "stocks  receivable  under  contracts"  was  no  larger  than 
would  ordinarily  exist  in  the  regular  course  of  business. 

5.  NO  ARM'S-LENGTH  DEALING  TO  PROTECT  MINORITY 

Pennsylvania  Electric  Corporation's  transfer  of  its  operating  com- 
panies to  Associated  Electric  Company  for  the  common  stock  of  the 
latter  company  and  the  subsequent  acceptance  by  the  Pennsylvania 
Electric  Corporation  for  this  common  stock  of  a  due  bill  for  Asso- 
ciated Gas  and  Electric  Company  preferred  stock  was  effected  by 
boards  of  directors  of  these  companies  (Associated  Gas  and  Electric 
Company,  Pennsylvania  Electric  Corporation,  and  Associated  Elec- 
tric Company), ^-'^  consisting  almost  entirelv  of  the  same  individuals. 
Mr.  Stix  testified :  ^-' 

Q.  In  effect  the  Boards  of  the  three  companies  were  under  the  same  control, 
isn't  that  right? 

A.  V^'ell,  they  were  almost  all  the  same  people. 

6.  PROPOSALS  NOT  SUBMITTED  AT  ANY  STOCK- 
HOLDERS' MEETING 

These  transactions  were  not  submitted  for  approval  at  any  stock- 
liolders'  meeting.  As  previously  noted,  not  even  an  announcement  of 
the  transactions  was  made  until  long  after  their  consummation.  Mr. 
:Stix  testified :  1^2 

Q.  The  minority  stockholders,  preferred  stockholders,  and  common  stockholders 
of  Eastern  Utilities  Investing  Corporation  were  several  steps  further  removed 
from  the  operating  properties  after  exchange  for  the  Associated  Gas  and  Electric 
Company  preferred  stock? 

A.  They  were. 

Q.  And  the  consent  of  those  minority  stockholders  was  not  obtained  to  change 
the  company  from  a  direct  holding  company  to  a  holding  company  several  steps 
removed  from  operating  properties,  was  it? 


"9  Ibid. 

i^*"  Op.  cit.  supra,  note  6,  at  23309. 

"'  Id.,  at  23310. 

«"  Id.,  at  23317  and  24691. 
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A.  I  dou't  recall  that  the  minority  voted  for  or  against  it,  and  I  don't  recall 
that  they  did  vote. 

******* 

Q.  *  *  *  but  it  is  fair  to  say  that  since  you  have  not  been  able  to  find  a 
record  of  a  vote  by  stockholders  of  Eastern  Utilities  Investing  Corporation  with 
respect  to  the  exchange  of  Associated  Electric  Company  common  stock  for  the 
due  bill  that  there  was  no  such  vote. 

A.  Yes. 

7.  FAILURE  TO  DISCLOSE  SHIFT  IN  INVESTOES' 

POSITION 

Since  the  portfolio  of  Pennsylvania  Electric  Corporation  consisted 
almost  only  of  the  "dne  bill,"  the  public  investors  in  that  Corporation 
were  in  essence  made  indirect  investors  in  Associated  Gas  and  Electric 
Company.  Yet  these  investors  had  no  means  of  ascertaining  that  fact 
since  no  public  disclosure  was  made  that  the  portfolio  of  Pennsylvania 
Electric  Corporation  consisted  only  of  the  due  bill.  The  prior  refusal 
of  these  public  stockholders  to  surrender  their  Pennsylvania  Electric 
Corporation  securities  in  exchange  for  Associated  Gas  and  Electric 
Company  securities  was,  by  this  due  bill  transaction,  substantially 
negated  and  frustrated.  The  public  stockholder  was  made  to  do  indi- 
rectly that  which  he  refused  to  do  directly — to  exchange  his  interest 
in  the  properties  underlying  the  Pennsylvania  Electric  Corporation 
for  an  interest  in  Associated  Gas  and  Electric  Company. 

8.  EELEASE  OF  DUE  BILL 

On  August  1,  1927,  the  officers  of  Eastern  Utilities  Investing  Corpo- 
ration, without  the  formality  of  a  resolution  of  its  board  of  directors, 
released  Associated  Gas  and  Electric  Company  from  its  obligation  to 
deliver  242,700  shares  of  Associated  Gas  and  Electric  Company  $7 
Dividend  Series  preferred  stock,  pursuant  to  the  terms  of  the  due  bill, 
which  was  the  onlj',  or  almost  the  only,  security  in  Eastern  Utilities 
Investing  Corporation's  portfolio,  and  accepted  in  lieu  thereof  a  basket 
of  miscellaneous  securities.^-" 

This  transaction  was  consummated  just  before  the  issuance  on  Au- 
gust 5,  1927,  of  the  annual  report  of  Eastern  LTtilities  Investing  Cor- 
poration for  the  year  1926  and  the  letter  of  Mr.  Hopson  to  stockholders, 
which  omitted  all  reference  to  this  due  bill. 

Moreover,  in  his  letter  Mr.  Hopson  asserted :  ^^* 

As  you  have  been  informed  by  separate  communications,  the  name  of  your 
Company  was  changed  to  Eastern  Utility  Preferred  Holding  Corporation  and 
thereafter  to  its  present  and  more  suitable  one  of  Eastern  Utilities  Investing 
Corporation,  and  its  holdings  of  investments  have  also  been  considerably  diversi- 
fied. The  acquisition  of  these  investments  was  made  possible  by  new  financing, 
which  has  been  explained  in  the  various  letters  to  you. 

This  statement  accompanying  the  1926  report  was  susceptible  of  the 
construction  that  the  diversification  of  the  portfolio  was  increased 

i2»  See  supi-a,  pp.  641-5,  Transfer  of  Operating  Properties  and  Effect  Thereof,  and 
note  130,  infra. 

12*  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3816. 
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over  the  portfolio  of  tlie  company  shown  in  the  report  for  19'25/-^ 
consistino-  of  tlie  various  operating  companies.  Teclmically,  by  accept- 
ino-  the  list  of  miscellaneous  securities  in  lieu  of  the  clue  bill  which  prac- 
tically constituted  the  entire  portfolio  of  the  Company,  the  diversifica- 
tion was  increased.^-'^ 

Xeither  the  officers'  action  on  August  1,  1927,  of  exchanging  the 
due  bill  for  the  miscellaneous  investments  nor  the  corporation's 
metamorphosis  into  an  investing  company  by  such  exchange  was 
authorized  or  ratified  by  its  board  of  directors  until  one  year  later, 
July  24,  1928.1^'' 

The  resolution  of  the  board  ^-^  consists  of  more  than  a  ratification 
of  the  prior  act  of  the  officers  of  Eastern  Utilities  Investing  Corpo- 

1-^'  Id.,  Commission's  Exhibit  No.  ."815. 

^-^  It  will  be  iccaUed  that  the  stocljholders  had  not  bien  informed  of  the  fact  that  the 
portfolio  of  the  company  consisted  virtuall.v  only  of  this  due  bill. 

'-'  The  members  of  the  board,  in  addition  to  Mr.  Hc.p.'^on.  as  shown  in  the  Annual  Report 
were : 

John  I.  Mange   (held  joint  control  of  the  "System"   with  Hopson). 

Garrett  A.   Brownbacic    (a    "System"   lawyer,   now   a   senior   partner   of   the   "System" 

firm  of  Travis,  Brownbaek  &  Taxson). 
Fred  S.  Burroughs   (then  a  partner  of  Harris.   Forbes  &  Company.   "System"  banljers 
and  a  director  of  Associated  Gas  and  Electric  Company,  and  since  193-  an  assistant 
to  Hopson  and  vice  president  of  Associated  Gas  and  Electric  Company). 
John  M.  Daly    (also  vice  president  of  Associated  Gas  and  Electric  Company  and  an 

assistant  to  Hopson). 
Warren   Partridge    ("an   old   Walbridge   man"   who   had   been   made   vice   president   of 
New   England   Gas  and   Electric   Association,    a    subsidiary   of    Hopson   and   Mange's 
Associated    Gas    &    Electric    Properties.      Although    Warren    I'artridge    is    no    longer 
connected    with    the    "System."    his    son,    also    named    Warren    Partridge,    is    still 
connected  with  the  "System''). 
(Op.  cit.  supra,  note  6,  at  284G8,  Commission's  Fxhiljits  No.  .3771,  Part  I,  and  No.  .''>775. 
See  also  Appendix  G  (p.  700  et  seq.)   for  J.  I.  Mange's  .loint  control  of  the  "System.") 

^^''The  Board  of  Directors'  minute  entiy  under  date  of  July  1'4,  19-8,  reads  as  follows 
(op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3804)  :  "The  President  reported  to  the 
meeting  that  under  date  of  July  1,  192G,  this  Corporation  (then  known  as  'Pennsylvania 
Electric  Corporation')  sold  and  delivered  to  Associated  Gas  and  Electric  Company  242,700 
of  no  par  stock  of  Associated  Electric  Company,  said  Associated  (ias  and  Electric  (^impany 
agreeing  to  deliver  to  this  Corporation  in  consideration  therefor  a  like  number  of  shares 
of  its  $7  Dividend  Scries  Preferred  Stock  ;  that  said  Associated  Gas  and  Electric  Company, 
with  the  consent  and  approval  of  this  Corporation  delivered  to  this  Corporation  in  lieu  of 
said  shares  of  its  .1:7  Dividend  Series  Preferred  Stock  various  securities  of  public  utility 
op  'rating  and  holding  companies,  which,  in  the  opinion  of  both  parties,  were  at  least 
equal  in  value  to  tlie  value  of  said  shares  of  $7  Dividend  Series  Preferred  Stock,  and  that 
under  date  of  August  1,  1927,  this  Corporation  acknowledged  payment  in  full  by  Associated 
Gas  and  Electric  (^)mpany  of  its  obligations  under  said  agrtement  with  this  Corpoiation 
dated  July  1,  1920. 

"Upon  motion  duly  made,  seconded,  anil  unanimously  carried,  it  was :  Resolved,  That 
the  action  of  the  officers  of  this  Corporation  in  executing  under  date'  of  August  1,  1927, 
and  furnishing  to  Associated  Gas  and  Electric  Company,  an  acknowledgement  of  payment 
in  full  by  said  Associated  Gas  and  Electric  Company  of  its  obligations  under  said  agree- 
ment with  this  Coriioration  dated  July  1,  192(5,  and  release  from  all  liability  thereunder, 
be  and  hereby  is  approved,   ratified,  and  confirmed.'' 

Apparently  in  an  attempt  to  give  substance  to  the  releasing  language,  the  fiction  of 
arm's-length  bargaining  was  created  by  the  recital  that  "iu  the  opinion  of  both  parties," 
the  consideration  received  was  at  least  equal  to  that  released.  The  action,  however,  to 
accomplish  this  was  taken  by  the  same  persons,  11.  C.  Hopson,  F.  S.  Burroughs,  John  M. 
Daly,  Warren  Partridge,  who  represented  both  Associated  Gas  and  Electric  Company  and 
Eistcrn  Utilities  Investing  Corporation  so  that  in  effect  Associated  Gas  and  Eh  ctric 
Company  was  attempting  to  release  itself  from  any  claims. 
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ration  in  accepting  the  list  of  miscellaneous  securities  in  lieu  of  the 
preferred  stock  of  Associated  Gas  and  Electric  Company  called  for 
by  the  due  bill.  The  resolution  also  attempts  to  release  Associated 
Gas  and  Electric  Company  from  all  liability  in  connection  with  the 
transaction  of  July  1,  1926,  whereby  Associated  Gas  and  Electric 
Company  caused  Pennsylvania  Electric  Corporation  to  sell  its  hold- 
ings of  the  common  stock  of  Associated  Electric  Company  to  the 
Associated  Gas  and  Electric  Company.^^^ 

9.  SECUEITIES  RECEIVED  FROM  ASSOCIATED  GAS  AND 
ELECTRIC  COMPANY  IN  LIEU  OF  DUE  BILL 


On  July  31,  1927,  Eastern  Utilities  Investing  Corporation  surren- 
dered to  the  Associated  Gas  and  Electric  Company  the  due  bill  for 
242,700  shares  of  Associated  Gas  and  Electric  Company  preferred 
stock  and  delivered  75,000  shares  of  its  own  $5.50  prior  preference 
stock  in  exchange  for  a  list  of  miscellaneous  securities  ^^°  with  an 

"0  It  will  be  recalled  that  Pennsylvania  Electric  Corporation  (subsequently  Eastern 
Utilities  Investing  Corporation)  had  controlled  the  operating  companies  through  the 
Associated  Electric  Company. 

wo^ist  of  securities  transferred  to  Ea,ster>i  Utilities  Investing  Corporation,  July  .M,  19^:  " 


Amesbury  Elec.  L1,.  Co.,  common 

Amesbury  Elec.  Lt.  Co.,  V.  T.  C,  common 

Central  Mass.  Lt.  &  Pr.  Co.  V.  T.  C,  #1,  common. _. 

Central  Mass.  Lt.  &  Pr.  Co.  V.  T.  C.  #2,  common 

Central  Mass.  Lt.  &  Pr.  Co.  V.  T.  C.  #2,  pref 

Central  Mass  .  Pr.  Co.,  pref 

Central  Mass.  Pr.  Co.  V.  T.  C,  common .-- 

Commonwealth  Gas  &  Elec.  Cos.,  pref 

Franklin  County  Power  Co.,  pref 

Franklin  County  Power  Co.,  V.  T.  C,  common 

Marlboro  Elec.  Co.,  common 

Mass.  Lighting  Cos.,  common 

Mass.  Lighting  Cos.,  6%  pref 

Mass.  Lighting  Cos.,  8%  pref 

Merrimac  Valley  Pr.  &  Bldg.  Co.,  7%  pref 

New  Hampshire  Pr.  Co.,  8%  pref 

Norwood  Gas  Co.,  common 

Old  Colony  Lt.  &  Pr.  Assoc,  pref 

Old  Colonv  Lt.  &  Pr.  AssOc,  common 

Paul  Smiths  Elec.  Lt.,  Pr.,  &  R.  R.  Co.,  common 

Pittsfleld  Elec.  Co  ,  common 

Plymouth  Eloc.  Lt.  Co.,  common . 

Plymouth  Elec.  Lt.  Co.  V.  T.  C,  common 

Randolph  &  Holbrook  Pr.  &  Elec.  Co.,  common 

S.  Eastern  Mass.  Pr.  &  Elec.  Co.,  common.... 

S.  Eastern  Mass.  Pr.  &  Elec.  Co.,  V.  T.  C,  common. 

So.  Berkshire  Pr.  <fc  Elec.  Co.,  common 

Weymouth  Lt.  &  Pr.  Co.  V.  T.  C,  common 

Weymouth  Lt.  &  Pr.  Co.,  common 

Winehendon  Elec.  Lt.  <fe  Pr.  Co.,  common 

Worcester  Suburban  Elec.  Co.,  common 

Worcester  Suburban  Elec.  Co.,  V.  T.  C,  common 

Erie  Lighting  Co.,  pref 

Indiana  Gas  Util.  Co.,  7%  pref 

Long  Island  Water  Corp.,  6%  pref. 

Staten  Island  Edisou  Corp.,  6%  pref 

Assoc.  Gas  &  Elec.  Co.,  class  A 

Assoc.  Gas  &  Elec.  Co.,  $'i  deben 

Consumers  Const.  Co.,  7%  pref 

Managing  &  Inv.,  Inc.,  7%  pref 

Gas  &  Elec.  Assoc,  7%  pref 

Pub.  Utility  Inv.  Corp.,  7%  pref 

Assoc.  Elec.  Co.,  5J.^%  bonds 

Assoc.  Gas  &  Elec.  Co.,  $7  pref 


Shares 


TotaL 


"•$4, 


*>%% 


800 

660 

1,566 

108 

5,504 

56 

17 

429 

67 

30 

195 

11,  5?.9 

1,451 

490 

140 

395 

33 

246 

940 

500 

583 

69 

80 

9 

561 

747 

1.650 

85 

1,  616 

85 

1,974 

934 

i.oon 

1,000 

1,000 

1,000 

75, 000 

000, 000 

50,  000 

50, 000 

75, 000 

10, 000 

050, 000 

26,  000 


Transfer 
price 


Transfer 
value 


601^ 

59 
134 
100 
107 
101 

70 

99 
101 

46 
245 
148 
117 
137 

112H 
98 
100 
101 

400 
.399 
215 
215 

45 

76 

70 

70 

58 

60 
140 
102 

98 

3314 
100 
100 
100% 

40 

95 
100 
100 
100 
100 
100  J-2 
100 


$48,  400' 

38, 940 

209,  844 

10,  800' 

588, 928 

5,  656 

1, 190 

42,  471 

6,767 

1,794 

47,  775 

1.  707,  772 
109,  767 

67, 130 
15,  750 
38,  710 
3,300 
24, 846 
(sic')  .54, 990 

200,  000 
232.  617 

14, 835 
17,  200 
405 
42,  636 
52,  290 
]  15,  500 
20,764 
96, 960 
11,900' 

201,  348 
91.532 
33,  500 

100, 000 
100  000 
100,  750 
3, 000, 000 
3,  800, 000 
.5, 000,  000' 
5, 000,  000 
7,  500. 000 
1, 000,  000 

2,  060,  250 
2.  600,  000 


34.  477, 317 


•  Op.  cit  supra,  note  6,  Commission's  Exhibit  No,  3772,  Item  2. 
k  Principal  amount. 
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assigned  value  of  $34,477,317.^-^^  By  this  transaction  the  securities 
of  about  24  companies  were  put  into  the  portfolio  of  Eastern  Util- 
ities Investing  Corporation.^*-  However,  of  the  total  of  these  securi- 
ties. $29,960,250,  or  over  91%  of  the  assigned  value,  was  allocated 
to  blocks  of  securities  of  the  following  six  companies  subject  to 
Hopson's  dominating  influence:  Public  Utility  Investing  Corpora- 
tion, Consumers  Construction  Company,  Managing  and  Investing, 
Inc.,  Associated  Electric  Company,  Associated  Gas  and  Electric  Com- 
pany, and  Gas  and  Electric  Associates.^'" 

Each  of  these  six  blocks  of  securities  will  be  discussed  in  some  de- 
tail hereafter.  The  discussion  of  various  aspects  of  these  investments 
may  indicate  the  motives  which  prompted  their  transfer  to  Eastern 
Utilities  Investing  Corporation.  Mr.  Hopson  was  president,  treasurer, 
and  director  ^-^^  of  and  had  a  substantial  interest  in  Public  Utility  In- 
vesting Corporation  which  was  largely  supervised  by  him  per- 
sona lly.^^'^  The  other  five  companies  were  direct  or  indirect  subsidi- 
aries of  Associated  Gas  &  Electric  Properties.^^°  No  market  quota- 
tions apparently  existed  for  any  of  the  six  securities  except  for  those 
of  Associated  Gas  and  Electric  Company  and  Associated  Electric 
Company.  Described  briefly.  Public  Utility  Investing  Corporation 
was  primarily  Hopson's  investment  company;  Consumer's  Construc- 
tion Company  and  Managing  and  Investing,  Inc.,  had  no  assets  ex- 
cept management  contracts  with  controlled  companies,  and  the  capi- 
talization of  these  contracts  had  been  entirely  dictated  by  the  man- 
agement of  Associated  Gas  and  Electric  Company;  Associated  Elec- 
tric Company  had  control  of  the  operating  properties  formerly  con- 
trolled by  Eastern  Utilities  Investing  Corporation;  Associated  Gas 
and  Electric  Company  controlled  Eastern  Utilities  Investing  Cor- 
poration, which  in  turn  acquired  securities  of  this  parent ;  "^  the  ac- 
quisition of  Gas  and  Electric  Associates  securities  was  tantamount  to 
a  loan  to  Messrs.  Hopson  and  Mange.^^* 

The  capitalization  of  service  contracts  held  by  Consumer's  Con- 
struction Company  and  Managing  and  Investing,  Inc.,  accounted  for 
more  than  $10,000,000  of  the  $28,000,000  of  capitalization  created  by 
Associated  Gas  and  Electric  Company  by  valuation  of  service  con- 
tracts held  by  subsidiaries.^^^ 

When  examined  as  to  the  basis  of  selection  of  the  securities  for  the 
portfolio  switch  of  July  31,  1927,  Mr.  Stix  testified : "° 

1^  Op.  cit.  supra,  note  6.  at  2.3.3.5.5-9  and  Commission's  Exliibit  No.  3772,  Item  2. 

«=  Id.,  at  23358. 

"3  Id.,  at  23359  and  Commission's  Exhibit  No.  3772,  Item  2. 

i»*Id.,  at  23377  and  23385. 

"sjd.,  at  23360. 

"«Id.,  at  23359. 

1"  From  "November  1927  (as  of  August  1927)''  until  March  1932,  Associated  Gas  and 
Electric  Company  held  an  option  to  reacquire  at  cost  the  Eastern  Utilities  Investing  Cor- 
poration Class  B  (voting)  stock  which  Associated  Gas  and  Electric  Company  tntnsferred 
to  Eastern  Utilities  Investing  Trust,  another  subsidiary  of  Associated  Gas  &  Electric 
Properties.  (Id.,  at  23346-8  and  Appendix  II,  p.  798.)  Mr.  Stix  testified  as  follows  (op. 
cit.  supra,  note  6,  at  23347)  : 

Q.  While  Associated  Gas  and  Electric  Company  held  that  option  on  Class  B  stock  but 
had  not  exercised  it,  it  had  the  power  to  control  Eastern  Utilities  Investing  Cor- 
poration ? 

A,   Yes,   sir. 

"«  See  infra,  p.  661. 

"»See  supra,  p.  638.  note  69.  and  op.  cit.  supra,  note  103,  Part  46,  pp.  245-9. 

"»Op.  cit.  supra,  note  6,  at  23389  and  23375. 
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Q.  Did  you  make  up  the  list  of  securities  that  Ea,stern   Utilities   Investing 
Corporation  was  to  receive  as  part  of  the  exchange  at  July  31,  1927? 
A.  Yes. 

Q.  At  whose  direction  was  that  list  made  up? 
A.  As  I  recall  either  at  the  direction  of  Mr.  Daly  or  Mr.  Hopson. 

Concerning  Mr.  Daly,  Mr.  Stix  testified :  "^ 

Q.  Was  Mr.  Daly  an  assistant  to  Mr.  Hopson  at  that  time? 

A.  Yes. 

Q.  What  was  his  title? 

A.  Vice  president  of  Associated  Gas  and  Electric  Company. 

Q.  And  at  that  time  he  was  in  very  close  contact  with  Mr.  Hopson? 

A.  Yes. 

Q.  Did  you  often  receive  instructions  through  Mr.  Daly  from  Mr.  Hopson? 

A.  I  did,  and  he  probably  received  them  from  Mr.  Hopson  through  me. 

Mr.  Stix  further  testified :  ^^^ 

A.  *  *  *  I  think  I  was  told  to  find  what  securities  of  the  "System"  were 
available  and  give  the  company  as  diversified  a  portfolio  as  I  could  figure  it  out. 

Q.  All  tlie  securities  in  the  list  were  at  that  time  owned  by  the  "System,"  were 
they  not? 

A.  I  think  so ;  yes.  There  might  have  been  some  few  exceptions,  but  I  don't 
believe  very  many. 

Q.  And  those  exceptions  would  be  very  minor  in  terms  of  dollar  amounts? 

A.  Very  minor,  if  there  were  any  at  all. 

It  is  patent  that  the  securities  transferred  to  Eastern  Utilities  In- 
vesting Corporation  in  lieu  of  the  Associated  Gas  and  Electric  Com- 
pany preferred  stock  called  for  by  the  ''due  bill,"  consisted  of  securities 
which  the  "System"  had  on  hand  and  primarily  of  securities  of  com- 
panies of  the  "System."  It  was  a  list  of  securities  the  composition  of 
which  in  no  small  measure  was  dictated  not  by  investment  quality  but 
by  availability  to  the  controlling  company.  Eastern  Utilities  Investing 
Corporation  commenced  its  investing-company  career  with  a  transac- 
tion by  which  its  parent  caused  the  investment  company  to  acquire 
from  its  parent  almost  $34,500,000  of  securities  "selected"  by  Mr. 
Hopson,  who  was  in  control  of  both  parent  and  subsidiary — a  list  of 
securities  whose  "diversification"  was  determined  by  Mr.  Hopson  and 
by  the  availability  of  these  securities  for  sale  by  the  "System."  ^^■■ 

a.  Public  Utility  Investing  Corporation 

Included  in  the  list  of  securities  acquired  by  Eastern  Utilities  In- 
vesting Corporation  on  July  31,  1927.  were  10,000  shares  of  the 
preferred  stock  of  Public  Utility  Investing  Corporation  at  an  aggre- 
gate cost  to  the  investment  company  of  $1,000,000."*  Mr.  Stix 
testified :  "^ 

Q.  Could  you  say  you  had  no  conversations  with  Mr.  Hopson  with  respect  to 
this  exchange  of  July  31,  1927? 

A.  Oh,  no ;  I  talked  it  over  with  him.    I  talked  it  over  with  a  lot  of  people. 


1"  Id.,  at  23.376. 

i^-Id.,  at  233T6-7. 

"s  Ibid. 

"'Id.,  Commission's  Exhibit  No.  3772,  Item  2. 

"=Id.,  at  23373  4. 
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Q.  Mr.  Hopson  advising  the  exchange  should  be  made? 

A.  No :  this  transaction  we  are  speaking  about  came  about  by  my  making  up 
a  list  of  various  kinds  of  securities  which  were  in  the  Associated  System,  or 
which  could  be  acquired  and  were  cousidei'ed  to  be  good  investments  by  Eastern 
Utilities  Investing  Corporation.  Then  I  presented  the  list  to  various  oflScers  or 
directors.  They  might  have  made  some  suggestions  or  changes ;  I  don't  think 
many.  During  the  course  of  these  suggestions,  these  10,000  shares  of  I'ublic 
Utility  Investing  Corporation's  Preferred  were  added  to  the  list  before  it  was 
completed.  I  don't  think  anybody  gave  much  thought  to  the  individual  securities, 
because  they  all  knew  about  the  various  companies  of  the  Associated  System. 
We  were  satisfied  with  these  other  investments  in  the  companies  up  in  New 
England,  so  there  was  not  very  much  research  work  put  on  the  list  when  the 
portfolio  was  prepared  for  Eastern  Utilities  Investing  Corporation. 

This  list  of  securities  to  be  transferred  to  Eastern  Utilities  Invest- 
ing Corporation  was  prepared  either  under  the  direction  of  Mr.  Hop- 
son  or  Mr.  Daly,  his  assistant."^  As  previously  stated,  Mr.  Hopson 
was  the  president  and  a  director  of  Eastern  Utilities  Investing  Cor- 
poration on  July  31,  1927,  when  this  exchange  was  made.^^^  Mr, 
Hopson  was  also  ]3resident  and  director  of  Public  Utilit}^  Investing 
Corporation  and  had  a  substantial  interest  in  the  common  stock  of 
that  corporation  at  the  time  of  this  transaction.^^®  The  other  two 
directors  of  Public  Utility  Investing  Corporation  were  R.  N.  Thomp- 
son "^  (a  Hopson  service  company  accountant  ^^°)  and  Miss  M.  C. 
O'Keefe  (secretarial  assistant  to  Mr.  Hopson  and  secretary  of  Asso- 
ciated Gas  and  Electric  Company),  who  had  been  associated  with 
Mr.  Hopson  since  about  1918.^^^^ 

The  balance  sheet  of  Public  Utility  Investing  Corporation  as  at 
December  31.  1927,  reveals  that  at  the  end  of  1927  the  corporation 
had  outstanding  76,000  shares  of  common  stock  and  15,000  shares 
of  $6.00  Dividend  Series  preferred  stock.  Its  capitalization  and  sur- 
plus aggregated  $3,022,236.25  of  which  the  preferred  stock  amounted 
to  $1,500,000  and  the  common  stock  and  surplus  were  stated  at 
$1,522,236.25."; 

Eastern  Utilities  Investing  Corporation  acquired  $1,000,000  of  the 
$6.00  Dividend  Series  preferred  stock.^^  In  April  1928  Public  Util- 
ity Investing  Corporation  issued  $2,000,000  of  debentures  which  thus 
were  interposed  ahead  of  its  $6  Dividend  Series  preferred  stock 
acquired  by  Eastern  Utilities  Investing  Corporation  on  Julv  31, 
1927."* 

The  investment  by  Eastern  Utilities  Investing  Corporation  of 
$1,000,000  in  the  preferred  stock  of  the  Public  Utility  Investing  Cor- 
poration was,  as  admitted  by  Mr.  Stix,  "to  the  distinct  advantage 
of  the  holders  of  common  stock  of  Public  Utility  Investing  Corpora- 

"6  Id.,  at  23376.  24680-1.  24G87-8. 

"'  Id.,  at  23394. 

i«  Id.,  at  23377.  23.385,  and  supra,  p.  651. 

"» Id.,  at  23377. 

^50  Id.,  at  2^367-8. 

iMId.,  at  23377-8. 

'52  ContaiiiPd  in  the  annual  report  of  that  company  for  1929  attached  to  the  summary 
statement  filed  with  the  Commission  by  Puhlic  Utility  Investing  Corporation.  (Id.,  Com- 
mission's Exhibit  No.  3777.) 

5i»  Id.,  at  23389  and  supra,  p.  652. 

'"Id.,  at  23389  and  Commission's  Exhibit  No.  3778. 
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tion,"^='^  and  therefore  to  the  advantage  of  Mr.  Hopson  who  was 
substantially  interested  in  Public  Utility  Investing  Corporation  com- 
mon stock.^^^ 

In  contrast  to  the  investments  of  Eastern  Utilities  Investing  Cor- 
poration, the  portfolio  of  Public  Utility  Investing  Corporation  in 
which  Mr.  Hopson  had  a  large  investment  was  diversified^"  and 
was  designed  to  exclude  Associated  Gas  and  Electric  Company's 
securities.^^s  As  Mr.  Stix  testified  regarding  the  portfolio  policy  of 
Public  Utility  Investing  Corporation :  ^^^ 

Q.  Have  you  any  information  as  to  whether  practically  the  entii'e  investment 
in  terms  of  dollar  amount  was  in  companies  in  the  Associated  Gas  &  Electric 
System? 

A.  No ;  I  would  be  inclined  to  say  it  would  be  just  the  reverse.  I  recall  talking 
about  it  with  Mr.  Hopson  and  he  agreed  with  the  position  that  I  took  that  it  would 
not  be  wise  to  have  the  predominance  of  the  Associated  investments  in  Public 
Utility  Investing  Corporation. 

Q.  What  was  the  reason  for  feeling  that  way? 

A.  Well,  I  felt  that  a  diversified  list  of  securities  for  a  company  that  I 
understood  he  had  an  interest  in,  would  be  a  lot  better  than  for  him  to  depend 
upon  his  connection  with  the  Associated  at  that  time  for  a  livelihood,  and  also 
have  most  of  his  money  invested  directly  or  indirectly  in  Associated  securities. 

Q.  So  you  were  suggesting  a  way  in  which  he  could  diversify  his  investments? 

A.  He  and  whoever  else  were  the  security  holders  of  Public  Utility  Investing 
Corporation. 

b.  Investment  in   Consumers   Construction   Company 

Also  included  in  the  list  of  securities  transferred  on  July  31,  1927, 
to  Eastern  Utilities  Investing  Corporation  in  substitution  for  the 
""due  bill"  was  the  preferred  stock  of  Consumers  Construction  Com- 
pany. It  will  be  recalled  "°  that  the  operating  companies  in  the  "Sys- 
tem" including  the  previous  operating  company  subsidiaries  of  East- 
ern Utilities  Investing  Corporation  (then  known  as  the  Pennsylvania 
Electric  Corporation)  had  been  required  by  Associated  Gas  and  Elec- 
tric Company  to  enter  into  service  contracts  with  Associated  Gas 
and  Electric  Company.  The  construction  service  contracts  called  for 
the  payment  of  7%  %  of  additions  to  fixed  capital  for  construction  serv- 
ices rendered.  On  March  30,  1927,  the  management  of  Associated  Gas 
and  Electric  Company  formed  a  new  company  called  Consumers  Con- 
struction Company,^**^  to  which  company  some  of  these  service  contracts 

'Mid.,  at  23393-4. 

15"  Id.,  at  23359-60,  23368,  23380,  23390,  and  supra,  p.  651. 

157  rpjjg  portfolio  of  Public  Utility  Investing  Corporation  at  December  31,  1929,  consisted 
of  a  diversified  list  of  stocks  of  utility  companies  aggregating  in  cost  $6,399,908.40  ;  bank 
and  trust  company  stocks  aggregating  in  cost  $1,440,053.00  ;  miscellaneous  assortment  of 
stocks — railroad  companies,  investing  companies,  and  industrials — aggregating  in  cost 
$1,682,716.63  ;  a  list  of  bonds  of  public  utilities,  industrials,  municipalities,  and  real  estate 
companies  aggregating  in  cost  $1.190,852.97 ;  and  some  investment  in  short-term  notes 
aggregating  $711,503.  These  constituted  the  total  nivestment  of  $11,425,034.59  by  Public 
Utility  Investing  Corporation.  (Id.,  at  23378-9  and  summary  statement  filed  with  the 
Commission  by  Public  Utility  Investing  Corporation.) 

158  See  infra,  p.  654. 

159  Op.  cit.  supra,  note  6,  at  23380-1. 

K^  See  supra,  pp.  635-8.  Service  Charges  of  Subsidiaries. 
Ml  Op.  cit.  supra,  note  6.  at  23395 
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were  assigned.^"^  In  consideration  for  this  transfer,  Associated  Gas 
and  Electric  Company  received  100,000  shares  of  common  stock  of  Con- 
sumers Construction  Company,^°^  which  were  subsequently  recapi- 
talized into  10,000  shares  of  common  with  a  stated  or  par  value  of 
$100,000  and  50,000  shares  of  preferred  stock  with  a  preference  on 
liquidation  of  $5,000,000.^*^^  It  was  this  block  of  preferred  stock  of 
Consumers  Construction  Company  which  was  placed  in  the  portfolio 
of  Eastern  Utilities  Investing  Corporation  as  part  of  the  list  of 
securities  transferred  in  lieu  of  the  "due  bill." 

With  respect  to  the  organization  and  capitalization  of  Consumers 
Construction  Company,  Mr.  Stix  stated  that  he  determined  the 
amount  of  preferred  stock  which  could  be  issued  by  estimating  what 
profit  the  company  would  make  from  the  contracts  assigned  to  it 
and  then  determining  the  number  of  shares  whose  dividends  could  be 
paid  by  such  profit.^^'^ 

A.  I  think  I  made  some  estimates  of  what  the  contracts  would  probably  pro- 
duce and  predicated  the  amount  of  preferred  stock  upon  the  amount  of  earn- 
ings the  company  would  have,  and  which  it  in  turn  could  pay  as  dividends  on 
the  preferred  stock. 

Q.  What  was  your  estimate  of  the  amount  of  the  earnings? 

A.  I  don't  recall  the  precise  figures  but  I  know  it  was  substantially  in  excesa 
of  the  dividend  requirements  on  the  50,000  shares  of  preferred  stock. 

The  assets  of  Consumers  Construction  Companj^  consisted  solely  of 
these  construction  contracts,  capitalized  at  $5,100,000,^*'*^  made  by 
Associated  Gas  and  Electric  Company  with  its  controlled  operating 
companies.^**^ 

As  was  testified  to  by  Mr.  Stix,  the  board  of  directors  of  Consumers 
Construction  Company  went  through  the  formal  motions  of  fixing  a 
certain  value  for  the  contracts.^*^^ 

^«2lcl.,  at  23395,  23406-7.  The  service  coiitract.s  assigned  to  Consumers  Construction 
Company  account  for  .$5,100,000  of  the  $28,000,000  aggregate  amount  at  which  Associated 
Gas  and  Electric  Company  caused  the  service  contracts  with  its  subsidiaries  to  be 
capitalized. 

i«^Id..  at  2.3396-7  and  23400. 

i»^  Id.,  at  23395  and  23399. 

"5  Id.,  at  23405. 

i8«Id.,  at  23400. 

"'  Associated  Gas  and  Electric  Company  had  the  absolute  power  to  select  the  members 
of  the  boards  of  directors  of  these  companies,  with  which  the  contracts  were  made,  with 
the  possible  exception  of  the  Cambridge  Electric  Light  Company,  the  Cambridge  Gas  Light 
Company,  the  Worcester  Gas  Light  Company,  and  the  Cape  and  Vintyaid  Electric  Company. 
These  boards  of  directors,  in  turn,  had  the  power  to  hire  and  discharge  the  officers  of  these 
companies  with  which  contracts  were  made.     (Id.,  at  23403—4.) 

1''*  Id.,  at  23406.  Mr.  Stix  testified  with  respect  to  the  control  of  the  operating  com- 
panies by  Associated  Gas  and  Electric  Company  as  follows    (id.,  at  23411-2)  : 

Q.  It  [Associated  Gas  and  Electric  Company]  had  complete  control  of  the  operating 
companies? 

A.  Yes  ;  subject  to  the  board  of  directors. 

Q.   Associated  had  the  power  to  sekct  the  directors  of  the  optrating  companies? 
A.  Yes. 

Q.  And   the   board    of   directors   had   the   power   to   hire  or   fire   the   officers   of   the 
operating  company,   isn't  that  right? 
A.   That  is  correct. 

Q.  And  it  would  be  the  officers  of  the  operating  companies  who  would  execute  the 
n^anagement  contracts  with  the  Associated  Gas  and  Electr.'c  Company,  isn't  that 
right  ? 

A.  Yes  ;  ratified  by  the  board  of  directors. 
Mr.  Stix   (who  had  bfen  active  in  the  organization  and  capitalization  of  Consumers  Con- 
struction Company)   testified  that,  although  he  did  not  have  "the  sliphtest  idea''  who  were 
the  dirrctors  of  Consumers  Construction  Company,  he  was  "sure"  they  were  represcntativ(  s 
of  the  Associated  Gas  and  Ekctric  Company.     (Id.,  at  23407.) 
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Q.  Do  you  call  them  formal  motions  when  they  are  required  by  law  to  reach 
the  consideration  received  for  the  issuance  of  securities? 
A.  I  don't  think  it  means  a  thing. 

******* 
Q.  They  determined  they  were  at  least  worth  $5,000,000? 

A.  I  suppose  they  did,  to  satisfy  the  legal  requirements. 
******* 

Q.  They  accepted  the  amounts  you  fixed? 

A.  They  didn't  change  them,  so  they  must  have  accepted  them. 

The  service  contracts  assigned  by  Associated  Gas  and  Electric  Com- 
pany to  Consumers  Construction  Company  were  valued  at  $5,000,000 
or  more,  apparently  for  the  purpose  of  permitting  the  creation  by  Con- 
sumers Construction  Company  of  $5,000,000  of  its  preferred  stock. 
Associated  Gas  and  Electric  Company  sold  these  50,000  shares  of  pre- 
ferred with  a  preference  on  liquidation  of  $5,000,000  to  Eastern  Util- 
ities Investing  Corporation  for  $5,000,000."'' 

Associated  Gas  and  Electric  Company  had  obtained  these  service 
contracts  as  an  incident  of  control  of  the  operating  companies.  No  cash 
or  property  consideration  had  been  paid  by  the  Associated  Gas  and 
Electric  Company  for  these  contracts.^'°  Yet,  by  causing  Eastern  Util- 
ities Investing  Corporation  to  buy  all  the  outstanding  preferred  stock 
of  the  Consumers  Construction  Comj^any,  to  which  these  contracts  had 
been  assigned.  Associated  Gas  and  Electric  Company  was  selling  its 
subsidiary  an  indirect  interest  in  these  contracts  for  $5,000,000.  And 
furthermore.  Associated  Gas  and  Electric  Company,  through  its  owner- 
ship of  the  common  stock  of  Consumers  Construction  Company,  re- 
tained control  of  these  contracts  and  the  right  to  all  profits  in  excess  of 
$7  a  share  on  the  50,000  shares  of  preferred  stock,  i.  e.,  in  excess  of 
$350,000  a  year.^^^  Moreover,  it  is  significant  that  the  ownership  of  the 
common  stock,  representing  both  the  control  and  the  profits  aspect  of 
Consumers  Construction  Company,  was  retained  by  Associated  Gas 
and  Electric  Company  despite  the  fact  that  Eastern  Utilities  Investing 
Corporation  paid  Associated  Gas  and  Electric  Company  over  98%  of 
the  arbitrarilv  assigned  value  of  Consumers  Construction  Companv.^^^ 
Mr.  Stix  testified :  "^ 

Q.  By  retention  of  the  common  stock  of  Consumers  Construction  Company, 
the  Associated  Gas  and  Electric  Company  retained  the  right  to  receive  all  of  the 
profits  of  Consumers  Construction  Company  after  payment  of  preferred  divi- 
dends;  isn't  that  right? 

A.  That  is  correct. 

Q.  And  Associated  Gas  and  Electric  Company  also  received  $5,000,000  of  its 
own  preferred  stock  for  the  50,000  shares  of  Consumers  Construction  Company's 
stock  which  it  conveyed  to  Eastern  Utilities  Investing  Corporation? 

A.  Yes ;  it  was  relieved  of  an  obligation  to  deliver  50,000  shares  of  $7.00  pre- 
ferred stock,  thus  virtually  reacquiring  its  own  stock. 


^wid.,  at  23394-5.  The  $5,000,000  was  paid  by  relieving  Associated  Gas  and  Electric 
Company  of  an  obligation  under  the  due  bill  to  deliver  to  Eastern  Utilities  Investing  Cor- 
poration 50.000  shares  of  $7  preferred  stock  of  Associated  Gas  and  Electric  Company. 
(Id.,  at  23409.) 

"«Mr.  Stix,  however,  contended  that  in  determining  the  price  they  would  pay  for  a 
utility  system  they  included  reimbursement  to  the  old  controlling  interests  for  loss  of  the 
right  to  service  the  system.     (Id.,  at  23409-10.) 

"1  Id.,  at  23413  and  supra. 

"2  Id.,  at  23409. 

"3  Id.,  at  23413. 
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Part  of  the  prospective  profits  on  tlie  basis  of  which  Mr.  Stix  valued 
the  service  contracts  in  which  Eastern  Utilities  Investing  Corporation 
was  making  an  indirect  investment  were  to  be  profits  from  services  to 
be  rendered  to  the  former  subsidiaries  of  Eastern  Utilities  Investing 
Corporation.^'* 

Mr.  Stix  actively  participated  in  the  organization  of  Consumers 
Construction  Compau}^,  in  the  valuation  of  its  assets,  and  in  the  crea- 
tion of  its  capital  structure.  The  directors  of  Consumers  Construc- 
tion Company  and  of  Eastern  Utilities  Investing  Corporation  were 
representatives  of  the  Associated  Gas  and  Electric  Company/'^  and 
this  investment  of  Eastern  Utilities  in  the  preferred  stock  of  Con- 
sumers Construction  Company  could  not  have  resulted  from  arm's- 
length  bargaining. 

Eastern  Utilities  Investing  Corporation,  when  caused  on  July  31, 
1927,  to  make  this  investment  in  the  preferred  stock  of  Consumers 
Construction  Company,  was  a  subsidiary  of  Associated  Gas  and  Elec- 
tric Company  whose  consolidated  statements  would  have  to  include 
Eastern  Utilities  Investing  Corporation.  However,  by  the  time  its 
next  annual  report  was  issued.  Eastern  Utilities  Investing  Corpora- 
tion had  been  made  a  subsidiary  of  Eastern  Utilities  Investing  Trust, 
another  subsidiary  of  Associated  Gas  &  Electric  Properties,  although 
Associated  Gas  and  Electric  Company  still  retained  the  power  of 
control  through  an  option  to  reacquire  the  control  stock  of  Eastern 
Utilities  Investing  Corporation.  The  fact  that  it  did  not  own  the 
voting  stock  permitted  Associated  Gas  and  Electric  Company  to  issue 
unconsolidated  statements  excluding  Eastern  Utilities  Investing  Cor- 
poration, even  though  Associated  Gas  and  Electric  Company  controlled 
Eastern  Utilities  Investing  Corporation  through  an  option  to  reac- 
quire its  stock  from  Eastern  Utilities  Investing  Trust  at  cost.^'^ 

Since  Associated  Gas  and  Electric  Company  did  not  pay  any  cash 
or  property  for  the  service  contracts  it  obtained  from  its  subsidiaries, 
the  capitalization  of  these  contracts  at  substantial  amounts  consti- 
tuted a  write-up  of  these  contracts  even  though  they  had  been  assigned 
to  service  subsidiaries  of  Associated  Gas  and  Electric  Company  and 
were  capitalized  on  the  books  of  those  subsidiaries.  The  appraisal  on 
which  the  write-ups  were  based  was  made  by  Mr.  Stix  in  the  case  of 
Consumers  Construction  Company  ^^^  and  perhaps  in  the  other  cases. 
The  $5,000,000  of  Consumers  Construction  Company  preferred  was 
based  on  the  write-up  of  its  service  contracts. 

When  Associated  Gas  and  Electric  Company  acquired  this  pre- 
ferred, the  stock  was  entirely  based  on  the  write-up.  Then  when 
Associated  Gas  and  Electric  Company  caused  Eastern  Utilities  In- 
vesting Corporation  to  buy  this  preferred  and  in  payment  therefor 
release  Associated  Gas  and  Electric  Company  from  an  obligation  to 
deliver  $5,000,000  of  its  own  preferred,  Associated  Gas  and  Electric 
Company  had  received  payment  on  the  basis  of  the  written-up  value 
of  $5,000,000. 

"'  It  will  be  recalled  that  Consumers  Construction  Company  did  not  attempt  to  render 
services,  but  had  retained  another  company  to  perform  these  services  for  a  specified  annual 
retainer. 
■  "5  Op.  cit.  supra,  note  6,  at  23407. 

"« Id.,  at  23346-7,  Commission's  Exhibit  No.  3480,  and  Appendix  H,  p.  798. 

1"  See  supra,  p.  655. 
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By  the  device  of  making  Eastern  Utilities  Investing  Corporation 
a  subsidiary  of  Eastern  Utilities  Investing  Trust,  Associated  Gas  and 
Electric  Company  caused  the  written-up  assets  to  be  reflected  in  the 
balance  sheet  of  a  controlled  company  not  included  in  its  consolidated 
statements  and  at  the  same  time  through  having  been  released  from 
its  obligation  to  deliver  preferred  stock  to  Eastern  Utilities  Invest- 
ing Corporation  was  enabled  to  show  $5,000,000  less  preferred  stock 
on  the  liability  side  of  Associated  Gas  and  Electric  Company's  con- 
solidated balance  sheet.  And  when  Eastern  Utilities  Investing  Cor- 
poration publicly  issued  securities,  the  public  was  contributing  cash 
to  a  company  whose  portfolio  included  these  written-up  securities.^"* 

c.  Investment  in  Managing  and  Investing,  Inc. 

Included  in  the  list  of  securities  transferred  on  July  31,  1927,  to 
Eastern  Utilities  Investing  Corporation  were  50,000  shares  of  pre- 
ferred stock  of  Managing  and  Investing,  Inc.,  at  an  aggregate  cost 
of  $5,000,000."^ 

Managing  and  Investing,  Inc.,  had  been  organized  in  September 
1924,^*°  and  its  stock  had  been  owned  by  Mr.  Mange  and  his  family 
prior  to  its  acquisition  by  the  "System"  in  March  1927.^*^ 

In  March  1927,  the  charter  of  Managing  and  Investing,  Inc.,  was 
amended  to  authorize  the  issuance  of  a  total  of  60,000  shares  no-par 
stock,  of  which  10,000  shares  were  common  and  50.000  shares  were 
preferred  stock.  A  few  days  later,  another  amendment  was  made 
increasing  the  authorization  of  preferred  stock  to  a  total  of  65,000 
shares.^^2  The  Associated  Gas  and  Electric  Company  paid  $5,200,000 
in  cash  for  all  of  this  common  stock  and  preferred  stock  of  Managing 
and  Investing,  Inc.^^^    This  cash  was  used  by  Managing  and  Investing, 

"^  Eastern  Utilities  Investing  Corporation  retained  the  preferred  stock  of  Consumers 
Construction  Company  until  the  acquisition  by  Associated  interests  of  W.  S.  Barstow  and 
Company,  when  those  engineering  contracts  held  by  Consumers  Construction  Company 
Avere  transferred  to  W.  S.  Barstow  and  Company  and  thereupon  the  preferred  stocks  of 
W.  S.  Barstow  and  Company  were  substituted  in  the  Eastern  Utilities  Investing  Corpora- 
tion portfolio  for  the  preferred  stock  of  the  Consumers  Construction  Company.  All  pre- 
ferred stocks  of  service  companies  which  Eastern  Utilities  Investing  Corporation  held  in 
December  1930  were  relinquished  by  it  to  Associated  Gas  and  Electric  Company  or  a  sub- 
sidiary of  Associated  Gas  and  Electric  Company  for  a  due  bill  for  108,773  shares  of 
Associated  Gas  and  Electric  Company  $6.50  preferred  stock.  (Id.,  at  25802-14.)  And 
although  Mr.  Stix  testified  (id.,  at  25806)  : 

Q.  And  the  only  assets  behind  these  preferred  stocks  which  Eastern  Utilities  In- 
vesting Corporation  disposed  of  in  December  of  1930  were  service  contracts? 
A.   That  is  right,  other  than  some  relatively  small  amount  of  working  capital. 

Mr.  Stix  also  testified  that  these  preferred  stocks  were  the  best  investments  Eastern 
Utilities  Investing  Corporation  had  at  the  time  and  even  better  than  the  Associated  Gas 
and  Electric  Company  $6.50  preferred  stock  for  which  they  were  exchanged.  (Op.  cit. 
supra,  note  46,  pp.  2438-^1.) 

"»  Op.  cit.  supra,  note  6,  at  23414-5. 

^^  Id.,  at  23415.  Upon  organization  of  Managing  and  Investing,  Inc.,  .1.  I.  Mange  be- 
came the  president,  treasurer,  and  one  of  its  directors.  Mr.  Stix,  who  prepared  the  list 
of  securities  transferred  to  Eastern  Utilities  Inves,ting  Corporation  on  July  31,  1937, 
which  list  included  Managing  and  Investing,  Inc.,  testified  that  he  was  not  familiar  with 
that   company   until   March    1927.      (Id.,    at   23416.) 

^*^  Id.,  at  23415-7.  Apparently  the  above-mentioned  Managing  and  Investing,  Inc.  is  a 
different  company  from  Managing  and  Investing,  Incorporated  which  was  used  by  Mr. 
Mange  to  hold  his  half-interest  in  Associated  Gas  &  Electric  Properties.  See  Appendix  G, 
note  17,  p.  793.) 

182  Id.,  at  23415-7. 

183  Id.,  at  23418. 
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Inc.,  to  buy  $5,227,000  of  the  income  notes  of  the  Massachusetts  Elec- 
tric Investment  Association  which  later  changed  its  name  to  Manson 
Securities  Trust,  and  later  became  Utilities  Investing  Trust.^^*  Mas- 
sachusetts Electric  Investment  Association  was  controlled  by  Associ- 
ated Gas  &  Electric  Properties,  which  was  owned  and  controlled  by 
Mr.  Hopson  and  Mr.  Mange.^®^ 

The  interest  on  the  notes  was  payable  out  of  income  to  the  extent  of 
but  not  to  exceed  8  percent.^^*^     However,  Mr.  Stix  testified :  ^^^ 

Q.  As  a  matter  of  fact,  it  never  came  near  S  percent.  Wasn't  it  always  much 
less  than  8  percent? 

A.  That  would  be  my  recollection  now,  that  it  never  got  up  as  high  as  8  per- 
cent. 

Through  a  series  of  subsequent  transactions  that  took  place  be- 
tween March  and  July  1927,  Managing  and  Investing,  Inc.,  received 
about  50,000  shares  of  Associated  preferred  stock  "of  some  kind"  in 
place  of  the  income  notes.^®*  In  July  or  August,  1927,  it  returned  these 
50,000  shares  of  preferred  stock  of  Associated  Gas  and  Electric  Com- 
jjany  to  the  issuer  in  exchange  for  the  transfer  to  Managing  and  Invest- 
ing, Inc.,  of  certain  management  contracts  with  operatnig  companies  of 
the  "System."  ^^^  At  the  end  of  1927,  and  probably  as  early  as  July  31, 
1927,  when  Associated  Gas  and  Electric  Company  caused  the  Eastern 
Utilities  Investing  Corporation  to  accept  the  50,000  shares  of  preferred 
stock  of  Managing  and  Investing,  Inc.,  at  a  cost  of  $5,000,000,  these 
management  contracts  constituted  "the  only  real  assets"  ^^°  of  Man- 
aging and  Investing,  Inc. 

Consequently  until  July  or  August  1927  Managing  and  Investing, 
Inc.  had  been  an  investment  company.^^^  However,  about  the  time 
that  Eastern  Utilities  Investing  Corporation  was  caused  to  acquire 
$5,000,000  of  the  preferred  stock  of  Managing  and  Investing,  Inc.  the 
nature  of  the  business  of  the  latter  corporation  was  changed,  so  that 
Managing  and  Investing,  Inc.,  became  a  managing  company  with  con- 
tracts to  service  public  utility  operating  companies  in  the  Associated 
Gas  &  Electric  Systeni.^^-  These  contracts,  like  those  which  Associated 
Gas  and  Electric  Compan}^  had  assigned  to  Consumers  Construction 
Company,  were  obtained  by  Associated  Gas  and  Electric  Company  from 
its  subsidiaries  at  no  cost.  Yet  Eastern  Utilities  Investing  Corpora- 
tion yielded  its  right  under  the  due  bill  to  receive  $5,000,000  of  Asso- 
ciated Gas  and  Electric  Company  $7  preferred  stock  in  exchange 
for  these  50,000  shares  of  preferred  of  Managing  and  Investing,  Inc. 

i**  Id.,  at  23418-9.  The  assets  of  the  company  which  issued  these  notes  consisted  of 
100%  of  the  common  and  some  of  the  preferred  stocks  of  New  England  Gas  and  Electric 
Association,  which  owned  operating  companies  in  Massachusetts  and  New  Hampshire, 
having  acquired  these  operating  properties  in  1926  and  1927.      (Id.,  at  23420  and  23428.) 

i8«  Id.,  at  23419. 

«a  Id.,  at  23419-20. 

1^  Id.,  at  23425. 

^^  Id.,  at  23421.  Mr.  Stix  could  not  recall  the  exact  number  of  shares,  the  class  of 
preferred  stock,  or  the  names  of  the  "System"  companies  with  which  these  transactions 
were  effected. 

is»  Id.,  at  23420  and  23422-3. 

I™  Id.,  at  23421  and  23423  (testimony  of  Mr.  Stix). 

«'  Id.,  at  23420. 

192  Ibid. 
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which  had  an  assigned  vakiation  of  $5,000,000  based  solely  on  the  man- 
agement contracts. 

Although  the  process  was  more  complex,  it  appears  that  the  writ- 
ten-up  valuation  of  the  managing  contracts  conveyed  to  Managing 
and  Investing,  Inc.,  by  Associated  Gas  and  Electric  Company  was 
reflected  on  the  asset  side  of  Eastern  Utilities  Investing  Corporation's 
published  balance  sheet  as  was  the  written-up  value  of  the  construc- 
tion contracts  held  by  Consumers  Construction  Company.  And  sim- 
ilarly, Associated  Gas  and  Electric  Company  was  relieved  of  an  obli- 
gation to  deliver  preferred  stock  of  its  own.^^^ 

Again  following  the  pattern  of  the  transaction  in  Consumers  Con- 
struction Company,  Associated  Gas  and  Electric  Company  retained 
the  common  stock,  representing  the  control  and  the  profits  aspect  of 
Managing  and  Investing,  Inc.,  when  it  sold  50,000  shares  of  the 
preferred  to  Eastern  Utilities  Investing  Corporation  for  $5,000,000. 
Mr.  Stix  testified :  ^»* 

Q.  And  Associated  Gas  and  Electric  Company  retained  all  of  the  value  of 
these  construction  contracts  over  and  above  the  interest  represented  by  the 
50,000  shares  of  Managing  and  Investing  Preferred? 

A.  Yes,  subject  to  this  little  split  of  ownership  which  there  was  during  some 
part  of  that  period  between  Associated  Gas  and  Electric  Company  and  New 
England  Gas  and  Electric  Association.^"^ 

Managing  and  Investing,  Inc.,  continued  to  hold  management  con- 
tracts until  the  spring  of  1928  when  the  company  "was  relegated  to 
the  graveyard."  ^^^  Eastern  Utilities  Investing  Corporation  first 
received  preferred  stock  of  a  successor  service  company  and  then,  in 
December  1930,  Associated  Gas  and  Electric  Company  preferred  stock 
in  place  of  the  preferred  stock  of  that  service  company.^^'  Eastern 
Utilities  Investing  Corporation  relinquished  all  its  preferred  stocks 
of  service  companies  at  that  time  to  facilitate  the  "System's"  plan  to 
rearrange  these  service  companies,^^^  although  these  preferred  stocks, 
according  to  Mr.  Stix,  were  the  best  investments  in  Eastern  Utilities 
Investing  Corporation's  portfolio  at  the  time.^^^ 

183  See  supra,  p.  656. 

10-^  Op.  cit.  supra,  note  6,  at  23423-4. 

195  New  England  Gas  and  Electric  Association  was  also  a  subsidiary  of  Associated  Gas  & 
Electric  Properties,  as  was  Associated  Gas  and  Electric  Companj',  and  so  was  likewise  within 
the  Associated  Gas  &  Electric  System. 

"8  Op.  cit.  supra,  note  6,  at  23420-1. 

1"  Eastern  Utilities  Investing  Corporation  retained  the  preferred  stock  of  Managing 
and  Investing,  Inc.,  until  the  acquisition  of  control  of  J.  G.  White  Management  Corpora- 
tion when  those  management  contracts  held  by  Managing  and  Investing,  Inc.,  were  trans- 
ferred to  J.  G.  White  Management  Corporation  whose  stock  in  turn  was  owned  by  Man- 
agement Holding  Corporation.  At  that  point  the  preferred  stock  of  Management  Holding 
Corporation  was  substituted  in  the  Eastern  Utilities  Investing  Corporation  portfolio  for 
the  preferred  stock  of  Managing  and  Investing,  Inc.  In  December  1930,  all  service 
company  preferred  stocks  which  Eastern  Utilities  Investing  Company  held  were  relinquished 
by  it  in  return  for  a  due  bill  for  108,775  shares  of  Associated  Gas  and  Electric  Company 
$6.50  preferred  stock.     (Id.,  at  25802-14.) 

"s  Op.  cit.  supra,  note  6,  at  25811-2. 

^^0  Op.  cit.  supra,  note  46,  pp.  2438-41.  Mr.  Stix  admitted  that  these  service  company 
preferred  stocks  were  better  than  the  consideration  Eastern  Utilities  Investing  Corporation 
received  in  return  for  them,  i.  e.,  the  $6.50  preferred  stock  of  Associated  Gas  and  Electric 
Company.  (Ibid.  See  also  op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771.  Ft.  VII, 
Tables  32  and  33.) 
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d.  Investment  in  Gas  and  Electric  Associates 

As  part  of  the  exchange  of  July  31.  1927,  Eastern  Utilities  Invest- 
ing Corporation  also  invested  $7,500,000  in  Gas  and  Electric  Associ- 
ates,^°°  a  subsidiary  of  Associated  Gas  &  Electric  Properties.  This 
investment  paralleled  the  investment  in  Managing  and  Investing, 
Inc.  insofar  as  income  notes  are  concerned,  for  Gas  and  Electric 
Associates  owned,  as  its  sole  investment,  $14,012,143.97  face  amount  of 
Massachusetts  Electric  Investment  Association  8%  income  notes  -"^ — 
of  the  same  issue  or  series  as  those  notes  which  Managing  and  In- 
vesting, Inc.,  had  exchanged  for  service  contracts  with  the  System 
subsicliaries.  As  stated  above,  Massachusetts  Electric  Investment 
Association,  as  well  as  Gas  and  Electric  Associates,  was  controlled  by 
Associated  Gas  &  Electric  Properties,  which  was  owned  and  controlled 
by  Mr.  Hopson  and  Mr.  Mange.  This  investment  by  Eastern  Utili- 
ties Investing  Corporation  in  Gas  and  Electric  Associates  was  there- 
fore practically  the  equivalent  of  a  loan  by  Eastern  Utilities  Investing 
Corporation  to  Mr.  Hopson  and  Mr.  Mange. 

e.  Investment  in  Associated  Electric  Company 

Also  as  part  of  the  exchange  of  July  31,  1927,  Eastern  Utilities 
Investing  Corporation  invested  about  $2,000,000  in  51/2%  bonds  of 
Associated  Electric  Company,  the  company  to  which  Eastern  Utilities 
Investing  Corporation  (then  known  as  Pennsylvania  Electric  Cor- 
poration) had  been  caused  to  transfer  its  operating  subsidiaries  in  the 
spring  of  1926.^02 

f.  Investment  in  Associated  Gas  and  Electric  Company  Securities 

As  part  of  the  exchange  of  July  31,  1927,  Eastern  Utilities  Invest- 
ing Corporation  invested  about  $9,400,000  in  securities  issued  by 
Associated  Gas  and  Electric  Company. 

With  the  passage  of  time  more  and  more  of  the  resources  of  Eastern 
Utilities  Investing  Corporation  were  put  into  securities  issued  by 
Associated  Gas  and  Electric  Company.  By  the  end  of  1931,  the 
portfolio  of  the  Eastern  Utilities  Investing  Corporation  consisted 
only  of  Associated  Gas  and  Electric  Company  securities,  a  block  of 
General  Gas  &  Electric  Corporation  Class  A  stock  and  $200,000  of 
6%  promissory  notes  of  the  Cities  Service  Company.^°^ 

^°^  Op.  cit.  supra,  note  6,  Commission's  Exliibit  No.  3772,  Item  2. 

2«i  Id.,  at  23428,  and  Commission's  Exhibit  No.  3772,  Item  34.  Notes  of  Massachusetts 
Electric  Investment  Association  continued  until  1935  to  be  the  sole  investment  of  Gas 
and  Electric  Associates,  although  the  amount  varied  and  the  name  of  the  issuer  was 
changed  to  Manson  Securities  Trust  and  then  to  Utilities  Investment  Trust.      (Ibid.) 

202  Id.,  Commission's  Exhibit  No.  3772.  Item  2  and  supra,  pp.  641-5,  Transfer  of 
Operating  Properties  and  Effect  Thereof.  Associated  Electric  Company  is  still  in  existence, 
controls  the  properties  which  it  had  acquired  from  Eastern  Utilities  Investing  Corporation, 
and  is  said  to  be  in  good  financial  condition,  earning  dividends.  However,  Eastern  Utilities 
Investing  Corporation  is  in  receivership.  As)  stated  by  its  comptroller,  "Yes,  Eastern  Utili- 
ties Investing  Corpoi-ation  is  all  washed  up."     (Id.,  at  23429.) 

2«'Id.,  Commission's  Exhibit  No.  3771,  Part  II  (Exhibit  A,  Schedule  9)  and  Part  III, 
Table  2. 
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10.  NATURE  OF  EXCHANGE  TRANSACTION  OF  JULY  31, 

1927 

In  connection  with  this  exchange  of  July  31,  1927,  the  controlling 
interests  not  only  determined  the  prices  to  be  paid  by  Eastern  Utili- 
ties Investing  Corporation  for  the  securities  acquired  from  the  Associ- 
ated Gas  and  Electric  Company,  but  actually  sponsored  and  organized 
at  least  four  of  the  companies  issuing  those  securities:  Consumers 
Construction  Company,  Managing  and  Investing,  Inc.,  Gas  and  Elec- 
tric Associates,  and  Associated  Electric  Company. 

To  recapitulate,  the  investment  of  Eastern  Utilities  Investing  Cor- 
poration in  Consumers  Construction  Company  was  in  effect  an  invest- 
ment, at  a  written-up  valuation,  in  service  contracts  with  operating 
company  subsidiaries  including  the  operating  companies  which  East- 
ern Utilities  Investing  Corporation  (then  Pennsylvania  Electric  Cor- 
poration) had  owned.  The  investment  in  Gas  and  Electric  Associates 
was  tantamount  to  a  loan  to  Messrs.  Hopson  and  Mange.  The  invest- 
ment in  Managing  and  Investing,  Inc.  appears  to  have  the  aspects 
of  the  investments  in  the  Consumers  Construction  Company  and  the 
Gas  and  Electric  Associates.  The  Investment  in  Public  Utility  In- 
vesting Corporation  was  in  an  investing  company  of  which  H.  C. 
Hopson  was  a  large  stockholder  at  the  time  of  this  exchange.  The 
other  large  investments  made  by  Eastern  Utilities  Investing  Corpora- 
tion at  this  time  were  directly  in  its  parent.  Associated  Gas  and  Elec- 
tric Company,  and  in  the  subholding  company  which  its  parent  had 
organized  to  take  over  Eastern  Utilities  Investing  Corporation's 
(formerly  Pennsylvania  Electric  Corporation)  utility  system. 

The  following  table  gives  an  approximate  summary  of  these  invest- 
ments of  July  31,  1927,  and  their  percentage  of  the  total  portfolio  of 
Eastern  Utilities  Investing  Corporation : 


Amount 

Percent 

Public  utility  Investing  Corporation . 

$1, 000, 000 
5. 000, 000 
5, 000,  000 
7,  500, 000 
2,000,000 
9,  400, 000 

3.1 

Consumers  Construction  Co .--_...- 

15.2 

Managing  and  Investing,  Inc .... 

15.2 

Gas  and  Electric  Associates    .      .... 

22.9 

Associated  Electric  Co    ..... 

6.1 

Associated  Gas  &  Electric  Co 

28.7 

Total  affiliated  companies 

29, 900.  000 
2, 900, 000 

91.2 

other  investments.   _     

8.8 

Total  portfolio 

32,  800,  000 

100.0 

Eastern  Utilities  Investing  Corporation  retained  these  invest- 
ments with  very  few  changes  from  July  1927  until  March  1929,  when 
Eastern  Utilities  Investing  Corporation  sold  $35,000,000  principal 
amount  of  its  debentures  to  the  public.-"* 

^°^  However,  the  total  portfolio  was  increased  by  the  investment  of  about  $10,000,000  in 
securities  of  Utilities  Power  &  Light  Corporation,  and  as  a  result  the  portfolio's  concentra- 
tion in  "System"  securities  decreased  to  about  65%  by  March  1929.  The  investment  of  the 
debenture  proceeds  again  increased  the  concentration  in  "System"  securities  to  about 
80%.  (See  id.,  Commission's  Exhibits  Nos.  3772,  Item  2.  and  No.  3805  for  a  list  of  the  com- 
pany's portfolio  investments  in  July  1927  and  March  1929  ;  also  see  infra,  p.  668.) 
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E.  Eastern  Utilities  Investing  Corporation  is  Transformed  Into 

an  Investment  Company 

1.  GENERAL  PLAN 

In  the  early  part  of  1927,  not  long  before  July  31,  1927,  when  the 
list  of  securities  was  delivered  to  Eastern  Utilities  Investing  Cor- 
poration in  exchange  for  the  due  bill  calling  for  the  preferred  stock 
of  Associated  Gas  and  Electric  Company,  the  "System"  management 
apparently  abandoned  its  plan  of  liquidating  Eastern  Utility  Pre- 
ferred Holding  Corporation  (the  then  name  of  Eastern  Utilities 
Investing  Corporation)  and  evidently  decided  t^  transform  the  cor- 
poration into  an  investment  company.  The  nature  of  the  portfolio 
transferred  to  it  for  this  purpose  has  been  described.  The  equity  in 
the  company  was  to  be  increased  and  new  issues  of  securities  were 
to  be  sold  to  the  public  as  securities  of  an  investment  company .^°^ 
Accordingly,  on  July  26,  1927,  the  name  of  the  company  was  changed 
to  Eastern  Utilities  Investing  Corporation,-"'^  indicating  its  pur- 
ported new  function. 

2.  RECAPITALIZATION 

The  balance  sheet  of  Eastern  Utility  Preferred  Holding  Corpora- 
tion, as  at  December  31,  1926,  indicated  that  70,766  shares  of  its  7% 
preferred  stock  and  a  small  amount  of  its  scrip  were  outstanding.^"^ 
About  49,000  of  those  preferred  shares  were  held  by  the  "System" 
and  approximately  21,000  preferred  shares  were  held  by  the  public.-"^ 
This  7%  preferred  stock  was  at  that  time  senior  to  all  other  securi- 
ties issued  b}^  Eastern  Utility  Preferred  Holding  Corporation.  There 
were  also  outstanding  170,685  shares  of  common  stock  of  Eastern 
Utility  Preferred  Holding  Corporation  which  were  mostly  held  by 
the  ''System."  ^"^  By  July  1,  1927,  the  preferred  stock  outstanding 
had  been  increased  to  75,000  shares  and  the  common  stock  to  175,000 
shares,^^"  a  majority  of  each  class  being  held  within  the  "System." 

On  Jul}'  31,  1927  (the  date  on  which  the  list  of  securities  was  ex- 
changed for  the  due  bill),  the  controlling  interest  effected  a  com- 
plete revision  of  the  capital  structure  of  the  Eastern  Utilities  In- 
vesting Corporation.  The  common  stock  with  voting  power  was 
reclassified  on  a  share  for  share  basis  into  $7  junior  prefered 
stock,  without  voting  rights,  and  the  7%  preferred  stock  was  reclassi- 
fied into  $7  preferred  stock,  also  on  a  share  for  share  basis.^^^ 

^-  Op.  cit.  supra,  note  6,  at  23321-2.  Mr.  Stix,  Comptroller  of  Eastern  Utilities  Invest- 
ing Corporation  and  director  for  Associated  Gas  and  Electric  Company,  testified  : 

Q.  In  1927  the  Associated  management  decided  not  to  liquidate  Eastern  Utility 
Preferred  Holding  Corporation,  but  to  use  it  as  an  investment  trust,  isn't  that  right? 

A.  That  is  correct. 

Q.  Were  steps  taken  to  build  up  the  equity  in  Eastern  Utilities  Investing  Corpora- 
tion? 

A.  Yes. 

Q.  And  then  it  was  planned  to  issue  securities  of  Eastern  Utilities  Investing  Cor- 
poration to  the  public,  is  that  right? 

A.  Yes,  sir. 

SO"  See  note  9,  supra. 

20"  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  56. 

2«  Id.,  at  25699. 

20°  Ibid. 

"« Id.,  Commission's  Exhibit  No.  3772,  Item  60. 

«i  Id.,  at  23333-41  and  25699-700. 


664 


SECURITIES   AND    EXCHANGE    COMMISSION 


Moreover,  the  capital  structure  was  made  more  complex  by  the 
creation  of  three  additional  classes  of  securities :  $5.50  prior  prefer- 
ence stock,  Class  A  common  stock,  and  Class  B  common  stock.^^^ 

The  $5.50  prior  preference  stock  was  entitled  to  a  preference  on 
involuntary  liquidation  of  $100  per  share,'^^  and  was  made  senior 
to  all  other  issues,  thus  placing  the  old  7%  preferred  stock,  in  which 
the  public  was  chiefly  interested,  in  a  junior  position.^"  All  of  the 
$5.50  prior  preference  stock,  75,000  shares,  was  issued  to  Associated 
Gas  and  Electric  Securities  Company,  Inc.,  a  "System"  company, 
in  exchange  for  securities  of  an  assigned  value  of  $7,275,000,  or  $97 
per  share.  The  Class  A  common  stock  and  the  Class  B  common  stock 
(the  sole  voting  stock)  consisted  of  100,000  shares  each,  all  of  which 
were  acquired  by  the  "System"  for  a  total  consideration  of  $100,- 
000.-^^  The  "System,"  therefore,  transferred  to  Eastern  Utilities 
Investing  Corporation  an  aggregate  of  $7,375,000,  $7,275,000  in  securi- 
ties for  which  it  received  all  of  the  $5.50  prior  preference  stock,  or  a 
prior  claim  of  $7,500,000  on  liquidation  (besides  a  prior  claim  on 
dividends)  and  $100,000  in  either  cash  or  securities  for  which  the 
"System"  received  all  of  the  voting  securities  of  Eastern  Utilities 
Investing  Corporation  ^is  as  well  as  all  the  Class  A  stock.  By  this 
reclassification,  the  minority  common  stockholders  lost  their  voting 
rights  and  the  minority  preferred  stockholders  lost  their  priority. 
The  size  of  the  minority  interest  submerged  by  this  recapitalization 
is  indicated  by  the  following  table  showing  the  participation  of  the 
public  in  the  securities  of  Eastern  Utilities  Investing  Corporation 
and  the  percentage  of  the  outstanding  shares  as  at  December  31, 
1927.2" 


Held  by  public 


Class 


Percent  of 
outstanding 


$5.50  prior  preference  stock. 

$7  preferred  stock 

$7  junior  preferred  stock  ^^^ 

Class  A 

Class  B 


0.2 
20.4 
0.7 
0 
0 


218  Non-cumulative,  Represented  by  common  stock  certificates  of  Pennsylvania  Electric 
Corporation.  In  1928,  redesignated  as  "Participating  Preference  Stock."  Id.,  Commis- 
sion's Exhibit  No.  3771,  Part  I. 


21^  Ibid. 

213  Id.,  Commission's  Exhibit  No.  3771,  Part  V,  Item  35-D. 

2w  Id.,  at  25700. 

2«Id.,  at  23341-4  and  25701.  Although  Mr.  Stix  thought  he  recalled  a  check  for 
$100,000  passing  to  Eastern  Utilities  Investing  Corporation  in  payment  for  its  Class  A 
and  Class  B  stock,  the  minutes  of  its  Board  of  Directors  meeting  on  July  26,  1927,  recorded 
the  consideration  as  $100,000  par  value  of  Associated  Electric  Company  514%.  Convertible 
Gold  Bonds.  (Id.,  at  23344  and  supplementary  information  concerning  Eastern  Utilities 
Investing  Corporation,  JNIinutes  of  Board  of  Directors.)  In  any  event,  the  purchaser  resold 
the  100,000  shares  of  Class  B  voting  stock  for  $100,000  on  open  account  to  Eastern  Utilities 
Investing  Trust,  also  within  the  System,  with  the  result,  as  Mr.  Stix  described  it,  "that  if 
it  ever  collected  $100,000  from  Eastern  Utilities  Investing  Trust  that  the  100,000  shares 
of  Class  A  stock  which  they  got  would  not  have  cost  them  anything."     (Id.,  at  23343.) 

2"  Mr.  Stix  testified   (id.,  at  25700)  : 

Q.  Then  one  of  the  results  of  this  recapitalization  of  July  31,  1927.  was  that  the 
Associated  System  received  securities  senior  to  the  minority  holders  of  the  old  7% 
preferred  stock? 

A.  That  is  part  of  the  result ;  yes. 
2"  Id.,  Commission's  Exhibit  No.  3772,  Item  6. 
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This  rearrangement  of  priorities  and  creation  of  additional  securi- 
ties was  partly  motivated  by  the  desire  of  the  controlling  interests 
to  sell  the  $5.50  prior-preference  stock  and  the  Class  A  common  (non- 
voting) to  the  public.  Although  a  "'System"  company  in  the  first 
instance  purchased  the  75,000  shares  (all  of  the  shares  issued)  of  the 
prior-preference  stock  and  the  100,000  shares  of  Class  A  common 
stock,  these  purchases  were  not  intended  for  investment  purposes  but 
for  ultimate  resale  to  the  public.-^^  It  was  patently  never  intended 
to  sell  any  of  the  Class  B  common  stock  (the  voting  stock)  and  this 
stock,  although  transferred  repeatedly,  was  held  at  all  times  by  some 
"System"  company.-'^  The  "System"  attempted  to  sell  as  much  as  it 
could  of  the  $5.50  prior-preference  stock  and  the  Class  A  common 
stock  to  the  public,  but  only  a  few  shares  were  actually  sold  to  the 
public  until  1929.  However,  by  the  end  of  1929,  the  public  held  5,324 
shares  of  $5  prior  preferred,  "which  took  the  place  of  the  $5.50 
[prior]  preference,"  and  197,818  shares  of  Class  A.--^ 

The  Class  A  common  stock  had  been  set  up  on  the  books  of  the 
Eastern  Utilities  Investing  Corporation  at  50  cents  per  share,  for 
Associated  Gas  and  Electric  Company  had  paid  $100,000  for  both  the 
block  of  100,000  shares  of  Class  A  and  the  block  of  100,000  shares  of 
Class  B  voting  stock,--^  but  in  March  1929  Class  A  stock  was  offered 
the  public  at  $15  per  share. —^ 

Apparently  in  order  to  induce  the  former  minority  common-stock 
holders  of  Pennsylvania  Electric  Corporation  (subsequently  Eastern 
Utilities  Investing  Corporation)  whose  stock  had  been  without  their 
consent  reclassified  into  junior  preferred  stock  to  approve  the  re- 
classification by  exchanging  their  old  common  stock  for  the  new 
junior  preferred  stock,  the  controlling  interests  did  not  pay  dividends 
to  the  holders  of  the  common-stock  certificates,  but  only  to  the  holders 

2i«  Id.,  at  25703-4  and  Commission's  Exhibit  No.  3772,  Item  6.  The  Minutes  of  the 
Eastern  Utilities  Investing  Corporation  board  meeting  of  July  26,  1927  reveal  that  this 
tran.saction  was  to  talie  the  form  of  an  underwriting  by  Associated  Gas  and  Electric 
Securities  Company,  Inc.,  and  that  the  underwriting  commission  to  that  company  would 
be  $2  per  sJiare.  (Derived  from  supplementary  information  supplied  the  Commis.sion  for 
Eastern  Utilities   luvestiujg  Corporation.) 

"^  These  constant  switches  of  the  control  stocli  from  one  company  to  another  were 
undoubtedly  motivated  and  prompted  by  the  exigencies  of  reporting  the  financial  condition 
of  various  companies.  (See  id.,  at  23344-5.  These  changes  are  shown  in  op.  cit.  supra, 
note  6,  Commission's  P'xhibit  No.  3771,  Part  VIII,  Item  77.) 

Associated  Gas  and  Electric  Company  held  a  preferential  option  on  this  control  stock, 
thus  assuring  to  itself  the  power  to  control  Eastern  Utilities  Investing  Corporation  at 
will,  but  avoiding  a  consolidation  of  its  accounts  with  those  of  Associated  Gas  and 
Electric  Company.  In  1932,  Associated  Gas  and  Electric  Company  exercised  that  option. 
(Id.,  at  23344-7  and  Commi.'-sion's  Exhibit  No.  3772,  Item  5.) 

Mr.  .Stix,  testifying  with  regard  to  the  exercise  of  this  option  at  that  time,  stated  (id., 
at  23344)  :  "By  that  time  we  were  in  the  era  of  more  disclosures  to  security  holders, 
simplification  of  corporate  structures  and  consolidation  of  subsidiaries  and  affiliated  com- 
panies and  it  was  decided  in  order  to  avoid  this  so-called  complication  that  it  would  be 
best  to  have  Associated    [Gas  and  Electric  Company]    reacquire  the  Class  B.   stock." 

^  Id.,  at  25703-4  and  Conunission's  Exhibit  No.  3772,  Item  6. 

222  Id.,  Commission's  Exhibit  No.  3771,  Part  III,  Exhibit  A   (Schedules  18B  and  C). 

=^3  In  March  1929,  the  Company  sold  $35,000,000  of  debentures.  Each  .$1,000  principal 
amount  of  deiientures  carried  nondetachable  \\arrants  for  the  purchase  of  20  shares  of 
Class  A  common  stock  at  $15  per  share.  The  market  was  then  about  $16'^  bid — .'i!17 
asked,  but  rose  to  $37— .?37y2  by  June  1929  and  sank  to  $0.25  bid— $0.75  asked  by  June 
1932.  (Id.,  Commission's  Exhibits  Nos.  3771  (Part  I,  Offering  circular)  and  3824.) 
Fynchon  and  Company,  a  brokerage  house,  was  the  principal  dealer  in  the  Class  A  stock, 
both  before  and  after  the  debenture  issue. 
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of  junior  preferred -stock  certificates  into  which  the  common  stock 
had  been  reclassified.  Mr.  Stix,  when  questioned  whether  this  device 
was  employed  in  order  to  induce  the  exchange,  testified :  -^^ 

A.  The  holders  of  the  certificates  that  were  originally  marked  "common 
stock"  were  told  to  send  their  certificates  in  for  exchange  into  junior  preferred, 
and  upon  making  exchange  of  the  certificates  they  would  receive  the  dividend 
declared  on  the  stock  they  were  to  receive. 

Q.  But  they  could  not  receive  the  dividends  unless  they  exchanged  their 
certificates? 

A.  I  think  that  was  the  effect  of  the  action. 

Q.  That  was  intended  as  an  inducement  to  the  holders  of  these  securities? 

A.  It  was  to  overcome  the  inertia  most  security  holders  have. 

If  ^  t-  *  *  *  * 

Q.  If  the  minority  holder  did  not  want  to  exchange,  he  could  not  receive 
any  dividends  until  he  did  exchange,  could  he? 

A.  That  is  correct. 

There  were  several  other  devices  employed  by  the  controlling  in- 
terest in  connection  with  the  July  31,  1927,  recapitalization  of  Eastern 
Utilities  Investing  Corporation  which  were  adverse  to  the  interests  of 
the  public  investment  in  the  company. 

The  $5.50  prior  preference  stock  of  Eastern  Utilities  Investing 
Corporation  was  purchased  by  the  "System"  at  $97  per  share.  How- 
ever, the  controlling  interests,  acting  through  the  board  of  directors, 
allocated  only  $1  of  the  proceeds  of  $97  per  share  to  stated  capital,--' 
and  the  balance  of  $96  per  share  was  allocated  to  capital  surplus.^ 
Since  the  company  was  permitted  to  pay  dividends  out  of  capital 
surplus,  the  action  of  the  Board  made  it  possible  to  pay  preferred  or 
common  dividends  out  of  practically  all  of  the  capital  raised  from 
this  issue.  Although  dividends  were  not  in  fact  paid  out  of  the 
capital  surplus  account,^"  yet  this  account  as  augmented  by  various 
later  reductions  in  stated  capital,  was  eventually  used  to  absorb  de- 
preciation on  securities  and  thus  made  possible  the  payment  of  divi- 
dends out  of  the  so-called  "corporate  surplus  account."  ^^^  This  latter 
account  ^-^  would  have  been  insufficient  for  the  payment  of  dividends 

224  Id.,  Commission's  Exhibit  No.  3771,  Part  II,  Exhibit  A   (Schedules  18B  and  C). 

223  Id.,  at  23334-5  and  23338.  See  also  Commission's  Exhibit  No.  3771,  Part  II,  Exhibit 
A  (Schedules  19G  and  19H). 

22"  The  same  allocation  of  practically  all  of  the  proceeds  to  capital  surplus  was  made  in 
respect  to  the  75,000  shares  of  |5  prior  preferred  stock  in  May  1928  "which  (as  Mr.  Stix 
said)  took  the  place  of  the  $5.50  preference."  (Id.,  at  25703-4.)  At  December  31,  1929, 
5,324  shares  of  this  $5  prior  preferred  were  held  by  the  public.  (Id.,  Commission's  Exhibit 
No.  3772,  Item  6.)     The  $5.50  issue  of  July  1927  was  retired  in  1928. 

22' Id.,  Commission's  Exhibit  No.  3771,  Part  II,  Exhibit  A   (Schedule  20). 

228  Ibid. 

229  This  account  was  comprised  chiefly  of  interest  and  dividend  income  (after  deduction 
for  interest  and  taxes)  and  of  profits  realized  from  the  sale  of  securities  in  the  period  to 
1930.  According  to  the  company's  books,  the  net  income  in  this  account  and  dividends 
paid  from  1927  to  1935  were  as  follows  : 

Net  income  Cash  dividends 

1927 2,  167,  543  613,  306 

1928 2,  605.  305  2,  723,  438 

1929 3,  728,  836  2,  013,  395 

1930 2, 394, 298  2, 052,  860 

1931 2, 084,  321  2, 052,  723 

1932 682.  287  562   859 

1933 (502,  941)  

1934 (414, 063)  

1935 (158,413)  

(Id.,    Commission's    Exhibit    No.    3771,    Part    II,    Exhibit    A    (Schedule    20)    and    Part    V, 

Item  39-a.) 
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if  it,  instead  of  the  capital  surplus  account,  had  been  utilized  to 
absorb  depreciation  of  securities.-^" 

The  creation  of  this  surplus  illustrates  the  manner  in  which  the 
prohibition  against  the  i^ayment  of  dividends  out  of  capital  could 
be  avoided  by  the  simple  expedient  of  allocating  most  of  the  proceeds 
of  the  sale  of  security  issues  to  capital  surplus  without  knowledge  or 
consent  of  the  stockholders.  In  this  way,  the  capital  invested  by  the 
public  could  be  paid  out  in  dividends  to  insiders,  or  any  dividends 
paid  to  the  public  might  indicate  income  earned  rather  than  partial 
liquidation  of  assets. 

Despite  the  great  imporiance  attaching  to  the  matter  of  allocation 
of  proceeds  of  the  sale  of  the  prior  preference  stock  as  between  capital 
and  surplus,  the  question  was  decided  by  the  board  of  directors  with- 
out submission  to  stockholders  or  without  even  apprising  the  stock- 
holders as  to  the  allocation  which  would  be  made. 

Furthermore,  the  allocation  to  capital  surjDlus  of  $96  out  of  every  $97 
of  the  proceeds  of  the  sale  of  the  prior  preference  stock  was  concealed 
by  an  unusual  accounting  device  employed  in  the  annual  report  to  stock 
holders.  Instead  of  the  segregation  customary  at  the  time  between 
capital  and  surplus,  tlie  annual  reports  published  by  Eastern  Utilities 
Investing  Corporation  lumped  capital  and  surplus  so  that  it  Avas  im- 
possible to  ascertain  therefrom  the  amount  of  surplus  and  the  amount 
of  capital. 

Neither  did  the  annual  reports  disclose  the  stated  or  liquidat- 
ing value  of  any  of  the  company's  outstanding  securities.  As  a 
result,  a  holder  of  junior  stock  could  not  ascertain  from  the  annual 
report  the  amount  of  the  claims  which  were  senior  to  his  stock.  For 
instance,  the  balance  sheet  as  of  December  31,  1927,  lumped  in  one 
item  the  stated  capital  of  the  stock  and  the  surplus  of  Eastern  Utili- 
ties Investing  Corporation,  showing  only  "stated  capital  for  stock 
and  surplus"  in  the  amount  of  $35,213,198.73.  This  figure  of  $35,213,- 
198.73  appears  without  allocation  to  any  particular  class  of  stock.-" 

To  illustrate  the  advantage  to  controlling  interests  of  having  a 
prior  position  through  ownership  of  a  preference  stock  it  is  illumi- 
nating to  note  the  division,  between  the  controlling  interests  and  the 
public,  of  dividends  on  the  participating  preference  stock  (the  name 
given  the  junior  preferred  stock  in  1928)  for  the  years  1928  through 
1932.  Such  dividends  amounted  to  over  $5,200,000  in  cash.^^s  These 
payments  were  made  at  the  full  i-ate  of  $7  per  share  per  year  up  to 
1932,  and  aggregated  about  $32  per  share  for  the  entire  period. 
During  this  period  the  public  never  held  more  than  6%  of  this 
class  of  stock.-'^  In  addition  to  these  dividends,  the  "System" 
nevertheless  still  held  a  claim  for  the  full  value  on  liquidation 
of  $7,500,000,  or  $100  per  share.  How^ever,  during  these  same  years 
the  amount  of  dividends  on  the  Class  A  stock,  of  which  the  pub- 
lic held  22%,  aggregated,  on  all  shares  outstanding,  only  about 
$415,000.-"*  Moreover,  when  the  first  dividend  of  the  Class  A  stock 
was  paid,  the  public  held  only  80  shares,  but  when  the  public  held 

''•■*  Id.,  Commission's  Exhibit  3771.  Tlie  capital  surplus  account  provided  reserves  in 
1930,  1931,  and  1932  agfjregating  $38,473,000,  whicli  absorbed  that  much  depreciation  of 
securities  which  occurred  in  that  period.     (Ibid.) 

231  Id.,  at  2339  and  Commission's  Exhibit  No.  3771,  Part  I. 

232  Id.,  Commission's  Exhibit  No.  3771,  Part  V,  Item  39. 

233  Id.,  Commission's  Exhibit  No.  3772,  Item  6. 

23*  Id.,  at  25705-7  and  Commission's  Exhibit  No.  3771,  Part  V,  Item  39. 
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its  major  position  in  the  Class  A  stock,  no  dividends  at  all  were 
paid.235    Mr.  Stix  testified :  ^^^ 

Q.  Did  the  public  get  any  dividends  on  its  investment  in  the  Eastern  Utilities 
Investing  Corporation  Class  A? 

A.  It  did  not. 

Q.  But  the  "System"  got  dividends  on  the  Eastern  Utilities  Investing  Cor- 
poration participating  preference? 

A.  Yes ;  it  did. 

Q.  Would  you  not  say,  then,  that  where  one  person  or  one  system  owns  the 
controlling  stock  and  has  a  preferred  position  in  a  company,  that  the  public 
in  between  are  at  its  mercy? 

A.  Sure,  if  the  management  are  thieves,  but  if  they  are  honest  there  la 
nothing  to  it. 

The  recapitalization  of  July  31,  1927,  of  Eastern  Utilities  Investing 
Corporation  enabled  the  controlling  interest  to  exercise  a  prior  right 
on  liquidation  up  to  $7,500,000  for  its  prior  preference  stock  for 
which,  together  with  all  of  the  Class  A  common  stock  and  all  the 
Class  B  common  voting  stock,  the  System  paid  only  $7,375,000  in 
securities.^^^ 

The  Class  B  common  stock  of  Eastern  Utilities  Investing  Corpora- 
tion has  since  July  31,  1927,  been  the  only  voting  stock  of  that  com- 
pany. The  charter  provisions  concurrently  creating  the  Class  A 
common  stock  provided  that  that  class  of  stock  is  entitled  to  non- 
cumulative  dividends  in  any  quarterly  period  at  the  annual  rate  of 
$1  per  share  before  dividends  are  paid  in  the  same  quarter  on  the 
Class  B  common  stock;  that,  after  payment  of  a  like  amount  per 
share  on  the  Class  B  common  stock  in  any  quarterly  dividend  period, 
the  Class  A  participates  equally  with  the  Class  B  common  stock, 
share  for  share,  in  any  additional  dividends;  that  the  Class  A  com- 
mon stock  is  noncallable  and  shares  equally,  share  for  share,  with 
the  Class  B  common  stock  on  dissolution,  liquidation,  or  winding  up; 
and  that  the  Class  A  common  stock  is  without  par  value  and  is 
nonvoting.^^® 

F.  Issue  of  $35,000,000  Principal  Amount  of  5%  Debentures 
Dated  March  15,  1929,  and  Due  March  15,  1954 

In  March  1929  Eastern  Utilities  Investing  Corporation  offered 
to  the  public  through  Harris,  Forbes  &  Company  and  Halsey,  Stuart 
&  Co.,  Inc.,  $35,000,000  of  its  5%  gold  debentures  at  a  price  of  $98. 
They  were  dated  March  15, 1929,  and  due  March  15, 1954.  Attached  to 
each  $1,000  principal  amount  of  debentures  was  a  nondetachable  war- 
rant to  buy,  subsequent  to  January  1,  1930,  and  prior  to  January  1, 
1935,  20  shares  of  the  issuer's  Class  A  common  stock  at  $15  per  share.-" 
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1.  GENESIS  OF  THE  ISSUE 

Eastern  Utility  Preferred  Holding  Corporation  had  changed  its 
name  in  July  1927  to  Eastern  Utilities  Investing  Corporation  for 

235  Ibid. 

238  Id.,  at  25710. 

2S7  Id.,  Commission's  Exhibit  No.  3771,  Part  V  and  supra,  pp.  663-4. 

s'is  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

=»>  Id.,  at  23464  and  Commission's  Exhibit  No.  3771,  Part  I. 
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the  reason  that  the  sponsors  contemplated  transforming  the  corpora- 
tion into  an  investment  company.^*'^  Beginning  in  July  1927  the 
corporation  had  issued  stocks  for  sale  to  the  public. 

In  the  early  part  of  1929  H.  C.  Hopson  felt  it  vitally  important 
that  his  Associated  Gas  and  Electric  Company  acquire  the  General 
Gas  &  Electric  Corporation  System  --^^  and  no  doubt  conferred  with 
Mr.  Burroughs,  a  partner  in  Harris,  Forbes  &  Company,  as  to  meth- 
ods of  raising  cash.-*-  Mr.  Burroughs  was  probably  the  individual 
who  conceived  the  idea  of  having  Eastern  Utilities  Investing  Corpo- 
ration put  out  a  debenture  issue,-*^  and,  in  his  own  words,  he  '■'handled 
the  negotiations  and  directed  the  setting  up  of  the  deal."  ^**  Mr. 
Burroughs  and  his  underwriting  firm  had  undertaken  to  render  simi- 
lar financial  services  to  the  Associated  Gas  &  Electric  System  in  1926, 
when  Harris,  Forbes  &  Company  had  underwritten  the  $65,000,000 
debenture  issue  of  Associated  Electric  Corporation  and  had  been  re- 
tained as  financial  sponsor  for  the  Associated  System  in  its  expan- 
sion program.-*"'  Mr.  Burroughs  had  formulated  the  plan  of  or- 
ganizing Associated  Electric  Company,^**'  for  the  financing  of  which 
Harris,  Forbes  &  Company  had  received  a  large  commission,-*'  be- 
sides the  bonus  or  retainer  of  50,000  shares  of  Associated  Gas  and 
Electric  Company  common  stock.-*®  Mr.  Burroughs  had  continued 
to  handle  the  Associated  account  for  Harris,  Forbes  &  Company. ^^^ 
Mr.  Burroughs  and  one  of  his  partners  were  on  the  board  of  directors 
of  Associated  Gas  and  Electric  Company  and  of  Associated  Electric 
Company.-^°  Mr.  Burroughs,  therefore,  probably  could  not  approach 
the  proposed  Eastern  Utilities  Investing  Corporation  solel}'  as  a 
disinterested  investment  banker.     The  idea  of  creating  the  debenture 


""Id.,  at  23457.     Mr.  Burroughs  testified   (ibid.)  : 

Q.   When  Eastern  I'tilities  Investing  Corporation's  name  was  changed  from  Eastern 
Utility    Preferred    Holding    Corporation    to    Eastern    Utilities    Investing    Corporation, 
wasn't  it  contemplated  at  that  time  it  would  be  made  into  an  investment  companj'? 
A.  Oh,  definitely,  that  is  the  reason  the  name  was  changed. 

2-*  Op.  cit.  supra,  note  46,  pp.  1096-7. 

2«  Mr.  Burroughs  stated  with  respect  to  the  general  features  of  the  debenture  issue 
that  in  the  early  stages  of  the  negotiations  he  "took  things  up  with  Mr.  Hopson  and 
discussed  them  all  through  with  Mr.  Hopson  and  Mr.  Daly."  (Op.  cit.  supra,  note  6,  at 
23486.) 

2«  Id.,  at  23459. 

"^Id.,  at  23484. 

-^=  Id.,  at  2.3440,  2344.5-6  and  supra,  p.  645. 

"8  Id.,  at  23293. 

247  This  new  corporate  creature  of  the  Associated  System,  Associated  Electric  Corpora- 
tion, was  caused  to  issue  .|65,000,000  of  debenture's.  Harris,  Forbes  &  Company  received 
a  spread  which  the  Federal  Trade  Commission  Report  states  to  have  been  $10  per  .$100 
principal  amount  (id.,  at  23442  and  op.  cit.  supra,  note  103,  Part  46,  p.  791),  but  which 
Mr.  Burroughs  remembered  as  only  $4.50  or  $5i  per  $100.  (Op.  cit.  supra,  note  6,  at 
23440-1.)      Also  see  Mr.  Burroughs'  testimony   (id.,  at  23441)  : 

Q.  Did  it  [Harris,  Forbes  &  Company]  receive  any  special  remuneration  for  manag- 
ing the  group? 

A.  Yes  ;  we  had  a  step-up.     I  have  forgotten  how  much  it  was.     In  other  words, 
the  other  banks  in  the  group  did  not  come  in  on  the  same  level  Harris,  Forbes  did. 
We  had  a  step-up. 
2«Id.,  at  23445-6. 
»«Id.,  at  27186-7,  27200.     Mr.  Burroughs  testified  (id.,  at  23484)  : 

Q.  What  was  your  primary  function  after  you  became  a  senior  partner? 
A.   I  negotiated  the  purchase  of  securities  that  the  Ann  was  going  to  distribute. 
He  also  testified  (id.,  at  23435)  : 

Q.  Mr.  Burroughs,  what  did  you  personally  do  in  connection  with  the  Eastern 
Utilities  Investing  Corporation  debenture  issue  of  1929  and  the  planning  of  it  and 
the  consummation  of  it? 

A.   Well,  I  handled  the  negotiations  and  directed  the  setting  up  of  the  deal ;  it  was 
handled  under  my  supervision  as  far  as  the  banking  syndicate  was  concerned. 
s»oid.,  at  23445. 

153373— 40— pt.  3 44 
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issue  originated  soon  after  the  beginning  of  the  year  1929.-^^  As  will 
be  indicated  in  more  detail  hereafter,  the  System  was  to  raise  cash 
for  its  own  purposes  by  having  Eastern  Utilities  Investing  Corpo- 
ration, an  investment  company,  take  advantage  of  the  then  prevail- 
ing popular  appeal  of  investment  trusts  and  sell  a  large  debenture 
issue  to  the  public.  Associated  Gas  &  Electric  System,  through 
Eastern  Utilities  Investing  Corporation,  was  tapping  an  additional 
source  of  public  funds  a^^riilable  for  investment,  which  was  created 
by  stimulated  public  fervor  for  investment  company  securities. 

F.  S.  Burroughs  testified :  ^^^ 

Q.  Did  you  become  impressed  by  the  development  of  the  investment  trust 
[idea]  in  this  country  and  decide  that  it  might  be  a  good  idea  to  take  that 
into  consideration  in  connection  with  the  issuance  of  securities  by  Eastern 
Utilities  Investing  Corporation? 

A.  You  mean  did  I  personally? 

Q.  Yes. 

A.  Yes;  I  was  very  much  impressed  and  still  am  impressed  with  the  in- 
vestment trust  idea. 

Mr.  Burroughs  admitted  that  Harris,  Forbes  &  Company  was  look- 
ing for  investment  banking  business  and  that  an  issue  of  debentures 
by  Eastern  Utilities  Investing  Corporation  would  furnish  such  busi- 
ness.^^^  He  stated  that  a  company  with  about  $40,000,000  of  port- 
folio securities  would  be  a  good  vehicle  for  issuing  $35,000,000  of 
debentures  and  that  the  resulting  portfolio  of  about  $75,000,000  would 
be  a  very  liberal  protection  for  this  $35,000,000  of  debentures.-^* 
This  debenture  issue'  served  to  facilitate  the  building  up  of  the  Asso- 
ciated Gas  &  Electric  System,  the  function  undertaken  in  1926  by  Mr. 
Burroughs  through  Harris,  Forbes  &  Company.-^^  Eastern  Utilities 
Investing  Corporation  apparently  did  not  issue  these  debentures  be- 
cause it  felt  any  business  need  for  additional  funds  or  pursuant  to  any 
formulated  plan  of  investments  in  diversified  securities.  Mr.  Bur- 
roughs stated  that  when  the  directors  of  Eastern  Utilities  Investing 
Corporation  decided  to  put  out  this  debenture  issue  they  did  not  have 
any  idea  as  to  the  securities  in  which  they  would  invest  the  proceeds. 
Mr.  Burroughs  testified :  ^^^ 

Q.  You  mean  the  directors  of  Eastern  Utilities  Investing  Corporation  didn't 
have  any  idea  when  they  decided  to  issue  these  debentures  as  to  what  securities 
they  would  invest  the  proceeds  in? 

A.  That  is  right. 

He  added :  ^" 

In  other  words,  we  departed  from  the  program  of  raising  cash  for  a  par- 
ticular purpose  and  adopted  a  program  of  raising  cash  for  the  sake  of  raising 
cash. 


251  Mr.  Burroughs  testified  (id.,  at  23458)  :  "*  *  *  you  said  the  debentures  were 
brought  out  in  April  1929.  Then  I  would  say  we  got  the  idea  two  or  three  months  before 
that." 

-52  Id.,  at  23455. 

2"  Mr.  Burroughs  testified  (id.,  at  23459)  :  "*  *  *  And  we  suggested  that  that  com- 
pany would  be  a  good  vehicle  to  market  the  debenture  issue  and  use  the  proceeds  to  still 
further  enlarge  its  portfolio.     We  were  looking  for  business  about  that  time." 

2^  Id.,  at  23543-4. 

2^  Id.,  at  23445-6,  23448. 

2=8  Id.,  at  23545. 

257  Op.  cit.  supra,  note  46,  pp.  1471-2. 
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However,  as  will  be  indicated  in  more  detail  hereafter,  the  subse- 
quent use  of  the  proceeds  of  the  sale  of  these  debentures  clearly  indi- 
cated the  reason  for  their  being  publicly  offered,  i.  e. — to  raise  cash  to  be 
used,  not  by  Eastern  Utilities  Investing  Corporation,  but  by  the  Sys- 
tem which  needed  funds  to  consummate  certain  plans  the  System 
had  undertaken.  The  fact  is  that  the  net  proceeds  of  sale  of  the 
Eastern  Utilities  Investing  Corporation  debentures  to  the  public, 
about  $32,800,000  after  payment  of  approximately  $1,575,000  gross 
commissions  to  the  bankers,  was  turned  over  to  Associated  Gas  and 
Electric  Company.  The  check  to  Eastern  Utilities  Investing  Cor- 
poration from  the  bankers  representing  the  proceeds  of  the  deben- 
tures issue  was  immediately  endorsed  over  to  Associated  Gas  and 
Electric  Company  on  the  day  of  its  receipt,  without  even  being  de- 
posited in  the  bank  account  of  the  Eastern  Utilities  Investing  Cor- 
poration. In  lieu  of  this  cash  Eastern  Utilities  Investing  Cor- 
poration received  from  Associated  Gas  and  Electric  Company,  as 
will  be  indicated  in  more  detail  hereafter,  a  list  of  securities  with  an 
assigned  value  approximately  equivalent  to  the  cash  proceeds.^^^ 

2.  PARTICIPATION  IN  UNDERWRITING 

Harris,  Forbes  &  Company,  which  had  originally  recommended  the 
$35,000,000  debenture  issue,  took  a  60%  participation  in  the  debenture 
underwriting.^^''  Halsey,  Stuart  &  Co.,  Inc.,  which  had  not  thereto- 
fore been  banker  for  the  Associated  Gas  &  Electric  System,  was  al- 
lowed a  40%  participation  in  this  underwriting,  evidently  at  the 
instance  of  Mr.  Hopson.-°° 

The  40%  participation  by  Halsey,  Stuart  &  Co.,  Inc.,  in  the  Eastern 
Utilities  Investing  Corporation  financing  was  arranged  by  Mr.  Hop- 
son  just  before  Halsey,  Stuart  &  Co.,  Inc.  rendered  material  assistance 
to  him  in  connection  with  the  acquisition  in  the  early  part  of  1929  by 
Associated  Gas  and  Electric  Company  of  General  Gas  &  Electric  Cor- 
poration.^''^ 

Both  Harris,  Forbes  &  Company  and  Halsey,  Stuart  &  Co.,  Inc., 
altered  their  policy  of  publicly  offering  only  conservative  bonds  and 

2°8  See  infra,  p.  684,  Use  of  Debenture  Proceeds,  and  pp.  690-1,  Securities  Added  to 
Portfolio  in  Lieu  of  Debenture  Proceeds. 

2^  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3843. 

^Id.,  Commission's  Exhibit  No.  3843.  In  a  letter  dated  March  19,  1929,  addressed  to 
H.  C.  Hopson,  C.  B.  Stuart  stated  :  "We  sincerely  appreciate  the  forty  percent  interest 
that  we  received,  and  I  know  you  had  a  lot  to  do  with  this."  Mr.  Burroughs  testified 
(id.,  at  23475)  : 

Q.  Did  you  have  any  discussion  with  Mr.  Hopson  as  to  whether  Halsey,  Stuart  & 
Company  should  take  part  in  the  underwriting  of  the  Eastern  Utilities  Investing 
Corporation  debentures? 

A.   You  mean  should  be  offered? 
Q.  Yes. 

A.  Naturally  I  would  have  to  [ask]  Halsey,  Stuart  whether  thev  would  take  it, 
but  I  most  certainly  talked  with  Mr.  Hopson  about  inviting  Halsey,  Stuart  to  join 
in  the  business. 

Q.  Hid  Mr.  Hopson  suggest  it  to  you? 
A.  I  don't  remember  who  suggested  it.  Very  probably. 
Mr.  Charles  B.  Stuart  testified  that  Halse.v,  Stuart  &  Co.,  Inc.  also  had  "written  calls 
on  all  of  General  Gas  &  Electric  Corporation's  underwritings.  *  *  *  Those  were 
still  in  effect  after  the  Associated  acquired  General  Gas.  *  *  *  My  recollection  is 
that  they  covered,  those  calls  covered,  all  the  bond  financing  and  probably  all  the  pre- 
ferred stock  financing  of  the  underlying  companies  of  the  holding  company  [General  Gas 
&  Electric  Corporation]."      (Id.,  at  27320.) 

^  Id.,  at  27329-35.  For  more  detailed  discussion  of  this  acquisition  -of  control,  see 
infra,  pp.  673-4. 
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debentures  early  in  1929  so  as  to  embark  on  a  policy  of  publicly  dis- 
tributing more  speculative  noncollateralized  debentures  as  well  as 
junior  securities.-*'^  xhe  underwriting  of  these  debentures  of  Eastern 
Utilities  Investing  Corporation  marked  the  change  in  Harris,  Forbes 
&  Company's  policy.^''^  Halsey,  Stuart  &  Co.,  Inc.,  had  just  under- 
written one  debenture  issue  of  Insull  Utility  Investments,  Inc.,  an 
investment  company  organized  by  Mr.  Samuel  InsuU.-'^^ 

Even  though  no  property  or  collateral  was  pledged  to  secure  the 
debentures  of  Eastern  Utilities  Investing  Corporation,  Mr.  Stuart 
testified  that  at  the  time  his  firm  believed  these  debentures  were  as 
safe  an  investment  as  the  collateralized  bonds  which  they  had  been 
handling  in  the  past,  principally  because  of  "the  tremendous  diversifi- 
cation of  their  [the  investment  companies']  assets  and  the  diversifica- 
tion of  income."  -^^ 

Mr.  Stuart  testified  r^^^ 

Q.  What  did  you  consider  were  the  factors  which  made  the  investing  company 
debentures  in  your  opinion  as  safe  as  the  securities  you  had  been  handling  in  the 
past? 

A.  I  think  one  of  the  principal  reasons  was  the  tremendous  diversification  of 
their  assets  and  the  diversification  of  income. 

However,  when  examined  on  the  actual  diversification  of  the  port- 
folio of  Eastern  Utilities  Investing  Corjjoration  as  compared  with 
statements  in  his  firm's  oifering  circular,  Mr.  Stuart  testified:-''"^ 

I  think  anyone  reading  that  circular  would  have  the  right  to  expect  there  was 
a  greater  diversification  than  there  actually  was. 


«'2  Id.,  at  23463,  23448-9,  27210-4,  27304. 

283  Mr.  Burroughs  stated  (id.,  at  23463)  :  "It  was  a  little  new  for  Harris,  Forbes  & 
Company  and  they  didn't  want  to  take  the  entire  liability."    Also  see  text  supra. 

Harry  M.  Addinsell,  then  a  partner  of  his  in  the  Harris,  Forbes  &  Company  under- 
writing department  and  now  Chairman  of  the  Executive  Committee  of  the  First  Boston 
Corporation,  testified  (id.,  at  27210-14)  : 

A.  *  *  *  there  was  a  radical  drop  from  1928  to  1929  in  the  amount  of  fixed 
interest  obligations  which  Harris,  Forbes  &  Company  was  underwriting  *  *  * 
involved  in  it  was  a  change  in  policy  on  the  part  of  the  firm  which  had  up  to  the 
later  20's  *  *  *  confined  its  activities  to  handling  bonds  and  debentures, 
*  *  *  and  in,  I  think,  1929  we  changed  that  policy  and  added  more  speculative 
securities. 

Q.  The  Eastern  Utilities  Investing  Corporation  debentures  weren't  as  safe  as  the 
securities  which  the  public  was  accustomed  to  thinking  of  Harris,  Forbes  &  Company 
underwriting  in  prior  years  ? 

A.  They  were  a  different  type  of  security  ;  yes. 

Q.  And  they  weren't  as  safe? 

A.  No. 

******* 

Q.  You  would  say  this  would  you  not,  that  Harris,  Forbes  &  Company's  reputation 
built  up  on  the  safer  types  of  issues  which  it  had  recommended  [in  the' past],  helped 
greatly  in  selling  the  Eastern  Utilities  Investing  Corporation  debentures? 

A.  Well,  I  suppose  it  did. 

««  Id.,  at  27348.  Mr.  Stuart  of  Halsey,  Stuart  &  Co.,  Inc.,  also  testified  (id.,  at 
27349-50)  : 

Q.  I  show  you  volume  2,  of  American  Underwriting  Houses  and  their  Issues  covering 
the  period  from  November  1,  1928,  to  December  31,  1929,  and  direct  vour  attention 
to  Page  123,  where  it  is  stated  that  in  .lanuary  1929,  Halsev,  Stuart  &  Co.,  Inc., 
underwrote  by  itself  with  no  associates,  $6,000,000  principal  amount  of  Insull  Utility 
Investments.  Inc.  Debenture  5's  A  of  January  1,  1949,  with  stock  purchase  warrants 
having  an  offering  price  of  $100,  and  I  will  ask  you  if  that  refreshes  your  recollec- 
tion as  to  the  date  when  you  first  underwrote  a  debenture  issue  of  an  investing  com- 
pany? 

A.  Yes  ;   that  is  tbe  first  issue  of  that  type  we  ever  underwrote. 
28-'  Id.,    at    27350.      C.    B.    Stuart    testified    that    Insull    Utilities    Investments,    Inc.'s    in- 
denture for  the  debentures  which  his  firm  had  distributed  to  the  public  was  even  looser 
than  the  indenture  of  Eastern  Utilities  Investing  Corporation.      (Id.,  at  27450.) 
^6  Id.,  at  27350  and  27290. 
^■^  Id.,  at  27356. 
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3.  SPECIAL  AUDIT  REPORTS  PREPARED  FOR  BANKERS' 
USE  WITH  RESPECT  TO  DEBENTURE  ISSUE 

Financial  statements,  including  a  balance  sheet  as  at  January  31, 
1929,  income  account  and  list  of  the  company's  investments,  were 
prepared  by  Haskins  &  Sells,  the  Associated  System's  auditors,  for 
the  bankers'  use  in  connection  with  the  sale  of  the  debentures.  These 
reports  were  kept  current  from  January  to  March  1929,  and  were 
available  for  preparation  of  the  prospectus.  Mr.  Burroughs,  who 
was  more  familiar  with  the  affairs  of  the  company  than  any  mem- 
ber of  Halsey,  Stuart  &  Co.,  Inc.,-««  testified :-«» 

Q.  Wasn't  this  auditor's  report,  Exhibit  3780  for  identification,  made  up  for 
the  express  purpose  of  this  Eastern  Utilities  Investing  Corporation  debenture 
issue? 

A.  I  feel  sure  it  was  and  I  feel  sure  it  was  made  up  so  that  the  bankers 
could  have  in  their  files  an  audit  as  of  the  date  corresponding  to  the  statements 
in  the  circular.^'" 

4.  THE  UNDERWRITING  AGREEMENT 

On  March  15,  1929,  the  underwriting  agreement  between  Eastern 
Utilities  Investing  Corporation,  as  issuer,  and  Harris,  Forbes  & 
Company,  as  banker  and  underwriter,  was  executed.  By  the  terms 
of  this  agreement  the  banker  purchased  $10,000,000  principal  amount 
of  the  5%  gold  debentures  due  March  15,  1954,  with  Class  A  common 
stock  purchase  w^arrants  attached  thereto,  to  be  sold  to  the  public 
at  a  price  of  98%  of  their  principal  amount  and  accrued  interest 
to  date  of  delivery;  and  also  secured  an  option  to  purchase  the  bal- 
ance of  the  authorized  issue,  to  wit,  $25,000,000  principal  amount. 
Eastern  Utilities  Investing  Corporation,  over  the  signature  of  its 
president,  H.  C.  Hopson,  agreed  to  pay  the  bankers  41^%  of  thei 
principal  amount  upon  acceptance  of  the  debentures  and  payment 
of  the  purchase  price  of  98%  by  the  bankers.-'^ 

Associated  Gas  and  Electric  Securities  Company,  Inc.,  an  entirely 
controlled  subsidiary  of  Associated  Gas  and  Electric  Company, 
agreed  to  buy  any  part  of  the  $25,000,000  of  debentures  optioned  to 
the  bankers  which  were  not  taken  up  by  them.  However,  this  under- 
writing agreement  never  became  effective  because  Harris,  Forbes  & 
Comimn}"  and  Halsey,  Stuart  &  Co.,  Inc.  sold  the  entire  $35,000,000 
and  exercised  the  option  to  take  the  entire  issue."^-  In  so  doing, 
they  obtained  a  gross  spread  or  commission  of  41/2  points  on  $25,000,- 
000  as  to  which  they  assumed  no  underwriting  risk.-^^ 

The  price  to  the  j^ublic  was  98,  with  a  gross  commission  of  4I/2 
points   to    the    banker,-'*   or    an    anticipated    gross    commission    of 

=88  Id.,  at  27200. 

»3Id.,  at  23524-5. 

^'^A  more  detailed  discussion  of  the  statement.?  contained  in  tliat  circular  and  the 
character  thereof  appears  in  intra,  pp.  674-82,  The  Offering  Circular. 

"1 A  copy  of  this  agreement  is  shown  in  op.  cit.  supra,  note  6,  Commission's  Exhibit 
No.  3771   (Part  V,  Item  41c). 

2'2  Id.,  Commission's  Exhibit  No.  3771,  Part  V,  page  22.     See  also  id.,  at  27131. 

='Md.,  at  23471. 

"*  Id.,  at  23464  and  23471. 
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$1,575,000.  As  preA'ioiisly  mentioned,  Halsey,  Stuart  &  Co.,  Inc.,  was 
given  a  40%  participation  in  this  underwriting  agreement  and 
Harris,  Forbes  &  Company  therefore  received  the  balance  of  the  gross 
commissions,  ahnost  $1,000,000. 

5.  THE  OFFERING  CIRCULAR 

a.  General 


The  debentures  were  offered  to  the  public  on  or  about  March  19, 
1929,  shortly  after  the  underwriting  agreement  was  executed."^ 

The  first  draft  of  the  circular  offering  $35,000,000  of  Eastern  Utili- 
ties Investing  Corporation  debentures  was  probably  prepared  by  em- 
ployees of  one  of  the  Hopson  service  companies,^'^  and  went  through 
many  revisions  at  the  hands  of  the  bankers.-'J  Evidently  the  bank- 
ers were  considered  best  qualified  to  determine  the  contents  of  the 
circular  because  they  were  considered  most  expert  in  securities  sales 
appeal. 

Mr.  Stix  testified :  ^'^ 

Q.  Well,  the  services  which  the  bankers  were  supposed  to  be  best  qualified 
to  render  were  the  services  of  selling  the  securities ;  is  that  not  right  ? 

A.  That  is  right. 

Q.  And  therefore  is  it  not  true  that  their  advice  was  given  as  to  what  type 
of  securities  would  be  most  favorable  to  the  public? 

A.  Yes. 

Q.  And  as  to  the  method  in  which  those  securities  should  be  presented  to 
the  public? 

A.  Yes.  They  knew  their  own  customers  and  they  knew  what  type  of  people 
they  were  dealing  with,  so  they  were  in  a  good  position,  as  good  if  not  better 
than  Associated,  to  determine  the  type  of  information  which  should  be  furnished 
to  their  customers. 

The  proofs  of  the  circular  were  distributed  to  the  lawyers,  represent- 
atives of  the  bankers'  group,  and  various  people  in  the  Associated 
management  so  that,  when  completed,  it  would  reflect  the  consensus 
of  their  ideas. "^ 

The  bankers,  as  well  as  the  management,  had  before  them  a  current 
list  of  the  portfolio  of  Eastern  Utilities  Investing  Corporation  pre- 
pared by  the  company's  management,^^°  and  also  a  draft  of  a  Haskins 

^^  Id.,  Commission's  Exliibit  No.  3851  indicates  March  19,  1929,  as  tlie  date.  Mr. 
Burroughs  testified  :  "I  might  suggest  that  the  date  of  the  circular  will  probably  show 
the  date  of  the  offer — The  letter  and  circular  is  dated  March  18."  (Id.,  at  23489.)  The 
circular  is  in  Commission's  Exhibit  No.  3771.  The  advertisement  of  the  issue  appeared 
in  The  New  York  Times  of  March  19,  1929. 

2^*  Id.,  at  25022-5.  Cf.  the  usual  procedure  of  Harris,  Forbes  &  Company  as  outlined 
in  op.  cit.  supra,  note  46,  p.  1722. 

s^'Op.  cit.  supra,  note  6,  at  25023.  Mr.  Burroughs  testified  (id.,  at  23499)  :  "*  ♦  * 
Counsel  might  change  it  [the  circular]  very  radically,  or  people  in  our  department  might 
change  the  phraseology  very  radically     *     *     *." 

"8  Id.,  at  25022-3. 

2^9  Id.,  at  25023-5. 

2»»Mr.  Burroughs  testified  (id.,  at  23521)  :  "*  *  *  we  were  fully  advised  as  of  the 
makeup  of  the  portfolio  as  of  the  date  of  offering."  (See  also  id.,  at  27187,  27192,  and 
op.  cit.  supra,  note  46,  pp.  1719-20.) 
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&  Sells  audit  of  the  company.^^^  The  circular  was  meticulously 
studied  and  went  through  many  drafts.-^-  The  same  circular  was 
issued  separately  over  the  name  of  Harris,  Forbes  &  Company  and 
over  the  name  of  Halsey,  Stuart  &  Company,  Inc.  The  Harris, 
Forbes  &  Company  copies  bore  the  legend  "We  recommend  these 
debentures  for  investment."  -®^  The  same  legend  appeared  over  the 
names  of  both  underwriters  in  the  newspaper  advertisement. 

b.  Representation  as  to   Age   of   Eastern  Utilities  Investing 

Corporation 

The  offering  circular  contained  the  statement :  ^®* 

Eastern  Utilities  Investing  Corporation  (formerly  Pennsylvania  Electric  Cor- 
poration) was  organized  in  1922  under  the  laws  of  the  State  of  Delaware.  It 
is  engaged  primarily  in  the  business  of  acquiring  and  holding  for  long-term 
investment,  securities  deriving  their  income  from  public  utility  and  allied  enter- 
prises. 

This  statement  carried  the  implication  that  the  company  had  been 
an  investing  company  for  seven  years  (1922  to  1929)-*^  when  actu- 
ally it  had  been  such  a  company  for  only  two  years  (1927  to  1929).^^^ 
The  annual  report  for  the  year  1929  gave  the  same  impression  directly. 
It  stated :  -" 

Eastern  Utilities  Investing  Corporation  (formerly  Pennsylvania  Electric  Cor- 
poration) was  organized  *  *  *  for  the  purpose  of  acquiring  and  holding 
for  long-term  investment,  securities  deriving  their  income  from  public  utility 
and  allied  enterprises. 

Since  Eastern  Utilities  Investing  Corporation  was  not  well  known  to 
the  public,^*®  the  circular  gave  the  company  the  semblance  of  a  sea- 
soned compan}^  with  established  investment  policies.  This,  coupled 
with  the  current  earnings  statement  which  would  indicate  these 
policies  had  been  successful,  may  have  been  of  material  aid  in  selling 
the  securities.  A  well-seasoned  investment  company  with  a  success- 
ful existence  over  a  period  of  years  might  well  present  a  more  attrac- 
tive picture  to  an  investor  than  a  newer  organization. 

281  Mr.  Burroughs  testified  (op.  cit.  supra,  note  6,  at  23.500-1)  : 

Q.  Now  what  additional  information  about  Eastern  Utilities  Investing  Corporation 
did  Harris,  Forbes  obtain  ? 
A.   Oh,  auditors'  statements. 
Q.   Statements  from  Haskins  &  Sells? 
A.  Yes;  and  many  statements  from  the  company's  own  auditors     *     *     *. 

282  The  proofs  of  the  circulars  were  gone  over  some  25  or  possibly  30  times.  (Id.,  at 
25023.) 

2»3  Id.,  Commission's  Exhibit  No.  3771,  Part  I.  George  D.  Woods,  who  Avas  Mr.  Bur- 
roughs' assistant,  testified  (id.,  at  27136)  ;  "*  *  *  j  don't  ever  remember  Harris, 
Forbes  getting  out  a  circular  without  having  that  phrase  in  it." 

28*  Ibid. 

=*«  Id.,  at  27177-9,  27193-5. 

288  This  report  has  already  indicated  that  the  company  was  dormant  from  1922  to  1924 
and  was  a  public  utility  holding  company  from  1924  to  1927.  Mr.  Burroughs  testified 
(id.,  at  23314)  :  "I  had  always  considered  that  Eastern  Utilities  Investing  Corporation 
started  fresh  when  it  took  the  name  of  Eastern  Utilities  Investing  Corporation  and, 
simply  its  corporate  existence  derived  from  an  old  charter,  instead  of  starting  with  a 
brand  new  charter  ;  a  company  m  hich  had  been  incorporated  back  in  1922  was  revised 
and  used.  What  its  assets  may  have  been,  or  what  its  activities  may  have  been  In  early- 
years,  I  never  cared  or  paid  any  attention  at  all." 

28^  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

=*8Id.,  at  27193. 
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c.  Representation  as  to  Diversification 

The  circular  further  stated  :  ~^^ 

The  Corporation  diversifies  its  investments  among  the  securities  of  a  number 
of  public-utility  and  allied  enterprises. 

As  a  matter  of  fact,  at  July  31,  1927,^"°  when  the  company  first  be- 
came an  investment  company,  over  90%  of  the  total  of  the  corpora- 
tion's investments  was  in  securities  of  the  Associated  Gas  &  Elec- 
tric System. -^^  On  March  31,  1929,  immediately  before  offering  the 
debentures,  over  65%  of  the  Corporation's  portfolio  consisted  of 
^'System"  securities.^^^  And  just  after  the  circular  had  been  issued, 
the  proceeds  of  the  sale  of  the  debentures  were  turned  over  to  As- 
sociated Gas  and  Electric  Company,  which  turned  over  to  Eastern 
Utilities  Investing  Corporation  for  this  cash  a  list  of  "System"  se- 
curities. These  additional  "System"  securities  raised  the  percentage 
of  the  portfolio  invested  in  securities  of  companies  in  the  Associated 
Gas  &  Electric  System  to  over  84:%.-^^  Thereafter  the  diversifica- 
tion was  further  decreased  and  by  the  end  of  1931  virtually  only  Asso- 
ciated Gas  and  Electric  Company  securities  were  in  the  portfolio  of 
Eastern   Utilities   Investing   Corporation.-^*    Mr.    Stix   testified : '^^^ 

Q.  Well,  it  [the  circular]  stressed  investments  in  companies  outside  of  the 
System;  is  that  not  right? 

A.  It  made  no  real  distinction  in  the  way  it  was  presented  to  give  the  reader 
some  idea  of  the  percentage  of  Eastern  Utilities  Investing  Corporation  hold- 
ings in  Associated  System  Companies  as  compared  with  companies  that  had 
no  connection  with  the  Associated.  There  was  no  way  of  telling  from  the  cir- 
cular, as  I  remember  it  now,  that  70  or  75  percent  of  the  securities  or  income 
of  Eastern  Utilities  Investing  Corporation  originated  from  companies  in  the 
Associated  System. 

Q.  And  that  was  approximately  the  fact,  was  it  not? 

A.  Yes. 

The  circular  also  set  forth  a  list  of  twenty-three  companies  which 
were  claimed  to  be :  ^^^ 

Some  of  the  more  important  companies,  from  whose  general  operations  the 
dividend  and  interest  income  of  the  Corporation  is  directly  or  indirectly  de- 
rived.    *     *     * 


^M.,  Commission's  Exhibit  No.  3771,  Part  I. 

"^  See  supra,  pp.  650-62,  Securities  Received  from  Associated  Gas  and  Electric  Company 
in  Lieu  of  Due  Bill. 

2®i  This  was  tlie  date  when  Eastern  Utilities  Investing  Corporation  became  an  investment 
jompany. 

2»2  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3805  shows  the  portfolio  as  of 
January  31,  1929,  February  28.  1929,  and  March  31,  1929.  As  of  March  31,  1929,  "Sys- 
tem" securities  amounted  to  $32,000,000  out  of  a  total  of  $48,000,000. 

-"3  See  infra,  pp.  701-2,  Portfolio  in  April  1929.  Harry  M.  AddinseU,  formerly  a  partner  of 
Mr.  Burroughs  in  the  underwriting  department  of  Harris,  Forbes  &  Company  and  now  chair- 
man of  the  Executive  Committee  of  The  First  Boston  Corporation,  testified,  "I  would  he  sur- 
prised that  the  percentage  was  as  large  as  that."  (Id.,  at  27189.)  He  said  this  although 
later  he  said  it  Avas  the  general  practice  for  an  underwriting  department  to  become 
familiar  with  the  use  to  which  proceeds  of  a  proposed  issue  were  to  be  put.  (Id.,  at 
27817.) 

-"^  See  supra,  pp.  661-2,  Investment  in  Associated  Gas  and  Electric  Company  8eo^l/rities. 

^'  Op,  cit,  supra,  note  6,  at  25028-9. 

299  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 
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This  list  did  not  contain  the  securities  of  Gas  and  Electric  Associates, 


although  Eastern  Utilities  Investing  Corporation  had  an  investment 
in  that  company  of  $8,400,000 ;  -^~  nor  of  Utility  Management  Corpora- 
tion (formerly  Managing  and  Investing,  Inc.),  in  which  Eastern 
Utilities  Investing  Corporation  had  an  investment  of  $5,000,000;  nor 
of  Consumers  Construction  Company,  in  vhich  Eastern  Utilities 
Investing  Corporation  had  an  investment  of  $5,000,000.  Mr.  Addin- 
sell,  then  a  partner  in  the  underwriting  end  of  Harris,  Forbes  &  Com- 
I^any,  testified  that  the  list  should  have  included  them.-^^  The  list, 
however,  did  include :  -°^ 

General  Gas  &  Electric  Corporation. 
New  Jersey  Power  and  Light  Company. 
Consolidated  Gas  Company  of  New  York. 
Edison  Electric  Illuminating  Company  of  Boston. 
United  Gas  Improvement  Company. 
Metropolitan  Edison  Company. 

These  companies  were  six  well-known  companies,  but  Eastern  Utili- 
ties Investing  Corporation  had  a  total  investment  of  only  $136,476  in 
these  securities.  In  fact,  Eastern  Utilities  Investing  Corporation  had 
no  investment  at  all  in  three  of  these  six  companies  up  to  March  31, 
1929,^°°  and  never  had  any  securities  of  New  Jersey  Power  and  Light 
Company  or  Metropolitan  Edison  Company. "°^ 


»^Mr.  Burroughs  testified  (id.,  at  23542-3)  : 

Q.  How  much  did  Eastern  Utilities  Investing  Corporation  have  invested  in  Gas  and 
Electric  Associates? 
A.   $8,400,000. 

Q.  Gas  and  Electric  Associates  was  not  mentioned  in  the  list  of  companies  on  the 
circular,  was  it? 
A.  No. 

Q.  And  yet  the  investment  of  Eastern  Utilities  Investing  Corporation  in  Gas  and 
Electric  Associates  was  about  $8,000,000  and  the  investment  in  Consolidated  Gas  of 
New  York  was  about  .$23,000? 

A.  That  is  right,  and  I  might  point  out  that  $32,000,000  of  cash  was  not  mentioned 
here. 
(N.  B.  The  corporation  did  not  have  $32,000,000  of  cash.  Mr.  Burroughs  evidently  had 
in  mind  the  debenture  proceeds  paid  some  two  weeks  later  to  Associated  Gas  and  Electric 
Company  by  the  bankers'  check  which,  though  payable  to  Eastern  Utilities  Investing 
Corporation,  was  endorsed  over  the  day  it  was  delivered.) 
2»«Id.,  at  27192. 

2»«  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

soo  Id.,  Commission's  Exhibit  No.  3805  indicates  Eastern  Utilities  Investing  Corporation's 
investment  in  these  six  companies  as  at  March  31,  1929,  as  follows  : 

General  Gas  &  Electric  Corporation 0 

New  Jersey  Power  and  Light  Company 0 

Consolidated  <.ias  Company  of  New  York $22,  026 

Edison  Electric  Illuminatint;-  Company  of  Boston 96,  000 

United   Gas   Improvement   Company IS,  450 

Metropolitan  Edison  Company 0 

136,476 
The  total  investment  of  $136,476  in  these  six  companies  on  the  list  was  less  than  %o  of 
1  percent  of  the  portfolio  valued  at  ,the  time  at  about  $47,000,000  and  much  less  than  710  of 
1  percent  of  the  April  3  portfolio,  valued  at  about  $80,000,000. 

Although  the  issuing  company  soon  invested  a  majority  of  the,  debenture  proceeds  in 
stock  of  General  Gas  &  Electric  Corporation,  the  circular's  reference  to  General  Gas  did 
not  purport  to  be  on  a  pro  forma  basis. 

»»i  Id.,  Commission's  Exhibits  No.  3771,  Part  VII,  Table  32,  and  No.  3805.  Mr.  Burroughs' 
assistant,  George  D.  Woods,  testified  (id.,  at  27152—5)  : 

Q.  Now,  the  prospectus  contains  the  list  of  companies  which  are  called  some  of  the 
more  important  companies  from  whose  general  operations  the  dividend  and  interest 
income  of  the  corporation  is  directly  or  indirectly  derived,  isn't  that  right  ? 
A.   That  is  correct. 

Q.  Now,  among  those  companies  is  listed  Metropolitan  Edison  Company  ;  the  New 
Jersey  Power  and  Light  Company,  isn't  that  right? 
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Contrary  to  the  circular's  express  statement  that  New  Jersey 
Power  and  Light  Company  and  Metropolitan  Edison  Company  were 
among  "some  of  the  more  important  companies,  from  whose  general 
operations  the  dividend  and  interest  income  of  the  Corporation  is 
directly  or  indirectly  derived,"  the  Eastern  Utilities  Investing  Corpo- 
ration never  received  any  dividends  or  interest  directly  or  indirectly 
from  these  companies.  New  Jersey  Power  and  Light  Company  and 
Metropolitan  Edison  Company  were  indirect  subsidiaries  of  General 
Gas  &  Electric  Corporation,^"^  which  had  just  recently  become  a 
subsidiary  of  Associated  Gas  and  Electric  Company,  if  any  "divi- 
dend" or  "interest  income"  had  been  derived  by  Eastern  Utilities 
Investing  Corporation  from  either  New  Jersey  Power  and  Light 
Company  or  Metropolitan  Edison  Company,  it  would  have  had  to 
"filter"  through  subholding  companies  and  through  dividends  on 
Class  A  stock  of  Associated  Gas  and  Electric  Company  held  by 
Eastern  Utilities  Investing  Corporation.     However,  the  two  oper- 

A.  That  is  correct, 

Q.  Will  you  consult  tlie  list  of  investments  in  the  audit  report  and  see  if  either 
of  those  two  companies  were  in  the  portfolio  of  Eastern  Utilities  Investing  Corpora- 
tion at  January  31,  1929? 

A.   I  don't  see  them. 

Q.  Will  you  refer  to  Exhibit  Volume  8,  Exhibit  3805.  which  has  been  identified  as 
showing  the  portfolio  of  Eastern  Utilities  Investing  Corporation  at  February  28,  1929, 
and  at  March  31,  1929,  and  state  whether  either  of  those  two  companies  is  contained 
in  the  portfolio  at  either  of  those  dates? 

A.   I  don't  see  them. 

Q.  Wouldn't  you  consider  it  misleading  to  the  public  investors  to  list  in  the  pros- 
pectus preceded  by  the  language  that  is  there,  those  two  companies  when  Eastern 
Utilities  Investing  Corporation  did  not  have  any  of  their  securities  in  its  portfolio? 

A.   Why,  yes  ;  they  shouldn't  Iiave  been  included. 

Q.  The  prospectus  also  lists  United  Gas  Improvement  Company  as  being  one  of  the 
companies,  isn't  that  right? 

A.   That  is  right. 

Q.  What  was  the  amount  of  Eastern  Utilities  Investing  Corporation's  investment 
in  IJnited  Gas  Improvement  Company  at  the  end  of  Januaiw  1929? 

A.   $19,000. 

Q.   Was  their  investment  about  the  same  at  February  2Sth  and  March  31st,  1929? 

A.   Yes  ;  according  to  these  statements,  it  was. 

Q.  Don't  you  consider  it  misleading  to  mention  a  prominent  companj'  like  United 
Gas  Improvement  Company  in  the  prospectus  when  Eastern  Utilities  Investing  Cor-, 
poration's  investment  in  it  was  only  §19,000? 

A.   Yes  ;  I  think  the  language  is  a  little  unfortunate. 

Q.  Edison  Electric  Illuminating  Company  of  Boston  is  listed  in  the  prospectus,  is 
it  not  ? 

A.  Y'es  :  it  is. 

Q.  What  was  Eastern  Utilities  Investing  Corporation's  investment  in  that  company? 

A.  According  to  this  Ilaskins  and  Sells  statement.  $95,700. 

Q.  And  the  investment  was  the  same  at  the  end  of  February  and  the  end  of  March 
1929,   is  that  right? 

A.  Yes  ;  it  was. 

Q.  And  similarly  wasn't  it  misleading  to  list  that  company? 

A.   Well,  it  certainly  could  have  been  made  much  clearer. 

Q.   Consolidated  Gas  Company  of  New  York  is  listed  in  the  prospectus,  is  it  not? 

A.  Yes. 

Q.  And  what  was  the  amount  of  Eastern  Utilities  Investing  Corporation's  invest- 
ment in  it? 

A.  $23,175. 

Q.  Isn't  it  obvious  that  the  purpose  of  that  list  of  companies  in  the  prospectus 
was  to  impress  the  public  with  the  importance  of  the  companies  in  which  the  prospectus 
said  Eastern  Utilities  Investing  Corporation  had  investments? 

A.  I  guess  that  is  a  fair  statement.  I  don't  know  what  the  purpose  of  the  thing 
was,  unless  it  was  that. 

Q.  The  public  investors  would  think  from  reading  that  list  that  Eastern  Utilities 
Investing  Corporation  had  very  substantial  investments  in  those  companies,  isn't  that 
right? 

A.  Well,  he  might  have  had  that  impression.  Of  course,  I  do  not  want  to  quibble 
about  words,  but  it  doesn't  say  anything  about  "substantial"  and  maybe  it  is  .iust  a 
happenstance  that  Associated  begins  with  "A",  but  the  first  name  on  the  list  is 
Associated. 

Q.  Would  vou  approve  of  a  prospectus  containing  a  list  like  that? 

A.  Today? 

Q.  Yes. 

A.  No. 

302  Id.,  Commission's  Exhibit  No.  3820. 
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ating  companies  sent  no  income  up  the  line,  but  capitalized  it,  which 
Mr.  Burroughs  said  amounted  to  "the  same  thing."  ^°^ 

The  effect  of  this  list  was  to  give  the  misleading  impression  that 
the  corporation's  portfolio  was  diversified  among  some  of  the  best- 
known  utility  companies  in  the  country  and  so  to  heighten  the  im- 
pression created  by  the  preceding  statement  that  "the  corporation 
diversifies  its  investments."  ^^^    Mr.  Stix  testified :  ^°^ 

A.  You  might  conclude  from  this  circular  that  Eastern  Utilities  Investing 
Corporation  had  securities  in  each  of  the  companies  listed. 

Q.  You  could  not  conclude  anything  else,  could  you? 

A.  Well,  I  suppose  if  you  were  not  as  familiar  as  I  am  with  it,  you  prob- 
ably would  not  conclude  anything  else  from  it.  I  think  that  was  set  up  in 
Aery  poor  form. 

Q.  And  in  a  very  misleading  form ;  is  that  not  right? 

A.  I  think  it  is  open  to  complete  misunderstanding  as  to  precisely  what  the 
facts  were. 

Q.  The  New  Jersey  Power  and  Light  Company  and  the  Metropolitan  Edison 
Company  were  well  known  in  the  mind  of  the  public,  were  they  not? 

A.  I  believe  they  were. 

Q.  The  circular  would  give  the  impression  that  Eastern  Utilities  Investing 
CoiTporation  had  investments  in  those  companies,  whereas  actually  it  did  not 
have  any  such  investments;  is  that  not  right? 

A.  Well,  it  did  not  up  to  March  31,  but  I  wonder  whether  this  list  here  was 
not  intended  to  give  effect  to  the  investments  which  it  would  have  when  the 
securities  were  sold  and  paid  for. 

Q.  Mr.  Burroughs  testified  the  circular  was  issued  on  March  18;  it  does  not 
say  that  the  companies  it  lists  were  after  giving  effect  to  future  acquisitions, 
does  it? 

A.  No ;  it  does  not.  ' 

Q.  So  the  circular  was  strictly  misleading,  was  it  not? 

A.  Well,  I  think  it  could  mislead  a  person. 

Nor  was  stock  of  New  Jersey  Power  and  Light  Company  and  Metro- 
politan Edison  Company  thereafter  acquired.^"^ 

3«  Op.  cit.  supra,  note  46,  p.  2066. 

3W  Mr.  Woods  testified  (op.  cit.  supra,  note  6,  at  27158-9,  27161,  and  2716.3)  : 

Q.   WiU  you  look  at  Exhibit  3S42,  a  wire  dated  March  Vi,  W2Q    that  is  a  photostat 
of  a  wire  which  you  personally  sent  to  someone  in  the  Chicago  office,  isn't  that  right? 
A.  That  is  right. 

Q.   Will  you  read  that  into  the  record? 

A.  This  is  to  "R.  M.  P.,  Chicago ;  referring  to  16  to  J.  A.  L.,  approximately 
.$.5,000,000  on  the  basis  of  present  markets  of  Associated  Gas  and  Electric  Class  A  is 
included  in  Eastern  Utilities  assets  of  .$81,000,000  stop.  This  is  confidential  stop. 
As  a  matter  of  fact,  this  is  a  temporary  investment  as  the  management  of  Eastern 
Utilities  does  not  conceive  it  to  be  that  company's  policy  to  invest  in  securities  of 
Associated  Company  excepting  in  a  very  limited  way  stop.  Primary  ob.iect  of  Eastern 
Utilities  is  to  invest  in  minorities  of  other  large  and  important  utility  systems." 

*  *  *  m  *  *  * 

Q.   *      *      *     What  was  the  basis  for  your  making  that  statement? 
■A.   I  must  have  gone  in  and  talked  to  Burroughs,  or  I  must  have  gotten  it  from 
the  company. 

*  *     '  *  *  *  *  * 

Q.  As  a  matter  of  fact  of  the  portfolio  which  Eastern  Utilities  Investing  Corporation 
had  immediately  after  the  investment  of  its  debenture  proceeds,  practically  three- 
fourths  of  its  portfolio  was  in  securities  of  Associated  Gas  and  Electric  Com'pany  or 
its  newly  acquired  subsidiary.  General  Gas  and  Electric  Corporation,  isn't  that  right? 

A.   I  didn't  get  that. 

(The  reporter  thereupon  read  the  pending  question  as  recorded.) 

The  WiTXiiSs.  Yes. 
80=  Id.,  at  24692-3. 

8»8  See  supra,  pp.  677-8. 
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Mr.  Burroughs  of  Harris,  Forbes  &  Company  admitted  that  he 
would  not  now  think  of  publishing  such  a  list  without  including  the 
amounts  invested  in  each  company.s°^  jjig  partner,  Harry  M.  Ad- 
dinsell,  testified  that  it  would  now  be  considered  bad  practice.^^^  Mr. 
Burroughs'  assistant  admitted  that  it  was  misleading.=5°^  Mr.  Stuart 
of  Halsey,  Stuart  &  Co.,  Inc.,  testified  that  the  list  must  have  been 
"carelessly  prepared,"  but  denied  it  could  have  been  done  intention- 
ally ;  ^^°  and,  as  mentioned  above,  he  admitted  that  "anyone  reading 
that  circular  would  have  the  right  to  expect  there  was  a  greater 
diversification  than  there  actually  was."  ^^''■ 

d.  Kepresentation  as  to  Primary  Purpose  of  Eastern  Utilities 

Investing  Corporation 

Keferring  further  to  Eastern  Utilities  Investing  Corporation,  the 
circular  stated  that :  ^^- 

Its  primary  business  is  tlie  investment  of  the  proceeds  from  ttie  sale  of  its 
capital  securities,  and  tbe  reinvestment  and/or  disbursement  to  its  security 
holders  of  the  income  received. 

In  reality  the  primary  purpose  for  raising  the  funds  by  the  sale  of 
the  debentures  was  to  aid  Associated  Gas  and  Electric  Company  in 
financing  its  acquisition  and  carrying  of  stocks  in  utility  companies. 
Mr.  Stix  testified :  ^^^ 

Q.  Is  it  a  correct  statement  to  say  that  the  financing  in  1929  by  the  Eastern 
Utilities  Investing  Corporation,  when  this  $35,000,000  issue  of  bonds  was  made, 
was  made  for  the  benefit  of  Associated  Gas  and  Electric  Company? 

A.  Well,  I  do  not  know  whether  you  might  say  that  that  was  the  entire  thing. 
It  did  benefit  the  Associated  Gas  and  Electric  Company,  and  raising  money  for 
the  Associated  Gas  and  Electric  Company  was  one  of  the  purposes  of  the 
financing. 

Mr.  Stix  had  testified :  ^^ 

A.  *  *  *  I  would  be  inclined  to  say  Utility  Clearing  Corporation  probably 
paid  some  expense  of  Eastern  Utilities  Investing  Corporation  without  rebilling 
them  to  Eastern  Utilities  Investing  Corporation. 

Q.  Why? 

A.  On  the  principle,  I  believe,  in  that  the  charge  should  go  to  the  person  who 
got  the  benefit,  and  inasmuch  as  the  Associated  companies  got  all  of  the  benefit 
from  Eastern  Utilities  Investing  Corporation  financing,  they  should  pay  the  ex- 
pense of  keeping  alive  the  thing  that  made  it  possible  for  them  to  get  the  money. 

Apparently,  a  plan  had  been  formulated  by  the  controlling  per- 
sons, which  was  subsequently  consummated,  to  use  Eastern  Utilities 
Investing  Corporation  to  hold  minority  interests  in  various  com- 
panies until  such  time  as  those  in  control  desired  them  to  be  trans- 

^'"  Op.  cit.  supra,  note  6,  at  23539-40. 
3»sid.,  at  27190. 

3»''M.,  at  27153-4. 

310  Id.,  at  27355-6,  27362. 

311  Id.,  at  27356. 

312  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 
SI"  Op.  cit.  supra,  note  41,  p.  1109. 

31*  Op.  cit.  supra,  note  6,  at  24778-9.  Also  see  id.,  at  25041,  and  infra  Cpp.  686-7)  in 
respect  to  Eastern  Utilities  Investing  -  Corporation's  investment  of  about  $26,000,000  in 
General  Gas  &  Electric  Corporation. 
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ferred  to  some  other  company  or  companies  in  the  "System."  The 
original  plan  was  for  Eastern  Utilities  Investing  Corporation  to  re- 
tain these  minority  interests  until  the  Associated  System  should  have 
acquired  control  of  the  companies  involved.  However,  these  minor- 
ity interests  were  gradually  removed  from  the  portfolio  of  Eastern 
Utilities  Investing  Corporation  beginning  about  April  1929  even 
though  the  "System"  had  not  acquired  control.  And  Eastern 
Utilities  Investing  Corporation  was  used  to  carry  securities  of 
General  Gas  &  Electric  Corporation  even  though  the  "System"  had 
previously  acquired  control  of  that  corporation.-^^  The  plan  for 
using  Eastern  Utilities  Investing  Corporation  for  this  object  was  not 
referred  to  in  the  circular  nor  is  there  any  evidence  that  the  minority 
stockholders  were  ever  apprised  of  any  such  policy."^^  Mr.  Stix 
testified :  ^^' 

Q.  You  are  quite  clear  aren't  you  that  that  object  of  Eastern  Utilities  Invest- 
ing Corporation  holding  minority  interests  for  Associated  Gas  &  Electric  Com- 
pany System  was  not  conveyed  to  minority  stockholders  of  Eastern  Utilities 
Investing  Corporation? 

A.  I  Avon't  say  that  it  never  was.  I  will  say  that  I  don't  recall  that  it  ever 
was. 

Q.  You  usually  keep  pretty  familiar  with  things  all  over  your  system,  don't 
you? 

A.  I  try  to. 


sisid..  at  23332  and  Commission's  Exhibit  No.  3771,  Part  VII   (Tables  32  and  33). 
»wMr.  Stix  testified   (id.,  at  23328-9)  : 

Q.  And  it  wasn't  planned  that  Eastern  Utilities  Investing  Corpora,tion  would  be 
run  exclusively  as  an  investment  trust,  was  it? 

A.   Why,  yes  ;  that  was  an  investment  trust  function. 

Q.  You  mean  it  was  an  investment  trust  to  help  the  Associated  System  finance 
the  acquisition  of  control  of  utility  properties? 

A.  The  two  were  so  interdependent  upon  each  other  you  really  can't  make  any 
distinction  between  them. 

Q.  They  were  interdependent  upon  each  other  in  the  meetings  of  .the  directors  of 
Eastern  Utilities  Investing  Corporation? 

A.   Absolutely. 

Q.  Did  any  prospectus  issued  by  Eastern  Utilities  Investing  Corporation  or  any 
le.tter  sent  to  the  stockholders  of  Eastern  Utilities  Investing  Corporation  state  that 
one  of  the  purposes  of  Ea.stern  Utilities  Investing  Corporation  was  to  finance  acquisi- 
tion of  control  by  Associated   System  of  ))Ublic  utility  properties? 

A.  No  ;  because  that  is  only  part  of  the  fac.ts. 

Mr.  Burroughs  stated  that  he  realized  that  the  securities  might  well  be  mistaken  for 
'investment  trust"  securi,ties  and  that  he  cautioned  the  salesmen  against  offering  the 
securities  "as  an  investment  trust."  But  the  circular  did  not  include  such  a  warning. 
Whether  this  warning  to  his  salesmen  was  repeated  to  customers  is  no,t  disclosed.  How- 
ever, it  should  be  recalled  Eiistern  Utilities  Investing  Corporation  was  designed  to  take 
advantage  of  the  popularity  of  the  investment  trust  idea  in  the  United  States  and  so 
tap  a  new  source  of  capital.  (Id.,  at  23517.  Cf.  id..  Commission's  Exhibit  No.  3851,  writ- 
ten instructions  to  Harris  Forbes  salesmen.)  Mr.  Burroughs  testified  (id.,  at  23515)  : 
"I  recall  very  distinctly  when  ,these  Eastern  Utilities  Investing  Corporation  debentures 
were  offered.  I  made  a  talk  to  our  sales  organization,  telling  them  about  the  company, 
and  I  remember  telling  them  that  'This  is  not  an  investment  trust  in  ,the  ordinary  sense. 
It  must  not  be  offered  as  an  investment  trust.  It  is  an  investment  company  ^that  may 
have  a  much  larger  block  of  securities  than  you  would  expect  to  find  in  an  investment 
trust.'"  (See  note  304,  supra.)  Even  the  warning  that  Eastern  Utilities  Investing  Cor- 
poration might  have  "a  much  larger  block  of  securities  than  you  would  expect  to  find  in  an 
investment  trust"  scarcely  indicated  that  8414%  of  the  debenture  proceeds  would  immedi- 
ately be  invested  in  General  Gas  &  Electric  Corporation  and  its  subsidiaries  and  15^2%  (the 
balance)  in  Associated  Gas  and  Electric  Company.  (See  infra,  pp.  690-1,  Securities  Added 
to  Portfolio  in  Lieu  of  Debenture  Proceeds.)  This  warning  was  even  less  effective,  since  the 
circular  said  the  company  "diversifies  its  investments,"  a  statement  which  Mr.  Burroughs 
admitted  would  carry  material  weight  with  the  investing  public.  (Op.  cit.  supra,  note  6, 
at  23517,  23519.) 
»!'  Id.,  at  23333. 
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e.  Representation  as  to  Control  of  Eastern  Utilities  Investing 

Corporation 

Although  the  circular  disclosed  that  all  of  the  members  of  the  board 
of  directors  of  Eastern  Utilities  Investing  Corporation  were  "con- 
nected in  either  an  official  or  advisory  capacity  with  the  management 
of  the  Associated  Gas  &  Electric  System,"  "^  it  did  not  explicitly 
disclose  that  this  "System"  controlled  the  investmentcompany.  This 
quoted  statement  might  give  the  impression  that  individuals  con- 
nected with  the  "System"  would  give  Eastern  Utilities  Investing 
Corporation  the  benefit  of  their  experience  and  knowledge.  It  is 
doubtful  whether  the  circular  disclosed  that  these  individuals  would 
manage  Eastern  Utilities  Investing  Corporation  as  if  that  company 
were  a  department  of  the  "System." 

6.  PURCHASE  WARRANTS  FOR  EASTERN  UTILITIES  IN- 
VESTING CORPORATION  CLASS  A  STOCK:  OPTIONS  TO 
ASSOCIATED  GAS  AND  ELECTRIC  COMPANY 

Each  $1,000  principal  amount  of  debentures  had  attached  thereto 
a  nondetachable  stock  purchase  warrant  entitling  the  holder  to  pur- 
chase 20  shares  of  Eastern  Utilities  Investing  Corporation  Class  A 
stock  at  $15  per  share.^^^  As  previously  stated,"-°  Eastern  Utilities 
Investing  Corporation  had  issued  100,000  shares  of  Class  A  stock  to 
Associated  Gas  and  Electric  Securities  Company,  Inc.  on  July  31, 
1927,  for  50^  per  share ;  but  tha\  fact  was  not  disclosed  in  the  offering- 
circular. 

On  August  8, 1928,  an  option  was  given  to  Associated  Gas  and  Elec- 
tric Company  to  purchase  400.000  shares  of  the  Class  A  stock  at  $5 
per  share.  This  option  was  completely  exercised  in  March  1929  just 
prior  to  the  debenture  issue,^^^  but  that  fact  was  not  disclosed  in  the 
offering  circular. 

Furthermore,  in  March  1929  options  were  given  to  Associated  Gas 
and  Electric  Company  to  purchase  265,000  shares  of  Class  A  stock  at 
$10  per  share  and  140,000  shares  of  the  same  stock  at  $15  per  share, 
the  options  being  completely  exercised  in  March  1929  and  August 
1929,  respectively.^--  Neither  the  existence  of  these  two  options  nor 
the  fact  that  one  of  these  options  had  been  exercised  at  $10  per  share 
a  short  time  before  the  offering  of  the  debentures  was  disclosed  in  the 
offering  circular. 

Thus  Eastern  Utilities  Investing  Corporation  disposed  of  905,000 
shares  of  its  Class  A  stock  to  companies  in  the  Associated  System  for 
a  total  of  approximately  $6,800,000  or  an  average  price  of  about  $7.50 
per  share.  The  exercise  of  all  the  purchase  warrants  attached  to  the 
debentures  sold  the  public  would  have  taken  up  700,000  shares  at  $15 
per  share  or  $10,500,000.  No  disclosure  in  the  circular  was  made  of 
any  of  these  facts.  The  circular  dated  March  18,  1929,  and  published 
in  connection  with  the  debenture  issue  stated :  ^^^ 


s"  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

310  Id.,  Commission's  Exhibit  No.  3771,  Part  V,  Item  41   (c). 

^  See  supra,  p.  664. 

321  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  V,  Item  45. 

=22  Ibid. 

323  Id.,  Commission's  Exhibit  No.  3771. 
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Cash  and  investments  of  the  Corporation  *  *  *  after  deducting  indebtedness 
and  preferred  stocks,  at  liquidation  value,  are  approximately  $10  per  share  on 
the  1,265,000  shares  of  Class  A  and  Class  B  Common  Stocks  to  be  outstanding. 

Despite  this  indication  that  the  vahie  of  the  Class  A  stock  was  $10 
per  share,  Associated  Gas  and  Electric  Company  just  a  few  days 
before  had  exercised  its  option  to  purchase  Eastern  Utilities  Investing 
Corporation  Class  A  stock  at  $5  per  share.^-* 

Mr.  Burroughs,  speaking  of  these  purchases  of  Class  A  stock  by 
Associated  Gas  and  Electric  Company,  testified :  ^-^ 

Certainly  it  was  its  hope  to  market  the  stock  which  it  had  bought  at  a  p.rofit  to 
it,  there  is  no  question  about  that. 

Associated  Gas  and  Electric  Company  did  sell  to  the  public  through 
Pynclion  and  Company,  a  brokerage  concern,  some  of  that  Class  A 
stock  which  had  cost  it  an  average  of  $7.50  per  share  and  made  a 
substantial  profit  on  these  sales. "^'^ 

Shortly  after  the  exercise  of  those  options  in  March  1929.  the  price 
of  Eastern  Utilities  Investing  Corporation  Class  A  stock  on  the  Bos- 
ton Stock  Exchange  fell  from  about  $35  per  share  ^^^  to  less  than  half 
that  price. ^^^  Although  it  was  said  the  listing  of  the  Class  A  stock  of 
Eastern  Utilities  Investing  Corporation  on  the  Boston  Stock  Exchangt 
was  maintained  primarily  for  the  purpose  of  exempting  the  pro 
posed  debentures  of  the  same  company  from  requirements  of  Blue  Sky 
Laws  in  other  states,^-^  and  that  consequently  the  market  price  of  $35 
was  a  nominal  one,  the  decline  of  50%  in  the  price  is  indicative  of  the 
effect  that  the  exercise  of  the  options  had  on  the  interest  of  the  public 
holders  of  Eastern  Utilities  Investing  Corporation  Class  A  stock. 

Both  before  and  after  the  debentures  were  offered  Pynchon  and  Com- 
pany was  actively  dealing  in  the  Eastern  Utilities  Investing  Corpora- 
tion's Class  A  stock.^"''  The  stock  had  been  listed  on  the  Boston  Stock 
Exchange  and  was  selling  around  $16.00  per  share  at  the  time  of  the 
debenture  offer.^^^    By  July  1,  1929,  the  stock  was  quoted  at  23  bid,  24 

32^  See  supra,  p.  682. 

«2''  Op.  cit.  supra,  note  46,  p.  1999. 

'28  Id.,  at  1906.  1917,  and  1999. 

22'  Op.  cit.  supra,  note  6,  Commission's  Extiibit  No.  3842.  A  ^telegram  dated  March  IS, 
1929,  sent  over  the  private  wire  of  Harris,  Forbes  &  Company  from  G.  D.  Woods  (Mr. 
Burroughs'  assistant  in  the  New  Yorl<  office)  to  "RMP"  in  the  Chicago  Office,  stated 
(ibid.)  :  "Eastern  Utilities  up  until  within  pa.s^t  few  weeks  bad  100,000  shares  each  of 
Class  A  and  Class  B  stock  outstanding  and  in  addition  there  wore  rights  for  the  purchase 
of  400,000  additional  shares  of  each  outstanding.  Stop.  When  this  situa.tion  obtained 
there  were  2.5,000  of  the  outstanding  Class  A  shares  listed  on  the  Boston  Exchange  and 
it  was  these  shares  that  your  client  found  quo^ted  in  the  neighborhood  of  35.  Stop.  In 
conjunction  with  the  present  financing  all  warrants  for  the  purchase  of  A  and  B  stock 
have  been  exercised  and  inasmuch  as  these  warrants  were  at  a  comparatively  low  price 
the  market  value  of  ,the  outstanding  shares  was  correspondingly  decreased.  Stop.  The 
present  quotation  in  the  neighborhood  of  16%  is  firm  and  active.  Stop.  The  quotation 
on  the  Boston  Stock  Exch;ins?e  was  neither  but  it  was  predicated  on  tlie  very  few  shares 
outstanding  and  was  maintained  primarily  for  bine  sky  purposes."  (See  also  op.  cit.  supra, 
note  46,  p.  1868.  Mr.  Burroughs  testified  (id.,  at  1997)  :  "In  fact,  I  think  that  market 
did  go  to  ^S-j.") 

■■'2''  Tlie  market  price  of  Eastern  Utilities  Investing  Corporation  Class  A  was  quoted  on 
March  11,  1929,  at  14i^  bid  and  151^  asked,  (Op,  cit,  supra,  note  46,  at  1770-2,  See  also 
op,  cit.  supra,  note  6,  at  27171-5,) 

32»Op,  cit,  supra,  note  6,  at  27167-71,  and  Commission's  Exhibit  No,  3842,  Item  7, 

^soid,,   at  23479. 

331  ld„  Commission's  Exhibit  No,  3842,  Item  7, 
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asked.^^2  Probably  the  arbitrage  advantage  aided  the  sale  of  the 
debentures  ^^^  and  indicated  a  large  potential  profit  for  the  Associated 
Gas  and  Electric  Company  and  the  Associated  Gas  and  Electric  Securi- 
ties Company,  Inc.,  at  the  expense  of  investors  in  Eastern  Utilities 
Investing  Corporation.  Actually,  however,  stock  prices  in  general  had 
already  dropped  before  January  1,  1930,  so  that  when  the  warrants 
became  exercisable  (i.  e.,  between  January  1,  1930,  and  December  31, 
1934)  not  many  shares  were  taken  up  by  the  public. 

7.  USE  OF  DEBENTURE  PROCEEDS 


The  net  proceeds  from  the  sale  of  the  debentures  of  Eastern  Utilities 
Investing  Corporation  amounted  to  $32,812,500,  computed  as  follows :  ^^* 

Aggregate  Per  $100 

amount  unit 

Principal  amount $35,  000,  000        $100.  00 

Discount 700, 000  2.  OO 

Price  to  public 34,300,000  98.00 

Accrued  interest 87, 500  .  25 

Price  plus  accrued  interest 34,  387,  500  98.  25 

Gross  underwriting  spread  to  bankers 1,  575,  000  4.  50 

Net  proceeds  to  Eastern  Utilities  Investing  Cor- 
poration      32,  812,  500  93. 75 

a.  Delivery  to  Associated  Gas  and  Electric  Company  of  Proceeds  of 
Sale  of  Eastern  Utilities  Investing  Debentures 

On  April  3,  1929,  the  bankers  paid  $34,387,500  to  Eastern  Utilities 
Investing  Corporation  in  the  form  of  a  check  drawn  to  the  order  of  that 
corporation.^^^  However,  Eastern  Utilities  Investing  Corporation  did 
not  deposit  this  check  in  its  baiik  account,  but  on  the  same  day  endorsed 
the  check  to  Associated  Gas  and  Electric  Company  in  whose  account 
it  was  deposited.^^^    There  is  no  entry  in  the  cash  account  of  Eastern 

2=2  Op.  cit.  supra,  note  46,  p.  1993. 

3=2  Mr.  Burroughs  testified  (op.  cit.  supra,  note  6,  at  23481):  "It  [a  warrant]  gives 
the  person  a  speculative  chance  in  addition  to  his  investment,  and  along  in  1929  investors 
were  unwilling  ,to  buy  a  fixed  income  security.     They  were  all  stockminded." 

33'  Id.,  Commission's  Exhibit  No.  3772,  Item  4. 

i'*"'  Op.  cit.  supra,  note  41,  p.  813. 

S36  Id.,  at  813^.  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3806  shows  cash 
statements  of  Associated  Gas  &  Electric  Sys,tem  from  April  2,  1929,  to  April  23,  1929. 
The  statement  for  April  3,  1929,  shows  the  receipt  by  Associated  Gas  and  Electric  Com- 
pany from  Eastern  Utilities  Investing  Corporation  through  Associa.ted  Utilities  Investing 
Corporation  of  $34,387,500  and  the  payment  to  Harris,  Forbes  &  Company  of  $1,575,000 
or  a  net  amount  received  by  Associated  Gas  and  Electric  Company  of  $32,812,500. 

Carl  J.  Batter,  a  certified  public  accountant  employed  by  and  working  entirely  under 
the  direction  of  Charles  M.  Trammel  (a  law  associate  of  H.  C.  Hopson),  but  who  is  on 
the  pay  roll  of  H.  C.  Hopson  and  Company,  testified  as  follows  (op.  cit.  supra,  note  41, 
pp.  618  and  813-4)  :  "*  *  *  The  check  was  endorsed  to  Associated  Gas  and  Electric 
Company  and  the  books  record  Associated  Gas  and  Elec,tric  Company  for  Associated  Utili- 
ties Investing  Corporation  *  *  *  ^i^g  parent  of  Eastern  Utilities  Investing  Corpora- 
tion *  *  *  [which]  means  in  conformity  with  the  practice  in  the  Associated  System 
of  carrying  the  open  accounts  between  parent  and  child  that  Associated  Utilities'  Investing 
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Utilities  Investing  Corporation  to  indicate  that  it  received  any  such 
cash.^"    As  Mr.  Stix  testified :  ^^^ 

Q.  If  Eastern  Utilities  Investing  Corporation  received  the  cash,  it  would  have 
been  shown  in  the  cash  account,  would  it  not? 
A.  It  should  have  been. 

On  the  same  day  Associated  Gas  and  Electric  Company  placed 
$34,000,000  of  the  $34,387,500  on  call  with  The  New  York  Trust 
Comi^any.^^^  On  the  same  day  Associated  Gas  and  Electric  Com- 
pany had  called  a  call  loan  in  the  amount  of  $1,600,000,  and  pur- 
chased a  New  York  Trust  Company  cashier's  draft  for  $1,575,000 
to  Harris,  Forbes  &  Company  in  payment  of  the  underwriting  fees 
on  the  debenture  issue.^'*"  Although  this  draft  was  payable  direct 
to  the  banking  firm,  the  books  of  Eastern  Utilities  Investing  Corpo- 
ration indicate  that  Eastern  Utilities  Investing  Corporation  bor- 
rowed that  sum  from  Associated  Gas  and  Electric  Company  and 
paid  it  to  Harris,  Forbes  &  Company,  repaying  this  amount  to  Asso- 
ciated Gas  and  Electric  Company  the  same  clay.^'*^  The  check  and 
the  entries  together  apparently  indicate  that  the  bankers'  commis- 
sion was  paid  by  Associated  Gas  and  Electric  Company  for  the 
account  of  Eastern  Utilities  Investing  Corporation,  and  that  the 
check  for  the  gross  proceeds  which  Eastern  Utilities  Investing  Cor- 
poration turned  over  to  Associated  Gas  and  Electric  Company  in- 
cluded repayment  of  the  advance. 

The  important  fact,  however,  is  that  on  April  3,  1929,  Eastern 
Utilities  Investing  Corporation  received,  instead  of  cash,  a  list  of 
securities.^*-  as  shown  later  in  this  report.  The  cash  which  went  to 
Associated  Gas  and  Electric  Company  on  that  date  increased  that 
company's  cash  position  by  more  than  $32,800,000,  and  made  avail- 
able those  funds  for  the  financing  of  its  pending  transactions.^*^ 

Mr.  Stix  stated  that  "inasmuch  as  the  Associated  companies  got 
all  of  the  benefit  from  Eastern  Utilities  Investing  Corporation's 
financing  they  should  pay  the  expense  of  keeping  alive  the  thing 
that  made  it  possible  for  them  to  get  the  money."  ^** 

The  disposition  by  Associated  Gas  and  Electric  Company  of  part 
of  the  cash  proceeds  of  the  sale  of  the  Eastern  Utilities  Investing 
Corporation  debentures  was  traced  at  the  public  examination,^*^  par- 
ticularly (a)  the  part  used  in  connection  with  the  purchase  of  con- 
trol of  General  Gas  &  Electric  Corporation  by  Associated  Gas  and 
Electric  Company  and  (b)  the  part  advanced  to  a  security  subsidiary 
of  Associated  Gas  and  Electric  Company  which  was  trading  in  the 
securities  of  the  parent. 

Corporation,  being  ,the  parent  of  Eastern  Utilities  Investing  Corporation,  any  transactions 
between  Associated  Gas  and  Electric  Company  and  Eastern  Utilities  Investing  Corporation 
would  pass  through  the  Associated  Utilities  Investing  Corporation  account." 

33'  Op.  cit.  supra,  no,te  6  at  25075-7  and  Commission's  Exhibit  No.  3809. 

=»'  Id.,  at  25076. 

'■'^Id.,  at  23604  and  Commission's  Exhibit  No.  3806. 

3«>  Ibid. 

»«i  Id.,  at  23594  and  Commission's  Exhibit  No.  3781. 

»"  Id.,  at  25077  and  Commission's  Exhibit  No.  3772,  Item  4. 

'"Id.,  at  23602-3. 

»« Id.,  at  24779. 

»« Id.,  Commi.ssion's  Exhibit  No.  3806  and  infra. 

153373— 40— pt.  3 45 
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b.  Use  of  Part  of  Proceeds  by  Associated  Gas  and  Electric  Company 
to  Pay  for  Control  of  General  Gas  &  Electric  Corporation 

In  February  1929,  shortly  before  the  public  offering  of  the  Eastern 
Utilities  Investing  Corporation  debentures  on  March  19,  1929,  the 
Associated  System  had  contracted  to  purchase  control  of  General 
Gas  &  Electric  Corporation  for  $50,000,000  in  cash  from  the  W.  S. 
Barstow  &  Company  interests.^**' 

The  debentures  of  W.  S.  Barstow  &  Company,  issued  in  1927,  were 
supported  by  a  pledge  of  collateral  consisting  of  a  majority  of  the 
voting  stock  of  General  Gas  &  Electric  Corporation,  the  release  of 
which  the  indenture  prohibited  without  the  consent  of  Halsey,  Stuart 
&  Co.,  Inc.,  which  had  underwritten  the  debentures.^*^  Altliough  the 
contract  for  the  purchase  by  the  Associated  System  of  the  control 
stock  of  General  Gas  &  Electric  Corporation  was  executed  February 
6,  1929,  it  was  not  until  after  Halsey,  Stuart  &  Co.,  Inc.,  had  received 
a  40%  participation  in  the  Eastern  Utilities  Investing  Corporation 
debenture  financing  that  that  firm  was  officially  requested  to  ^^^  and 
did  consent  to  the  substitution  of  the  securities  of  the  Associated 
Gas  and  Electric  Company  as  collateral  for  the  Barstow  debentures, 
in  lieu  of  the  control  stock  of  General  Gas  &  Electric  Corporation.^*® 
In  that  manner  the  control  stock  of  General  Gas  &  Electric  Corpora- 
tion was  released,  without  encmnbrance,  to  the  Associated  Gas  &  Elec- 
tric System  which  Mr.  Hopson  controlled.  A  final  payment  of 
$10,000,000  was  due  on  this  contract  for  the  purchase  of  the  control 
of  General  Gas  &  Electric  Corporation,  and  the  Associated  had  to 
raise  this  cash.  The  method  adopted  manifestly  was  to  cause  Eastern 
Utilities  Investing  Corporation  to  offer  its  debentures  to  the  public. 
Mr.  Stix,  wdien  examined  with  respect  to  the  General  Gas  &  Electric 
Corporation,  stated :  ^^° 

Q.  What  was  the  reason  for  putting  into  Eastern  Utilities  Investing  Corpo- 
ration  about   $26,000,000  of   General    Gas   securities   out    of   a   total   of   about 

"«  Id.,  Commission's  Exhibits  Nos.  3801  and  3839.  Journal  vouclier  2-11  of  Associa,ted 
Gas  &  Electric  Co.  (Del.)  reads:  "To  record  the  payment  of  $10,000,000  in  cash  being 
the  initial  payment  on  account  of  a  contract  February  5,  1929,  between  the  Associated 
Gas  &  Electric  Company  stockholders  and  stockholders  of  Barstow  Securities  Corporation 
and  W.  S.  Barstow  &  Co.,  Inc." 

='-'^  Id.,  Commission's  Exhibit  No.  3S43.  The  agreement  of  September  23.  1927,  between 
W.  S.  Barstow  &  Company  and  Halsey,  Stuart  &  Co.,  Inc.,  required  (page  2)  the  deposit 
of  "102,441  shares  of  the  common  stock  Class  B,  of  General  Gas  &  Electric  Corpora|tion." 
The  indenture  dated  as  of  October  1,  1927,  between  W.  S.  Barstow  &  Company  and  The 
Chase  National  Bank  of  the  City  of  New  York,  as  Trustee,  provided  in  Article  III,  Section 
8  (b)  that  W.  S.  Barstow  &  Company,  so  long  as  any  of  its  debentures  were  outstanding, 
would  keep  on  deposit  and  pledge  with  the  trustee  at  all  times  a  majority  of  the 
voting  stock  of  General  Gas  &  Electric  Corporation  unless  Halsey,  Stuar,t  &  Co.,  Inc., 
should  waive  compliance  with  this  provision  or  consent  to  the  release  of  said  stock. 
(Ibid.) 

^*^  Id.,  Commission's  Exhibit  No.  3863. 

3«  Photostatic  copy  of  a  letter  dated  March  25,  1929,  from  Associated  Gas  and  Eaectric 
Company  to  Halsey,  Stuart  &  Co.,  Inc.,  evidencing  a  request  of  Halsey,  Stuart  &  Co., 
Inc.'s,  consent  to  the  release  of  the  Class  B  common  stock  of  General  Gas  &  Electric 
Corpora,tion  from  the  lien  of  the  deposit  agreement  with  respect  to  the  debentures  of 
W.  S.  Barstow  &  Company.  (Derived  from  supplementary  information  supplied  the 
Commission  by  Halsey,  Stuart  &  Co.,  Inc.  See  also  op.  cit.  supra,  note  6,  Commission's 
Exhibit  No.  3843.) 

""  Op.  cit.  supra,  note  6,  at  25041. 
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$32,800,000  put  in  the  Eastern  Utilities  Investing  Corporation  at  the  time  of 
its  debenture  issue? 

A.  There  was  either  one  of  two  purposes,  and  perhaps  both.  In  the  first 
place,  there  was  a  very  substantial  amount  of  General  Gas  securities  in  the 
portfolio  of  the  Associated  which  it  preferred  not  to  sell  but  Avhich  had  certain, 
or  represented  certain,  credit  resources.  That  would  be  one  way  of  being  able 
to  realize  on  those  credit  resources.  In  the  second  place  the  proceeds  from 
the  sale  of  the  Eastern  Utilities  Investing  Corporation  debentures  went  to 
a  substantial  extent  to  continue  the  pui-pose  of  General  Gas.  So  they  seemed  to 
nati^rally  flow  together. 

Most  of  the  $10,000,000  last  payment  on  the  contract  came  from  the 
J2,812,500  proceeds  of  the  sale  of  Eastern  Utilities  Investing  Corpo- 
ration's debentures  turned  over  to  the  "System."  After  being  exam- 
ined in  detail  concerning  the  daily  cash  statements  of  Associated  Gas 
and  Electric  Company  from  April  2  tlirough  April  19,  1929,  Mr.  Stix 
testified :  ^^^ 

Q.  And  what  do  the  details  show? 

A.  That  the  $10,000,000  which  was  disbursed  to  E.  Lovett  AVest  and  William 
Buchsbaum  was  in  payment  of  notes  due  April  19,  1929,  re :  Barstow  agreement. 

Q.  So,  was  not  the  final  payment  on  the  Barstow  purchase  made  with  funds, 
the  majority  of  which  were  from  the  Eastern  Utilities  Investing  Corporation 
debentures? 

A.  Yes. 

c.  Use  of  Part  of  Proceeds  by  Associated  System  to  Finance  Trading 

in  Associated  Stock 

In  addition.  Associated  Gas  and  Electric  Company  used  part  of 
the  proceeds  of  the  sale  of  the  Eastern  Utilities  Investing  Corporation 
debentures  to  finance  a  market  operation  in  the  Class  A  common  stock 
of  Associated  Gas  and  Electric  Company.  Associated  Gas  and  Elec- 
tric Company  advanced  $3,175,000  to  Associated  Gas  and  Elec- 
tric Securities  Company,  Inc.,  its  wliolly-owned  securities  agent,  and 
part  of  these  funds  came  from  the  Eastern  Utilities  Investing  Cor- 
i:)oration  debenture  jDroceeds.^" 

Mr.  Stix  testified :  ^^^ 

Q.  Would  that  not  lead  you  to  say  that  the  majority  of  the  $3,175,000  that  was 
advanced  by  Associated  Gas  and  Electric  Company  to  Associated  Gas  and  Electric 
Securities  Company  came  from  the  proceeds  of  the  Eastern  Utilities  Investing 
Corporation  debentures? 

A.  I  think  so. 

The  funds  which  went  into  Associated  Gas  and  Electric  Securities 
Company,  Inc.,  were  used  principally  for  trading  in  the  Class  A  stock 
of  Associated  Gas  and  Electric  Company.  Mr.  Stix  at  first  testified 
that  Associated  Gas  and  Electric  Securities  Company.  Inc.,  had  bought 
"at  least  30%"  of  the  shares  of  Class  A  stock  of  Associated  Gas 

3=^1  Id.,  at  24706. 

352  Id.,  at  24710  and  24734.  The  cash  statements  of  Associated  Gas  and  Electric  Com- 
pany were  so  numerous  and  complicated  that  ,the  specific  disposition  of  the  remaining 
pi-Ofeeds  was  not  completely  traced. 

35'  Id.,  at  24710. 
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and  Electric  Company  traded  on  the  New  York  Curb  Exchange  during 
the  four  months  under  discussion.     His  testimony  was  as  follows :  ^^* 

Q.  Would  you  not  now  say  that  Associated  Gas  and  Electric  Securities  Com- 
pany did  buy  during  December  1928  through  April  1929  at  least  30  percent  of  the 
shares  (of  Class  A  stock  of  Associated  Gas  and  Electric  Company)  which  you 
found  as  a  result  of  your  investigation  to  have  been  traded  in  on  the  New  York 
Curb  market? 

A.  I  think  that  is  a  fair  assumption. 

However,  when  confronted  with  a  schedule  of  purchases  and  sales  of 
xVssociated  Gas  and  Electric  Company  Class  A  stock  by  its  subsidiary, 
Associated  Gas  and  Electric  Securities  Company,  Inc.,  Mr.  Stix  ad- 
mitted that  during  the  five  months  ending  April  30,  1929,  Associated 
Gas  and  Electric  Securities  Company,  Inc.,  purchased  761,500  shares 
of  this  Class  A  stock  on  the  New  York  Curb,  or  84.3%  of  the  903,800 
shares  traded  in  on  that  exchange  during  that  period.^^^     On  the 


=«  Id.,  at  24727. 

355  Id.,  at  24713-4,  and  Commission's  Exhibit  No.  3808.     See  also  op.  cit.  supra,  note  103, 
Part  64,  pp.  711  and  715.     Commission's  Exhibit  No.  3808  reads  as  follows  : 

Associated  Oas  &  Electric  Securities  Company 

[Comparison  of  purchases  of  Class  A  stock  of  Associated  Gas  &  Electric  Co.  with 
total  volume  of  trading  in  Neto  York  Curb  market] 


Date 


December  1928 
January  1929_- 
February  1929_ 
March  1929.  _- 
April  1929 

Total.  .- 


Total 
volume 


43, 600 
276, 300 
216, 500 
171,000 
196, 400 


903,  800 


Purchases 
by  Asso- 
ciated Gas 
&  Electric 
Securities 
Co. 


30, 800 
205, 000 
167,  800 
181,  500 
176, 400 


761,500 


Market  price 


Low 


47 

491^ 

56J^ 

60 

55K 


High 


49M 
58H 

61K 
60K 


In  this  connection,  Mr.  Stix  testified  (op.  cit.  supra,  note  6,  at  26032-4)  : 

Q.  Can  you  state  that  the  amount  of  Associated  Gas  and  Electric  Securities  Com- 
pany's purchases  in  the  marlset  as  shown  by  Exhibit  3808,  is  correct  for  the  months 
covered  by  that  exhibit? 

A.  Well,  without  checking  the  figures  I  could  not  say  that  they  were  correct.  I 
have  no  reason  to  believe  that  they  are  not  correct. 

Q.  I  thought  you  were  going  to  have  a  check  made.  However,  you  feel  that  they 
are  at  least  substantially  correct? 

A.  As  to  the  trading  on  the  New  York  Curb  market  by  Associated  Gas  and  Electric 
Securities  Company,  Inc.     I  think  this  is  correct. 

Q.  Just  comparing  the  purchases  by  Associated  Gas  and  Electric  Securities  Com- 
pany on  the  Exchange  with  the  total  transactions  on  the  Exchange  itself,  as  shown 
by  Exhibit  3808,  we  arrived  the  other  day  at  a  percentage  of  84%,  as  I  remember. 

A.  That  is  correct. 

By  Mr.  Magill   [Counsel  appearing  on  behalf  of  the  witness  and  of  Eastern  Utilities 
Investing  Corporation]  : 


Q.  Do  you  think  that  this  is  a  correct  comparison  of  purchases  of  Class  A  stock 
of  Associated  Gas  and  Electric  Company  with  the  total  volume  of  trading  on  the 
New  York  Curb  market? 

A.  I  think  it  probably  is  as  accurate  as  you  can  get  those  kinds  of  figures. 

Q.  Do  you  consider  odd-lot  trading  as  a  part  of  the  trading  of  the  New  York  Curb 
market? 

A.  I  don't  know.  If  you  were  to  ask  me  just  what  the  trading  was  on  the  New 
Yorli  Curb  market,  those  are  the  figures  I  would  give  you.  I  would  not  give  you 
the  odd-lot  trading,  but  they  are  interrelated.     I  suppose,  technically,  when  you  talk 
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Other  hand,  Associated  Gas  and  Electric  Securities  Company,  Inc., 
would  sell  the  Class  A  stock  off  the  market  through  customer  solici- 
tation and  local  dealers. 

While  Associated  Gas  and  Electric  Securities  Company,  Inc.,  was 
buying  84.3%  of  the  shares  of  Associated  Gas  and  Electric  Com- 
pany Class  A  stock  traded  in  on  the  New  York  Curb,  the  market 
price  of  that  stock  rose  from  a  low  of  $47  in  December  1928  to  a 
high  of  over  $60  in  March  and  April  1929.^=''  During  part  of  this 
period,  Associated  Gas  and  Electric  Company  was  advancing  cash  ob- 
tained from  sale  of  the  Eastern  Utilities  Investing  Corporation  debeur 
tures  to  the  subsidiary  securities  company  which  was  making  these 
large  purchases  of  Class  A  stock. 

Eastern  Utilities  Investing  Corporation  was  caused  to  purchase 
77,500  shares  of  the  Class  A  stock  of  Associated  Gas  and  Electric 
Company  on  April  3, 1929  (the  date  when  Associated  Gas  and  Electric 
Company  received  the  proceeds  of  the  sale  of  the  debentures)  and  an 
additional  121,500  shares  later  in  the  same  month.^^"  Part  of  the  pro- 
ceeds of  the  debenture  issue  of  Eastern  Utilities  Investing  Corpora- 
tion therefor  was  used  to  finance  the  market  operation  in  the  Class 
A  stock  of  Associated  Gas  and  Electric  Compam'  which  patently 
resulted  in  higher  market  prices  for  that  stock,  and  two  blocks  of 
this  stock  were  "sold"  Eastern  Utilities  Investing  Corporation  at 
those  higher  prices,^^^  one  of  the  blocks  being  in  partial  discharge  of 
the  obligation  of  Associated  Gas  and  Electric  Company  to  the  invest- 
ment comj)any  in  connection  with  the  transfer  to  Associated  Gas  and 
Electric  Company  of  the  proceeds  of  the  public  sale  of  the  investment 
company  debentures. 

d.  Large  Call  Loans  Consisting  of  Proceeds  of  the  Debenture  Issue 

The  daily  cash  statements  seem  to  indicate  that  both  the  payments 
of  $24,450,000  by  Associated  Gas  and  Electric  Company  on  April  8, 
1929,  to  General  Gas  &  Electric  Corporation  ^^^  and  $10,000,000  to 

about  trading  on  the  New  York  Curb  Exchange  jou  talk  about  just  what  goes  through 
the  machinery  of  the  New  York  Curb  Exchange. 

Mr.  Magill.  No  objection  to  the  receipt  of  the  document  in  evidence  subject  to  the 
qualifications  of  the  witness. 

In  December  1928,  Associated  Gas  and  Electric  Securities  Company.  Inc.,  inaugurated 
a  plan  for  the  redistribution  of  reacquired  Associated  Gas  and  Electric  Company  Class  A 
stock  and  for  the  distribution  of  new  shares  of  such  stock  through  local  dealers  and  direct 
sales.  These  transactions  were  not  executed  on  the  New  York  Curb  Exchange.  Class  A 
stock  was  also  distributed  as  dividends  and  in  exchange  for  various  securities  of  sub- 
sidiaries. In  this  way,  7,100,000  shares  of  Associated  Gas  and  Electric  Company  Class  A 
stock  were  sold  or  otherwise  distributed  to  investors  during  1929.      (Id.,  at  24734-9.) 

'^^  Id.,  at  2471-4  and  note  355,  supra. 

36'  For  more  detailed  discussion  of  the  transfer  of  this  Class  A  s,tock  to  Eastern  Utilities 
Investing  Corporation,  see  infra,  pp.  691-2. 

^'  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  32  ;  see  also 
succeeding  section. 

35«raid  in  connection  with  a  new  issue  of  General  Gas  &  Electric  Corporation  securities, 
but  nearly  all  returned  ,the  same  day  to  Associated  Gas  and  Electric  Company  in  payment 
for  securities.      (Id.,  Commission's  Exhibits  Nos.  3806,  3807,  and  3802.) 
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E.  Lovett  West  and  William  Buchsbaum,  the  principal  stockholders 
of  General  Gas  &  Electric  Corporation,  were  made  with  the  proceeds 
of  $34,000,000  which  Associated  Gas  and  Electric  Company  had  on 
call  with  the  New  York  Trust  Company.^^"  And  "practically  all" 
of  the  call  loan  itself  consisted  of  the  proceeds  of  the  Eastern  Utili- 
ties Investing  Corporation  debenture  issue.    Mr.   Stix  testified :  ^®* 

Q.  So  that  there  is  no  doubt,  is  there,  that  the  proceeds  of  the  debenture  issue 
which  Associated  Gas  and  Electric  Company  had  received  from  Eastern  Utilities 
Investing  Corporation  on  April  3  were  the  same  day  included  in  an  amount  put 
with  The  New  York  Trust  Company  on  call? 

A.  Well,  I  will  say  there  is  no  doubt  that  at  least  a  substantial  amount  of 
the  money  that  came  from  the  sale  of  the  Eastern  Utilities  Investing  Corpora- 
tion debentures  went  into  The  New  York  Trust  Company  and  was  put  on  call, 
and  perhaps  all  of  it.  Of  course,  it  is  difficult  to  earmark  each  one  after  once 
it  goes  into  a  bank  account. 

Q.  And,  certainly,  at  least  all  the  Eastern  Utilities  Investing  Corporation 
debenture  proceeds,  except  $2,554,767.14,  went  to  The  New  York  Trust  Company 
and  was  put  on  call,  isn't  that  right? 

A.  I  would  say  practically  all  of  the  money,  and  perhaps  all  of  it. 

Q.  When  you  say  "practically"  would  you  mean  within  how  many  dollars 
of  the  total  amount  of  the  Eastern  Utilities  Investing  Corporation  debenture 
proceeds? 

A.  Within  $2,000,000. 

Out  of  a  total  amount  of  $43,700,000  out  on  call  for  Associated  Gas 
and  Electric  Company  as  of  April  3,  1929,  $35,400,000  was  on 
call  with  The  New  York  Trust  Company.^®-  It  will  be  remembered 
that  H.  C.  Hopson  had  suggested  The  New  York  Trust  Company  as 
the  depositary  of  Eastern  Utilities  Investing  Corporation,^^^  and  this 
trust  company  was  the  trustee  of  the  Eastern  Utilities  Investing 
Corporation  debenture  issue  from  which  Associated  Gas  and  Electric 
Company  had  obtained  the  monej^  which  was  placed  on  call. 

8.  SECUKITIES  ADDED  TO  PORTFOLIO  IN  LIEU  OF  DE- 
BENTURE PROCEEDS  CONSISTING  OF  ISSUES  OF 
ASSOCIATED  GAS  AND  ELECTRIC  COMPANY  OR  ITS 
SUBSIDIARIES 

As  previously  stated.  Eastern  Utilities  Investing  Corporation  in 
lieu  of  receiving  the  cash  proceeds  from  the  public  distribution  of  its 
debentures  was  caused  to  accept  a  list  of  securities  from  the  Associ- 

3«»Id.,  at  23612-3  and  Commissions  Exhibit  No.  3806. 

=MId.,  at  23604-5. 

3«2  Id.,  at  23601  and  Commission's  Exhibit  No.  3806. 

^^  See  supra,  p.  638,  New  Transfer  Agents  and  Depositaries. 
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ated  Gas  and  Electric  Company.     The  securities  so  received  on  April 
3,  1929,  were  as  follows :  ^'^* 


Issuer 

Class 

Shares 

Price  per 

share 

Total 

Percent 

General  Gas  &  Electric  Corporation 

Do 

Do 

Do      

B  common". 
$8pfd.  A.... 
$7pfd.  B.... 
A  common.. 
$7pfd.  A.... 

150, 000 
33, 719 
28, 051 
24, 000 
16,  221 

$95 
140 
120 
90 
120 

$14,  250, 000 
4, 720,  657 
3,  366, 120 
2, 160, 000 
1, 946, 460 

43.4 

14.4 

10.3 

6.6 

Do                                     

5.9 

Subtotal 

26,  443,  237 
646, 580 
605,990 

80.6 

Broad  River  Power  Co.'' 

Florida  Public  Service  Co.'' 

$7pfd 

$7pfd 

5,878 
5,509 

110 
110 

2.0 
1.8 

Subtotal 

..  - 

27, 695, 807 

4,  417,  500 

700,020 

84.4 

Associated  Gas  &  Electric  Co 

Do 

A  common.. 
$5pfd 

77,500 

7,778 

57 
90 

13.5 
2.1 

Total 

32, 813, 327 

100.0 

"  Voting  stock. 

'^  Subsidiaries  of  General  Gas  &  Electric  Corporation. 

Almost  immediately  the  company  disposed  of  the  preferred  stock  of 
Broad  River  Power  Company  and  of  Florida  Public  Service  Com- 
pany, and  received  in  return  13,917  shares  of  Associated  Gas  and 
Electric  Company  $5  preferred  stock.^'^" 

a.  Associated  Gas  and  Electric  Company  Class  A  Stock 

As  has  been  indicated,  the  price  of  $57  per  share  which  Eastern 
Utilities  Investing  Corporation  paid  for  the  Associated  Gas  and 
Electric  Company  Class  A  stock  was  in  no  small  measure  the  result 
of  the  trading  operation  in  this  stock  by  the  Associated  Gas  and 
Electric  Securities  Company,  Inc.,  which  was  financed  in  part  with 
the  proceeds  of  the  sale  of  the  Eastern  Utilities  debentures  to  the 
public.^®®  As  a  consequence.  Eastern  Utilities  Investing  Corporation 
was  caused  to  accept  in  discharge  of  Associated  Gas  and  Electric 
Company's  liability  to  the  investment  company  in  connection  with 
the  proceeds  of  the  debenture  sale  a  block  of  stock  the  price  of  which 
had  been  inflated  through  market  operations  the  very  debenture  pro- 
ceeds helped  to  finance.  On  April  3,  1929,  the  same  day  that  these 
77,500  shares  of  Associated  Gas  and  Electric  Company  Class  A  stock 
were  sold  to  Eastern  Utilities  Investing  Corporation  at  $57  per  share, 

"^  Op.  cit.  supra,  note  6,  Commissiou's  Exhibit  No.  3772,  Item  4. 
3«6ld.,  Commission's  Exhibit  No.  3771,  Part  VII,  Tables  32  and  33. 
•'««  See  supra,  pp.  688-9. 
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Associated  Gas  and  Electric  Securities  Company,  Inc.,  had  first  pur- 
chased this  stock  from  its  parent,  the  issuer,  at  a  price  of  only  $35 
per  share.^^^ 

b.  Investment  in  General  Gas  &  Electric  Corporation— An 
Accounting  Aspect  of  This  Investment 

As  of  August  1927,  the  entire  voting  stock  of  Eastern  Utilities 
Investing  Corporation  had  been  placed  in  Eastern  Utilities  Investing 
Trust,^^®  subject  to  an  option  which  Eastern  Utilities  Investmg  Trust 
granted  to  Associated  Gas  and  Electric  Company ,°*^^  to  repurchase 
the  stock  at  the  price  it  cost  Eastern  Utilities  Investing  Trust  to  ac- 
quire the  stock.  This  voting  stock  of  Eastern  Utilities  Investing  Cor- 
poration remained  in  that  trust  until  March  1932,  and  during  that 
period  the  option  was  continued  in  effect.^^°  Associated  Gas  and  Elec- 
tric Company,  although  it  did  not  actually  reacquire  the  control  stock 
until  March  1932,  always  had  the  power  to  obtain  control  at  any  time. 
Yet,  by  virtue  of  this  option  device  whereby  technical  control  was 
transferred  although  actual  control  was  retained,  the  statement  of 
Eastern  Utilities  Investing  Corporation  was  not  consolidated  with 
Associated  Gas  and  Electric  Company,  and  a  separate  report  on 
Eastern  Utilities  Investing  Corporation  was  not  furnished  as  part 
of  Associated  Gas  and  Electric  Company's  annual  report.  Eastern 
Utilities  Investing  Corporation  held  large  blocks  of  Associated  Gas 
and  Electric  Company  securities  in  its  portfolio.  In  addition,  East- 
ern Utilities  Investing  Corporation,  as  will  be  described  in  greater 
detail  hereafter,  was  caused  to  purchase  $26,000,000  of  securities  of 
General  Gas  &  Electric  Corporation,  including  one-half  of  the  control 
stock  of  that  corporation.  By  this  transfer,  Associated  Gas  and  Elec- 
tric Company  avoided  the  inclusion  of  General  Gas  &  Electric  Cor- 
poration in  its  own  consolidated  statement  and  obviated  the  necessity 
of  furnishing  separate  reports  of  General  Gas  &  Electric  Corpora- 
tion as  part  of  Associated  Gas  and  Electric  Company's  annual 
reports. 

At  the  end  of  1929,  Eastern  Utilities  Investing  Corporation  and 
General  Gas  &  Electric  Corporation  held  a  total  of  $133,312,844  of 
the  debentures   and   stocks   of  Associated   Gas   and   Electric   Com- 


2"  Op.  cit.  supra,  nO|te  6,  Commission's  Exhibit  No.  3811.  Mr.  Stix  claims  that  the 
apparent  profit  to  Associated  Gas  and  Electric  Securities  Company,  Inc.,  was  accounted 
for  as  part  of  a  payment  to  Associated  Gas  and  Electric  Company  about  the  year-end. 
(Id.,  at  25099-115.)  In  view  of  the  subsidiary  parent  relation,  this  seems  unimportant 
compared  with  the  fact  that  Associated  Gas  and  Electric  Company  was  getting  all  it 
could  for  its  Class  A  stock  even  from  its  controlled  Eastern  TJ,tilities  Investing  Corpora- 
tion. And  even  Mr.  Stix's  explanation  admitted  that  $6  out  of  every  $32  received  by 
Associated  Gas  and  Electric  Securities  Company,  Inc.,  were  kept  by  it  as  a  "backlog  for 
wha,t  was  in  reality  additional  capital  for  the  purpose  of  absorbing  the  losses  that  looked 
as  though  it  was  going  to  have  to  absorb  in  the  falling  market."  As  to  how  the  amount 
to  be  retained  to  absorb  the  security  company's  trading  losses  was  determined,  he  said  : 
"I  think  I  just  picked  the  amount,  and  it  was  just  kind  of  horse  sense."      (Id.,  at  25111-2.) 

S6S  See  Appendix  H,  p.  798. 

3«»  See  note  220,   supra. 

'■"  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  5. 
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pany."'  Yet  the  fact  that  Associated  Gas  and  Electric  Company 
did  not  technically  hold  the  voting  control  of  these  two  companies  ^^^ 
permitted  Associated  Gas  and  Electric  Company  to  exclude  both 
Eastern  Utilities  Investing  Corporation  and  General  Gas  &  Electric 
Corporation  from  the  1929  consolidated  financial  statements  of  Asso- 
ciated Gas  and  Electric  Company.  As  a  direct  result  of  this  failure 
to  include  these  two  companies  in  the  consolidated  statements  of 
the  top  company,  the  capitalization  and  surplus  of  Associated  Gas 
and  Electric  Company,  indicated  as  $500,688,742,"^  were  inflated  to 
the  extent  of  the  cross-holdings,  namely  $133,312,844.  The  assets 
shown  in  the  consolidated  balance  sheet  of  Associated  Gas  and  Elec- 
tric Company  were  similarly  inflated  by  this  procedure. 

So,  both  the  capitalization  and  assets  were  made  to  appear  about 
$130,000,000  greater  than  they  would  have  been  in  an  Associated  Gas 
and  Electric  Company  statement  consolidating  General  Gas  &  Elec- 
tric Corporation  and  Eastern  Utilities  Investing  Corporation  with 
the  balance  of  the  "System"  controlled  by  Associated  Gas  and  Elec- 
tric Company.  The  prospective  investors  in  Associated  Gas  and 
Electric  Company  securities  may  have  been  impressed  by  this  seem- 
ingly larger  company  and  by  the  lower  ratio  of  debt  to  assets  which 
the  $130,000,000  increase  in  both  sides  of  the  balance  sheet  indicated. 
More  specifically,  the  consequence  of  these  devices  was  that  no  dis- 
closure was  made  of  the  fact  that  Associated  Gas  and  Electric  Com- 

™  Associated  Gas  and  Electric  Company  securities  lield  by  Eastern  Utilities  Investing 
Corporation  and  by  General  Gas  &  Electric  Corporation  a,t  December  31,  1929.  and  which 
would  have  been  eliminated  by  a  consolidation  of  these  two  companies  with  Associated 
Gas  and  Electric  Company  were  as  follows  : 

Held  by  Eastern  Utilities  Investing  Corporation,  Dec.  31,  1929 


Description  of  security 


Associated  Gas  &  Electric  Co.  Class  A  stock 

Associated  Gas  &  Electric  Co.  6%  Convertible  Debentures,  Series  B  of 
1929 


Number  of 
shares  or  par 

value  of 
debentures 


Cost  value 


$11,998,877 
9,  642, 500 


Held  by  General  Gas  ds  Electric  Corporation,  Dec.  31,  1929  » 


Description  of  security 


Number  of 
shares  or  par 

value  of 
debentures 


Ledger 
value 


Associated  Gas  &  Electric  Co.,  Common.  Class  A 

Associated  Gas  &  Electric  Co.  6%  Consolidated  Debenture  Bonds,  1929. 
5%  Bonds,  1968 - 


$31,500,000 
17,  557, 000 


$65,  7-17,  651 
29,  925,  000 
15,  998,  816 


133,  312,  844 


"  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3795. 
"Op.  cit.  supra,  note  103,  Part  70,  pp.  884^-6. 

^'2  Technical  control  was  avoided  by  the  use  of  these  two  devices  (a)  the  transfer  to 
Eastern  U.tilities  Investing  Trust  of  the  block  of  stock  which  constituted  the  voting 
control  of  Eastern  Utilities  Investing  Corporation,  with  an  option  back  to  Associated  Gas 
and  Electric  Company  to  purchase  this  control  block  of  stock,  and  (b)  the  split,ting  be- 
tween Associated  Gas  and  Electric  Company  and  Eastern  Utilities  Investing  CorporatioQ 
of  voting  control  of  General  Gas  &  Electric  Corpora|tion. 

■'"  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3775. 
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pany,  having  capital  and  funded  debt  and  surplus  of  $500,688,742, 
held  through  two  subsidiaries  its  own  securities  carried  by  the  con- 
trolled companies  at  a  value  of  $133,312,844.  Furthermore,  a  com- 
plete consolidation  would  have  prevented  the  inflation  of  the  pub- 
lished income  account  of  Associated  Gas  and  Electric  Company  by 
that  substantial  part  which  was  represented  by  payments  of  interest 
and  dividends  by  Associated  Gas  and  Electric  Company,  Eastern 
Utilities  Investing  Corporation,  and  General  Gas  &  Electric  Cor- 
poration to  one  another. 

c.  General  Gas  &  Electric  Corporation  Class  B  Stock  as  an  Indirect 
Investment  in  Associated  Gas  and  Electric  Company 

As  already  mentioned  above.  Eastern  Utilities  Investing  Corpora- 
tion acquired  as  part  of  the  list  of  securities  received  in  lieu  of  the 
debenture  proceeds  about  $14,000,000  of  Class  B  common  (voting) 
stock  and  about  $12,000,000  of  other  securities  of  General  Gas  & 
Electric  Corporation,  or  an  aggregate  of  approximately  $26,000,000, 
equivalent  to  over  80%  of  the  debenture  proceeds. 

Between  the  acquisition  of  control  of  General  Gas  &  Electric  Cor- 
poration in  the  early  part  of  1929  and  the  transfer  of  the  blocks  of 
securities  of  that  corporation  to  Eastern  Utilities  Investing  Corpora- 
tion on  April  3, 1929,  Associated  Gas  and  Electric  Companj^  had  caused 
General  Gas  &  Electric  Corporation: 

(a)  To  convey  its  four  most  important  operating  subsidiaries  to 
Associated  Gas  and  Electric  Company  in  return  for  securities  of  Asso- 
ciated Gas  and  Electric  Company.  In  consideration  for  this  trans- 
fer of  these  major  operating  companies.  General  Gas  &  Electric  Cor- 
poration received  from  Associated  Gas  and  Electric  Company  its 
debentures,  preferred  and  Class  A  stock.^"^  As  a  result.  Eastern  Util- 
ities Investing  Corporation's  investment  in  Class  B  and  other 
stock  of  General  Gas  &  Electric  Corporation  in  Apiil  1929  became 
indirectly  an  investment  in  Associated  Gas  and  Electric  Company,  its 
own  parent,  and  in  April  1929  about  75%  of  the  portfolio  of  General 
Gas  &  Electric  Corporation  consisted  of  securities  of  Associated  Gas 
and  Electric  Company  and  its  affiliated  companies ;  ""^  and 

(b)  To  increase  its  capitalization  by  the  issuance  of  all  authorized 
but  unissued  securities  permissible  without  amendment  of  the 
charter.^^^ 

By  these  transactions  the  portfolio  of  General  Gas  &  Electric  Cor- 
poration consisted  predominantly  of  the  securities  of  Associated  Gas 
and  Electric  Company .^^^    As  a  result,  the  investment  of  Eastern 

3M  Ibid. 

3f6  Id.,  at  25071. 

^«  Id.,  at  25071-2. 

s'7  Id.,  Commission's  Exhibit  No.  3820. 

"8  Ibid.  A  similar  removal  of  underlying  operating  properties  from  a  newly  acquired 
holding  company  had  been  successfully  accomplished  by  those  in  control  of  Eastern 
Utilities  Investing  Corporation  in  1926.  See  supra,  pp.  641-62,  Transfer  of  Operating 
Companies  and  Effect  Thereof. 

Mr.  Stix  testified  (op.  cit.  supra,  note  6,  at  25071)  :  "Well,  we  did  what  we  thought 
was  removing  temptation  by  transferring  the  ownership  of  four  major  operating  com- 
panies from  General  Gas  ,to  either  the  Associated  or  subsidiaries  of  the  Associated." 

Mr.  Stix  referred  to  Metropolitan  Edison  Company,  Northern  Pennsylvania  Power  Com- 
pany, New  Jersey  Power  &  Light  Company  and  Binghamton  Light,  Heat  &  Power  Company. 
(Id.,  Commission's  Exhibits  Nos.  3820-1.) 
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Utilities  Investing  Corporation  in  General  Gas  &  Electric  Corporation 
was  not  an  investment  in  a  separate  utility  holding  company  but  an 
investment  indirectl}'  in  additional  securities  of  Associated  Gas  and 
Electric  Company.^^^  And  since,  as  indicated  above,  the  Broad  River 
Power  Company  and  Florida  Public  Service  Company  preferred 
stocks  were  almost  immediately  replaced  in  Eastern  Utilities  Investing 
Corporation's  portfolio  by  preferred  of  Associated  Gas  and  Electric 
Company,  Eastern  Utilities  Investing  Corporation,  in  lieu  of  receiving 
the  cash  proceeds  of  its  debenture  issue,  in  substance  acquired  a 
$32,800,000  investment  which  was  primarily  an  interest  (direct  and 
indirect)  in  the  securities  of  Associated  Gas  and  Electric  Company. 

d.  Investment  Character  of  General  Gas  &  Electric  Corporation  Class  B 

Stock 

In  discussing  whether  it  would  have  been  advisable  for  Associated 
Gas  and  Electric  Company  to  issue  its  own  debentures  in  order  to  raise 
money  to  pay  for  the  acquisition  of  control  of  General  Gas  &  Electric 
Corporation,  Mr.  Stix  testified  as  follows :  ^^'^ 

A.  I  would  say  that  the  net  cost  of  the  money  to  Associated  was  probably  some- 
where between  4%  and  5%. 

Q.  And  had  you  raised  that  money  through  a  debenture  issue,  it  would  have 
made  your  acquisition  of  General  Gas  unprofitable? 

A.  I  think  that  is  right,  and  perhaps  impossible. 

The  cash  raised  through  the  issuance  of  debentures  of  Eastern 
Utilities  Investing  Corporation  cost  Eastern  Utilities  Investing  Cor- 
poration over  5%  annually. ^^^  The  Class  B  stock  of  General  Gas  & 
Electric  Corporation  in  which  Eastern  Utilities  Investing  Corpora- 
tion invested  over  $14,000,000  was  then  paying  between  $2  and  $2.75  a 
year  in  cash  dividends.^®^ 

The  explanation  which  Mr.  Stix  offered  for  the  investment  of 
Eastern  Utilities  Investing  Corporation's  funds  in  General  Gas  & 
Electric  Corporation  Class  B  stock  was,  in  effect,  that  dividends  on 
the  General  Gas  &  Electric  Corporation  Class  B  stock  were  payable, 
at  the  option  of  the  holder,  in  Class  A  stock  of  that  company,  and 
that  on  the  basis  of  the  then  market  value  of  such  Class  A  stock  the 
dividends  on  the  aforementioned  Class  B  stock  would  be  10%.  His 
conclusion  was  that  Eastern  Utilities  Investing  Corporation,  by 
accepting  these  stock  dividends,  could  obtain  a  satisfactory  return.^^^ 

Apparently,  however,  Eastern  Utilities  Investing  Corporation  did 
not  sell  any  of  the  stock  dividends  it  received  from  its  investment  in 
General  Gas  &  Electric  Corporation  Class  B  stock  until  1934,  when 

3™  Id.,  at  25071. 

a*"  Op.  cit.  supra,  note  46,  pp.  1115-7. 

a«Id.,  at  1149,  and  see  supra,  p.  684. 

's^Op.  cit.  supra,  note  46,  at  1146-7. 

'^  Id.,  at  ll.")2.  Several  month.s  after  Eastern  Utilities  Investing  Corporation  had  made 
a  substantial  profit  by  selling  General  Gas  &  Electric  Corporation  Class  A  stock  to  an 
affiliated  company,  ,the  profit  was  eliminated  upon  an  advice  from  the  Ithaca,  New  York 
office  of  the  Associated  System  to  the  effect  that  the  figures  be  adjusted  so  that  the  sale 
should  be  at  cost  to  Eastern  Utilities  Investing  Corporation  rather  than  at  market.  The 
explanation  given  for  the  surrender  of  this  profit  by  the  investment  company  was  that  it 
was  a  practice  in  the  Associated  System  for  securi|ties  to  be  transferred  among  "System" 
companies  at  cost  and  that  some  officer  or  director  of  Eastern  Utilities  Investing  Corpora- 
tion had  probably  noticed  the  profit  in  violation  of  ,this  practice  and  had  caused  the 
reversing  advice  to  be  sent. 
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:  it  disposed  of  all  of  its  holdings  in  General  Gas  &  Electric  Corpora- 
tion stock,  then  consisting  of  1,134,178  shares  of  Class  A  stock,  to- 
gether with  $3,123,000  principal  amount  of  Associated  Gas  and  Elec- 
tric Company  5%  Convertible  Obligations,  Series  A,  in  order  to  reac- 
quire $6,917,000  principal  amount  of  its  own  debentures. ^^* 

e.  Selection  of  the  Investments  Acquired  in  Lieu  of  Proceeds  of  the 

Debenture  Issue 

The  list  of  securities  which  was  placed  in  Eastern  Utilities  Invest- 
ing Corporation's  portfolio  in  lieu  of  cash  proceeds  of  the  sale  of  the 
debentures  had  been  made  up  by  employees  of  Mr.  Hopson's  service 
companies,  Mr.  Daly,  Mr.  Third,  or  Mr.  Stix.^^^  In  spite  of  the  size 
of  the  transaction,  Mr.  Stix  stated  that  he  was  unable  to  recall  the  part 
he  played  in  making  up  the  list.    He  testified,  however :  ^^** 

Actually,  I  don't  think  we  paid  much  attention  to  it ;  at  least  we  did  not  give  it 
any  serious  import  because  one  of  the  purposes  of  the  financing  was  to  help  raise 
money  for  the  Associated  Gas  and  Electric  Company. 

However,  according  to  Mr.  Stix,  Associated  Gas  and  Electric  Com- 
pany "felt  a  moral  responsibility  to  the  Eastern  Utilities  Investing 
Corporation  in  view  of  the  intended  use  of  the  proceeds."  ^^^ 

Out  of  a  total  of  approximately  $32,800,000  in  securities  placed  in 
the  portfolio  of  Eastern  Utilities  Investing  Corporation  in  lieu  of  the 
cash  proceeds  from  its  debentures,  approximately  $26,000,000  consti- 
tuted General  Gas  &  Electric  Corporation  securities.  Mr.  Stix  gave 
the  following  explanation  for  this  large  holding:  ^^* 

In  the  first  place,  there  was  a  very  substantial  amount  of  General  Gas  & 
Electric  Corporation  securities  in  the  portfolio  of  the  Associated  Gas  and 
Electric  Company  which  it  preferred  not  to  sell,  but  which  had  certain,  or 
represented  certain  credit  resources.  That  would  be  one  way  of  being  able  to 
realize  on  those  credit  resources.  In  the  second  place,  the  proceeds  from  the 
sale  of  the  Eastern  Utilities  Investing  Corporation  debentures  went  to  a 
substantial  extent  to  continue  the  purpose  of  General  Gbs  &  Electric  Cor- 
poration.   So  they  seemed  to  naturally  fiow  together. 

Mr.  Hopson  gave  his  entire  approval  to  the  afore-mentioned  list 
of  securities  which  went  into  Eastern  Utilities  Investing  Corporation, 
including  this  large  block  of  General  Gas  &  Electric  Corporation 
securities,  either  directing  that  such  a  list  of  securities  be  made  up, 
or  approving  the  list  after  one  of  his  men  had  prepared  it  as  "one 
of  the  things  that  had  to  be  done  in  connection  with  this  financing 
and  in  an  endeavor  to  make  ourselves  useful."  ^^^ 


38*  Op.   cit.   supra,   note  46.   at   1155 ;   and   op.   cit.   supra,    note   6,    Commission's   Exhibit 
No.  3771,  Part  VII,  Table  33. 

385  Op.  cit.  supra,  note  6,  at  25019. 

3S8  Ibid. 

ss'  Id.,  at  25020. 

388  Id.,  a,t  25041. 

389  Ibid.     Mr.  Stix  testified   (id.,  at  25040)  : 

Q.  In  1929  he  [Mr.  Hopson]  still  had  that  full  responsibility  of  direction,  had 
he  not? 

A.  Yes. 

Q.  So  having  that  in  mind,  would  you  r.ot  say  that  the  list  of  securities  to  go  into 
Eastern  Utilities  Investing  Corporation  just  after  the  debenture  issue  received  his 
entire  approval  before  .those  securities  were  put  into  Eastern  Utilities  Investing 
Corporation  ? 

A.  Yes ;  I  would  say  so. 
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With  rare  exceptions,  the  minutes  of  the  board  of  directors  of 
Eastern  Utilities  Investing  Corporation  do  not  disclose  that  the 
board  specifically  authorized  acquisitions  or  dispositions  of  securities, 
Mr.  Bowman,  a  partner  of  Haskins  &  Sells,  testified  regarding  the 
lack  of  authorization  by  the  board  of  the  disposition  or  acquisition 
of  significant  quantities  of  securities :  ^^'^ 

Q.  What  did  you  find  wrong  with  the  company's  procedure  in  that  regard? 
A.  We  felt  there  should  be  formal  action  by   the   board   of  directors   with 
respect  to  the  security  transaction. 
Q.  With  respect  to  each  transaction? 
A.  Well,  at  least  those  of  any  importance. 

Mr.  Stix  told  Haskins  &  Sells  that  this  practice  of  not  securing 
board  authorization  for  investments  was  justified  because,  since 
Eastern  Utilities  Investing  Corporation  was  an  investment  company, 
they  were  all  transactions  ''in  the  regular  coarse  of  business."  ^""^ 
However,  the  effect  of  this  practice  was  an  abdication  by  the  board 
as  a  board  of  its  own  power  and  duty  to  direct  the  management  of 
the  company.  And  accordingly,  although  a  transaction  might  be 
discussed  with  some  member  of  the  board  in  addition  to  Mr.  Hop- 
son,  ^'^-  decisions  as  to  the  investments  to  be  made  were  left  to  the 
management,  Messrs.  Hopson,  Dah',  and  Stix,  even  though  of  major 
importance. 

The  investment  of  the  debenture  proceeds  was  no  exception  to  this 
practice,  although  it  almost  doubled  the  size  of  the  company's  port- 
folio. The  minutes  do  not  show  that  the  board  of  directors  or  the 
executive  committee  took  any  action  with  respect  to  this  investment. 
Mr.  Stuart,  of  Halsey,  Stuart  &  Co.,  Inc.,  who  became  a  member  of 
the  board  of  directors  of  Eastern  Utilities  Investing  Corporation  at 
that  time,  did  not  recall  ever  having  known  in  what  securities  the 
proceeds  were  invested.  Mr.  Hopson  and  Mr.  Burroughs,  of  course, 
knew,  because  they  arranged  the  transaction.  Mr.  Hopson  either 
directed  the  preparation  of  the  list  or  approved  it.^'*-^ 

The  board  of  directors,  in  addition  to  Mr.  Hopson  and  Mr.  Mange 
and  Mr.  Burroughs,  consisted  of  Garrett  A.  Brownback,  who  was  for- 
merly, and  has  been  since,  counsel  for  the  "System,"  although  at  the 
time  he  was  a  partner  of  Field.  Glore  &  Company:  John  M.  Daly, 
vice  president  of  Associated  Gas  and  Electric  Company  and  an  assist- 
ant to  Mr.  Hopson;  Warren  Partridge,^''*  vice  president  of  .New 
England  Gas  and  Electric  Association,  which  was  a  subsidiary  of 
Associated  Gas  &  Electric  Properties,  jointly  controlled  by  Mr.  Hopson 
and  Mr.  Mange;  Daniel  Starch,  brother-in-law  of  Mr.  Hopson  and  the 
head  of  the  advertising  firm  of  Daniel  Starch  and  Staff,  which  handled 
the  "System's"  advertising;  and  Charles  B.  Stuart,  of  Halsey,  Stuart 
&  Company,  Inc.,  which  had  just  been  accepted  as  associate  bankers 
for  the  "System.""''^  Under  Mr.  Hopson  as  president  of  Eastern 
Utilities  Investing  Corporation  were  Mr.  Daly,  Mr.  Stix,  and  three 
employees  of  Hopson  service  companies. 
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^"^Id.,  at  24210. 

2"^  Id.,  at  24214-5. 

3!'=  Op.  cit.  supra,  note  46,  pp.  1129-37. 

3"=  Op.  cit.  supra,  note  6,  at  27.344-6 ;  25019-21  ;  25039-41. 

^"■•This  is  the  father,  not  the  son,  who  is  still  with  the  "System."      (Id.,  a,t  23468.) 

3"'  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

»'•-«  Ibid. 
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After  the  close  of  a  calendar  year  of  operations  Haskins  &  Sells 
would  point  out  that  transactions  had  not  been  authorized  by  the 
board,  and  the  board  would  then  pass  a  general  resolution  ratifying 
and  confirming  all  action  of  the  officers  taken  during  the  year,  includ- 
ing all  acquisitions  and  dispositions  of  securities.  It  is  accordingly 
clear  that  Mr.  Hopson,  either  directly  or  through  instructions  to 
Mr.  Daly  and  Mr.  Stix,  decided  which  investments  Eastern  Utilities 
Investing  Corporation  should  hold,  dispose  of,  or  acquire,  and  that 
long  after  the  transactions  occurred  the  board  would  go  through  the 
formality  of  ratifying  his  decisions. 

Mr.  Burroughs,  with  reference  to  the  use  of  the  debenture  proceeds, 
testified  as  follows  :^^'' 

A.  *  *  *  I  think  we  did  know  it  would  be  invested  in  tlie  Associated  System 
securities,  but  I  don't  think  we  decided  to  put  it  into  General  Gas  &  Electric 
Corporation  stock  at  the  time  of  the  offering. 

Q.  At  the  date  of  the  circular,  you,  as  an  individual,  knew  it  was  planned  to 
invest  practically  all  the  proceeds  in  securities  of  the  Associated  System? 

A.  That  is  as  I  recall  it.  It  is  a  little  hard  to  remember  back  ten  years  and 
say  definitely  what  day  you  made  up  your  mind  to  do  a  certain  thing,  and  I  can't 
do  that ;  but  I  do  know  it  was  the  general  idea  of  the  Board  to  invest  the  pro- 
ceeds of  this  financing  in  securities  of  the  Associated  System.  I  don't  remember 
on  what  day  or  how  we  decided  to  buy  a  particular  security.     I  couldn't  do  that. 

At  that  time  Mr.  Burroughs  was  representing  at  least  three  different 
conflicting  interests.  He  was  not  only  a  partner  of  the  bankers,  Har- 
ris, Forbes  &  Company  (who  had  been  financial  advisers  of  the  "Sys- 
tem" since  1926)  but  a  director  of  Associated  Gas  and  Electric  Com- 
pany ^^^  and  of  Eastern  Utilities  Investing  Corporation.  ^^^  Mr.  Bur- 
roughs testified :  •'''° 

Q.  In  this  case  you  were  in  a  triple  capacity  of  being  a  director  of  Harris, 
Forbes,  Associated  Gas  and  Eastern  Utilities  Investing? 

A.  I  was  probably  in  a  sextuple  capacity,  being  director  of  some  other  com- 
panies, too. 

His  directorship  of  Eastern  Utilities  Investing  Corporation  resulted 
from  its  being  controlled  by  the  Associated  Gas  and  Electric  System 
for  which  he  was  financial  consultant.  And  admittedly,  Eastern 
Utilities  Investing  Corporation  was  just  one  of  two  or  three  hundred 
companies  of  which  Mr.  Burroughs  was  a  director,*"^  whereas  Asso- 
ciated Gas  and  Electric  Company  controlled  most  of  the  "System." 
Mr.  Stix,  comptroller  of  Associated  Gas  and  Electric  Company  and 
now  a  vice  president,  admitted  that  Eastern  Utilities  Investing  Cor- 
poration was  conceived  for  the  purpose  of  aiding  in  the  financing  of 
Associated  Gas  and  Electric  Company .*°^ 

=9^  Id.,  at  23546. 

393  Id.,  at  23293,  23445-6,  and  Commission's  Exhibit  No.  3775. 
^  Id.,  at  23461,  23466,  and  Commission's  Exhibit  No.  3S32. 
^  Id.,  at  23466. 

*^m.,  at  23462.     Mr.  Burroughs  testified   (ibid.)  : 
Q.  How  many  years  were  you  a  director? 

A.  I  don't  know.  I  don't  Ijnow  the  date  I  was  elected  or  resigned.  The  last  ten 
or  fifteen  years  I  have  been  a  director  in  at  least  two  or  three  hundred  corporations, 
domestic  and  foreign.     That  is  what  minutes  are  for. 

Q.  And    Eastern    Utilities    Investing    Corporation    was    just    one    of    two    or    three 
hundrefl  companies  of  which  vou  were  a  director? 
A.  Well,  haven't  I  just  said  that? 
*»2  See  supra,  pp.  680-2. 
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9.  SECONDARY  DISTRIBUTION  OF  EASTERN  UTILITIES 
INVESTING  CORPORATION  DEBENTURES 

Altliougli  the  entire  Eastern  Utilities  Investing  Corporation  de- 
benture issue  of  $35,000,000  was  sold,  a  considerable  amount  of  these 
debentures  came  back  into  the  market.*-'"  The  syndicate  bought  such 
debentures  and  resold  them  either  in  the  market  or  through  the  sales 
organizations  of  the  underwriters,'*°*  H.  C.  Hopson  on  behalf  of 
Associated  Gas  and  Electric  Company  agreed  with  the  underwriters 
to  "repurchase"  from  them  up  to  $3,000,000  principal  amount  of  East- 
ern Utilities  Investing  Corporation  debentures.*"^  Subsequently,  this 
agi'eement  was  extended  for  one  month  on  the  condition  that  the  prin- 
cipal amount  which  Associated  Gas  and  Electric  Company  would  be 
obligated  to  "repurchase"  would  be  reduced  from  $3,000,000  to  $2,000,- 
QQQ  406     ^i^Q  representatives  of  the  bankers  were  unable  to  recall  this 

^•^Id.,  at  23491.  A  tabulation  entitled  "Harris,  Forbes  &  Company — Analysis  of  Pur- 
chases and  Sales  in  Connection  with  the  'Trading  Account'  Formed  in  Connection  with  the 
Original  Issue  of  $35,000,000 — Eastern  Utilities  Investing  Corporation  5%  Debentures 
Due  1954"  shows  that  during  the  period  March  through  August  1929,  Harris,  Forbes  & 
Company  on  behalf  of  the  syndicate  made  the  following  purchases  and  sales  in  a  trading 
account  with  a  resulting  profit  of  $102,893.75  (supplementary  information  supplied  the 
Commission  by  Amerex  Holding  Corporation,  which  is  in  possession  of  certain  records  of 
Harris,  Forbes  &  Company,  through  George  D.  Woods,  formerly  assistant  to  Mr.  Bur- 
roughs) : 

Bonds  purchased  Bonds  sold 

1929:  (par  value)  {par  value) 

March $290,  000  $3,  835,  000 

AprU 1,  728,  000  2,  000 

May 773,  000  253,  000 

June 1,  058,  000  1,  807,  000 

July 3,  864,  000  2,  399,  000 

August 723,000  140,000 

8,  436,  000  8,  436,  000 

A  tabulation  entitled  "Statement  of  the  Amount  of  Eastern  Utilities  Investing  Corpora- 
tion Debenture  5s  of  3/15/54,  acquired  by  Halsey,  Stuart  &  Co.,  Inc.  after  Original  Offer, 
by  Months"  shows  that  Hal.'<ey,  Stuart  &  Co.,  Inc.  acquired  the  following  principal  amount 
of  debentures  in  the  following  years  : 

1929 $2,  201,  000 

1930 571,  000 

1931 56,  000 

1932 138,  000 

March  and  April  1933 31,000 

Total 2,  997,  000 

It  also  shows  that  thereafter  the  firm  reacquired  no  Eastern  Utilities  Investing  Cor- 
poration debentures.  (Derived  from  supplementary  information  supplied  the  Commission 
by  Halsiy.  Stuart  &  Co.,  Inc.) 

*^  Ibid.,  and  op.  cit.  supra,  note  6,  at  23492. 

*«  Id.,  at  27228,  Commission's  Exhibit  No.  3842,  Item  18.  Wire  dated  July  1,  1929,  from 
the  New  York  office  of  Harris,  Forbes  &  Company  to  Harris  Trust  &  Savings  Bank  offered 
to  take  back  debentures  at  92%  from  syndicate  participants  and  explained  that  "*  *  * 
Syndicate  shortage  is  two  million  and  in  addition  Hopson  has  agreed  take  three  million 
more  from  proceeds  General  Gas  &  Electric  preferred.  Berta  [in  charge  of  trading]  hopes 
take  care  of  more  than  five  hundred  thousand  of  our  bonds." 

^^^Id.,  Commission's  Exhibit  No.  3842,  Item  20  (identified  at  27230)  is  a  letter  dated 
July  24,  1929,  to  The  Harris  Forbes  Corporation,  signed  by  H.  C.  Hopson  as  vice  president 
of  Associated  Gas  and  Electric  Company,  which  reads :  "Referring  to  our  letter  to  you 
dated  June  11,  1929,  with  respect  to  the  repurchase  by  us  on  or  before  August  1,  1929, 
at  your  request,  of  5  %  Gold  Debentures  due  March  15,  1954,  of  Eastern  Utilities  Investing 
Corporation  up  to  a  principal  amount  of  $3,000,000,  this  is  to  confirm  our  oral  under- 
standing that  the  period  within  which  you  may  make  such  request  and  within  which  we 
will  repurchase  such  Debentures  is  extended  to  and  including  September  1,  1929,  and  that 
the  principal  amount  of  such  Debentures  which  we  are  obligated  to  take  up  at  your  request 
is  limited  to  a  maximum  of  $2,000,000.  Except  as  herein  expressly  modified,  our  said 
agreement  of  June  11,  1929,  is  hereby  confirmed     *     *     *." 
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agreement  at  the  public  examination  and  in  the  time  available  it  was 
not  ascertained  to  what  extent,  if  any,  debentures  had  been  purchased 
pursuant  to  this  agreement.  However,  the  underwriters  did  main- 
tain a  market  for  the  debentures  **'  and  it  is  apparent  from  the  ex- 
istence of  this  agreement  that  the  underwriters  desired  support  for 
their  maintenance  of  a  market  during  the  secondary  distribution.  It 
is  also  apparent  that  the  management  of  Associated  Gas  and  Electric 
Company  was  willing  to  commit  that  company  to  "repurchase"  $3,000,- 
000  principal  amount  of  Eastern  Utilities  Investing  Corporation  de- 
bentures in  order  to  further  such  market  support. 

During  1930  Harris,  Forbes  &  Company  made  purchases  and  sales 
of  Eastern  Utilities  Investing  Corporation  debentures  in  what  they 
called  a  "sole  account,"  *°'  and  it  apparently  was  this  account  to  which 
reference  was  made  in  an  inter-ofRce  memorandum  dated  August  12, 
1930,  reading: 

Some  weeks  ago  when  Eastern  Utilities  debenture  5s  were  selling  even  more  out 
of  line  with  the  market  than  they  are  today,  we  started  a  trading  account  to 
bring  the  price  back  to  somewhere  near  a  normal  level.  *  *  *  up  to  the  present 
time  this  account  has  been  very  successful.  This  last  week  sales  have  dried 
up  *  *  *.  In  order  to  keep  the  market  where  it  is  and  improve  it  slightly, 
it  will  be  necessary  for  us  to  buy  from  ten  to  twenty  bonds  per  day,  and,  natu- 
rally, we  will  have  to  sell  an  equal  or  greater  amount.  Having  done  90%  of 
the  job,  we  hesitate  to  even  think  of  letting  this  market  slide  back,  and  are, 
therefore,  going  to  ask  each  member  of  the  department  to  make  a  special  effort 
to  place  these  bonds.     *     *     *  ^°^ 

However,  by  May  1931  Mr.  Hopson  had  evidently  "tired"  of  sup- 
porting the  market  for  the  Eastern  Utilities  Investing  Corporation 
debentures,  and  determined  upon  a  program  of  exchange  offers  by 
which  securities  of  other  companies  in  the  Associated  System  were  to 
be  offered  to  investors  in  exchange  for  the  debentures  of  Eastern  Util- 
ities Investing  Corporation. "^^^  A  message  sent  over  the  private  wire 
of  Halsey,  Stuart  &  Co.,  Inc.,  from  Mr.  Shrader  of  its  Chicago  office 
to  Mr.  Mver,  of  its  New  York  office,  on  May  13,  1931,  reads :  ■^'^^ 

WHAT  IS  HOPSON  REAL  PURPOSE  IN  OFFERING  PROPOSED  EX- 
CHANGE FOR  EASTERN   UTILITIES  5s     *     *     * 


*<"  Op.  cit.  supra,  note  6,  at  27217,  27229. 

*•«  A  tabulation  entitled  "Purcliases  and  Sales  of  Eastei'n  Utilities  Investing  Corporation, 
5%  Debentures  due  March  15,  1954,  taken  from  the  Security  Ledgers  of  'Sole  Account'  of 
Harris,  Forbes  &  Co.,  N.  Y.,  from  May  31,  1930,  to  Dec.  31,  1932,"  shows  that  during  .Tune 
1930,  $170,000  principal  amount  was  purchased  and  none  sold  ;  that  during  July  1930, 
$335,000  principal  amount  was  purchased  and  $337,000  principal  amount  sold  at  a  small 
profit.  The  tabulation  also  shows  that  by  March  1931,  $1,228,000  principal  amount  had 
been  purchased  and  sold  at  a  loss  of  $56,707.  It  further  shows  that  by  the  end  of  1932  the 
total  amount  purchased  and  sold  in  the  account  was  §1,494,000  principal  amount  at  an 
aggregate  loss  of  $53,652.  The  table  bears  the  following  notation  :  "These  transactions 
represent  securities  purchased  and  sold  from  and  to  Dealers,  Brokers,  Individuals,  and 
Corporations,  and  is  known  as  'Sole  Account.'  According  to  the  records  of  Harris,  Forbes 
&  Company,  there  was  no  'Trading  Account'  formed  from  August  12,  1930,  to  December  31, 
1932."  (Derived  from  supplementary  information  supplied  the  Commission  by  Amerex 
Holding  Corporation  as  indicated  supra,  note  403.) 

i"'  Op.  cit.  supra,  note  6,  at  27220-1  and  Commission's  Exhibit  No.  3842,  Item  28. 

"0  Id.,  Commission's  Exhibit  No.  3843,  Item  15. 

*ii  Ibid.     See  also  Items  26  and  27. 
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On  this  message  is  written  Mr.  Niver's  answer,  as  follows : 

Just  another  idea  of  Hop's  to  improve  market  for  Eastern  Utilities  5's,  says 
he  is  tired  trying  to  keep  market  in  line  by  purchasing  bonds  and  he  thinks 
exchanges  will  take  off  market  substantial  amount  of  bonds     *     *     * 

G.  Operations  of  Eastern  Utilities  Investing  Corporation  from 

April  1929  to  June  1931 

1.  PORTFOLIO  OF  EASTERN  UTILITIES  INVESTING 
CORPORATION  IN  APRIL  1929 

As  has  been  indicated,  the  securities  which  Eastern  Utilities  Invest- 
ing Corporation  received  on  April  3,  1929,  consisted  chiefly  of  securi- 
ties of  General  Gas  &  Electric  Corporation."-  The  complete  list  of 
portfolio  securities  of  Eastern  Utilities  Investing  Corporation,  after 
the  debenture  issue,  was  as  follows :  *^" 


Issuer 


Class 


Carrying 
value 


Percent 


Associated  Gas  &  Electric  Co 

Do 

Do 

General  Gas  &  Electric  Corporation 

Do 

Do 

Do 

Do 

Gas  &  Electric  Associates 

Public  Utility  Investing  Corporation 

Utility  Management  Corporation,.. 

Consumers  Construction  Co 

The  J.  G.  White  Management  Corporation. 

.other  affiliated  companies 


Total  affiliated  companies. 
Nonaffiliated  companies 


Total  portfolio. 


Class  A.... 

$5pfd 

Conv.  Obi. 
Class  B.... 
$8pfd.  A... 
$7pfd.  B._. 
Class  A.... 
$7pfd.  A... 
8%pfd--.-. 
6%pfd 


7%pfd- 
7%pfd. 
7%  pfd. 


$4,  417, 500 

7,  349, 920 
5, 194,  573 

14,  250, 000 

4,  720,  657 
3, 366, 120 
2, 160, 000 
1,946,460 

8,  400, 000 
1, 500. 000 
5. 000.  000 

5,  000,  000 
100, 000 

1,371,260 


64, 776,  490 
15,996.110 


80, 772,  600 


5.5 
9.1 
6.4 

17.6 
5.8 
4.2 
2.7 
2.4 

10.4 
1.9 
6.2 
6.2 
0.1 
1.7 


80.2 
19.8 


100.0 


Of  the  total  investments,  21%  was  in  securities  of  Associated  Gas 
and  Electric  Company  and  59%  in  that  company's  subsidiaries  and 
affiliates,  with  33%  concentrated  in  General  Gas  &  Electric  Corpora- 
tion. To  a  substantial  extent.  Eastern  Utilities  Investing  Corpora- 
tion's investment  in  General  Gas  &  Electric  Corporation  in  April 
1929  was  indirectly  an  investment  in  Associated  Gas  and  Electric 
Company,  and  by  then  about  75%  of  the  portfolio  of  General  Gas 
&  Electric  Corporation  consisted  of  securities  of  Associated  Gas  and 
Electric  Company  and  its  affiliated  companies/^* 

Despite  the  avowed  policy  of  the  company  which  was  stressed  in 
the  sale  of  its  debentures,  the  portfolio  of  Eastern  Utilities  Investing 
Corporation  showed  a  lack  of  diversification  immediately  after  the 

^^  See  supra,  pp.  692—4,  Investment  in  Geneial  Gas  d-  Electric  Corporation. 

<^»  Op.  cit.  supra,  note  6,  Commission's  Exhibits  No.  3772,  Item  4  and  No.  3805. 


«*  Id.,  at  25071-2. 

153373— 40— pt.  3- 


-40 
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issuance  of  $35,000,000  principal  amount  of  debentures.  Approxi- 
mately 80%  of  the  total  portfolio  cost  was  concentrated  in  Associated 
Gas  and  Electric  Company,  its  subsidiaries,  and  affiliates.  Approxi- 
mately 12%  of  the  total  portfolio  cost  was  invested  in  one  other  com- 
pany. Utilities  Power  &  Light  Corporation.  Of  the  remaining  8%, 
over  6%  was  invested  in  19  utility  companies  operating  in  New 
Englancl,  of  which  the  "System"  was  attempting  to  buy  control,*^^ 
The  balance  of  the  proceeds,  or  less  than  2%,  was  invested  in  other 
utility  companies.*^^ 

2.   MANAGEMENT   OF  EASTERN  UTILITIES   INVESTING 

CORPORATION 

Subsequent  to  the  sale  of  the  debenture  issue  no  change  in  the 
modus  operandi  of  Eastern  Utilities  Investing  Corporation  took 
place,  for  it  continued  to  be  managed  entirely  by  representatives  of 
Mr.  Hopson  acting  through  Associated  Gas  and  Electric  Company 
and  Mr.  Hopson's  service  companies.  Eastern  Utilities  Investing 
Corporation  still  had  no  office  of  its  own  and  still  maintained  the 
same  address  as  that  of  the  Hopson  service  companies,  at  61  Broad- 
way, New  York  City.*^^  Its  board  of  directors  remained,  as  before, 
composed  of  officers  of  Associated  Gas  and  Electric  Company  or 
lawyers  or  bankers  rendering  service  to  that  company  and  the 
"System."  *^*  Upon  the  debenture  financing,  Mr.  Stuart  of  Halsey, 
Stuart  &  Co.,  Inc.,  joined  the  board,  of  which  Mr.  Burroughs  had 
been  a  member  since  his  banking  firm  of  Harris,  Forbes  &  Company 
had  been  retained  as  financial  advisers  to  the  "System"  in  1926.  Mr. 
Brownback  was  attorney  for  the  Associated  Gas  &  Electric  System.*^" 
The  officers  of  Eastern  Utilities  Investing  Corporation  were  under 
Mr.  Hopson's  control. 

The  board  of  directors  of  Eastern  Utilities  Investing  Corporation 
did  not  make  it  a  practice  to  pass  upon  investments  before  they  were 
made,  but  instead  customaril}^  ratified  the  transactions,  if  at  all,  long 
after  they  had  been  effected.*-"  Mr.  Stuart,  who  went  on  the  boarcl 
presumably  to  represent  his  firm  in  performing  its  obligations  to  its 
clients,  stated  that  he  did  not  know  which  securities  were  bought  and 
sold  and  did  not  know  why  he  was  on  the  board.*^^  Mr.  Stuart 
testified :  ^-^ 

415  These  companies  were  subsidiaries  of  New  England  Po^Ye^  Association,  a  nonafflliate 
of  Associated  Gas  and  Electric  Company. 

*!'  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3805 : 

(a)  226,201  shares  of  Class  B  common  stock  of  Utilities  Power  &  Light 

Corporation  carried  at $9,  781,  442 

(b)  Securities  of  19  utility  companies  operating  in  New  England  and 

now  subsidiaries  of  New  England  Power  Association  (a  nonafflli- 
ate) carried  at 6,  202,  789 

(c)  Securities  of  4  utility  companies  operating  in  New  England  and 

now  subsidiaries  of  New  England  Gas  and  Electric  Association 

(an  affiliate)  carried  at 325.  180 

*"  See  supra,  pp.   632-5,   Eastern  Utilities  Investing  Corporation  Controlled  by  Asso- 
ciated Gas  and  Electric  Company. 

*^  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  I. 

«9Id.,  at  23502-3. 

*2oid.,  at  24210-1  and  supra,  p.  649. 

"iJd.,  at  27370-1. 

"=  Ibid. 
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Q.  "Well,  did  you  attend  directors'  meetings  regularly  when  you  were  a 
director? 

A.  No;  I  did  not. 

Q.  Were  you  a  director  continuously  from  the  time  you  went  on  the  board, 
April  1.  1929,  until  the  date  that  you  resigned,  December  31,  1932? 

A.  Yes. 

Q.  Now,  what  was  the  purpose  of  your  being  on  the  board  of  Eastern 
Utilities  Investing  Corporation  as  a  representative  of  Halsey,  Stuart  & 
Company? 

A.  Well :  I  really  don't  know.     I  can't  answer  your  question. 

Q.  As  a  director  of  Eastern  Utilities  Investing  Corporation,  what  were  you 
able  to  accomplish  along  the  lines  of  protecting  the  public  holder  of  the  Eastern 
Utilities  Investing  Corporation  debentures? 

A.  I  suppose  the  theory  of  my  being  a  director  was  to  attend  all  the  meet- 
ing.s  and  report  everything  that  happened. 

Q.  But  you  didn't  do  that? 

A.  No ;  I  only  attended  very  few  meetings,  but  I  did  see  a  lot  of  the  different 
directors  and  had  some  idea  of  what  the  company  was  doing. 

Q.  Did  you  ever  oppose  any  of  the  switches  of  the  securities  which  the  com- 
pany carried  out? 

A.  I  don't  recall  that  I  ever  did. 

Q.  Now,  since  the  indenture  didn't  place  a  restriction  on  portfolio  switches, 
the  bankers'  having  a  representative  on  the  board  was  about  the  only  way  that 
they  could  prevent  any  unwise  switches  in  the  securities.     Isn't  that  so? 

A.  No;  that  isn't  the  case  at  all.  As  a  matter  of  fact,  I  only  had  one  vote, 
I  couldn't  have  prevented  anything.  I  might  have  protested,  but  that  is  as 
far  as  I  could  have  gone. 

Q.  So  your  being  on  the  board  really  didn't  add  any  protection  to  the  public 
investor,  did  it? 

A.  No ;  I  don't  think  so. 

A.  And  yet  in  theory,  that  was  the  primary  rea.son  for  your  being  on  the 
board,  isn't  it? 

A.  Apparently  that  is  it.  I  don't  know  yet  why  I  was  put  on,  as  I  told  you 
before. 

Mr.  Stix  and  ]Mr.  T>n\y,  immediate  assistants  to  Mr.  Hopson,  seem 
to  have  been  primarily  charged  with  handling  the  corporation's 
investments.  They  woiild  switch  secnrities  pursuant  to  directions  of 
Mr.  Hopson,  or  would  prepare  lists  of  investments  which  they 
thought  would  carry  out  his  policies  and  thereafter  submit  them  for 
his  approval;  in  some  cases  they  may  have  made  some  investments 
without  consulting  Mr.  Hopson  because  of  their  knowledge  that  such 
transactions  would  be  in  line  with  his  wishes.*^-^ 

Mr.  Hopson  and  Mr.  Mange  had  complete  control  of  Eastern 
Utilities  Investing  Corporation  through  the  indirect  ownership  of  all 
of  its  voting  stock  by  Associated  Gas  &  Electric  Properties.*'-'*  Until 
Jul}'  1927.  this  control  stock  was  indirectly  owned  by  Associated  Gas 
&  Electric  Properties  tlirough  Associated  Gas  and  Electric  Company. 
From  then  until  1932,  the  control  stock  was  owned  through  another 
subsidiary  of  Associated  Gas  &  Electric  Properties,  while  Associated 
Gas  and  Electric  Company  retained  an  option  to  reacquire  this  stock 

*^3i<3.,  at  2.5019-21.  2.50.39-^1.     See  also  id.,  at  24681,  24687-8,  23375-6,  and  23389. 
*^  See  supra,  pp.  632-5,  and  Appendix  H,  p.  798. 
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at  cost.^-^  From  the  moment  in  1925  when  control  was  bought  by 
Associated  Gas  and  Electric  Company  until  Eastern  Utilities  In- 
vesting Corporation  went  into  77B  bankruptcy  proceedings  in 
October  1936,  Eastern  Utilities  Investing  Corporation  never  entered 
into  a  transaction  involving  the  purchase,  sale,  or  exchange  of  port- 
folio securities  except  with  some  Associated  Gas  &  Electric  System 
company."-®  The  individuals  controlling  every  portfolio  transaction 
of  Eastern  Utilities  Investing  Corporation,  whether  of  purchase,  sale, 
or  exchange,  were  the  same  on  both  sides  of  the  transaction.  They 
represented  the  purchaser  and  the  seller  in  the  transactions  which 
involved  the  use  of  the  public's  funds.  Mr.  Stix,  who  executed  Mr. 
Hopson's  orders  and  who  had  most  to  do  with  these  transactions, 
testified  that  he  saw  no  adverse  interest  between  a  buyer  and  a 
seller,*-^  and  therefore  no  conflict  of  interest  in  representing  both 
sides ;  that  the  price  at  which  Eastern  Utilities  Investing  Corporation 
acquired  or  disposed  of  securities  "didn't  have  a  great  deal  of  sig- 
nificance" and  that  he  could  assign  any  prices  for  the  securities  that 
he  wanted  to,  provided  they  were  "reasonable."  ^^^  He  did  not  indi- 
cate that  the  reasonableness  of  these  prices  was  subject  to  review. 

The  shifts  in  the  portfolio  securities  of  Eastern  Utilities  Investing 
Corporation  were  apparently  made  with  little  regard  for  the  interests 
of  that  company,  and  when  the  company  was  in  financial  difficulties 
as  a  result  of  these  shifts,  apparently  no  effort  was  made  to  improve 
its  condition.^-^    Mr.  Stix  testified :  "^o 

Q.  So  that  at  that  time  [1929],  Eastern  Utilities  Investing  Corporation's 
equity  in  relation  to  its  debentures  was  better  than  Associated  Gas  and  Elec- 
tric Company's  equity  with  relation  to  its  debentures? 

A.  Yes,  sir, 

Q.  And  now  Eastern  Utilities  Investing  Corporation  is  now  in  77-B  proceed- 
ings, and  Associated  Gas  and  Electric  Company  is  not,  is  that  right? 

A.  That  is  right. 

Q.  And  you  still  say  that  the  price  at  which  you  put  securities  into  Eastern 
Utilities  Investing  Corporation  didn't  matter? 

A.  Well,  it  would  appear  that  subsequent  events  bear  that  out,  because  in 
spite  of  the  large  equity  that  Eastern  Utilities  Investing  Corporation  had,  and 
plus  or  less  what  we  put  into  it,  it  still  went  broke,  and  Associated  Gas  and 
Electric  Company  didn't. 

Q.  Well,  while  Eastern  Utilities  Investing  Corporation  was  going  along  very 
well,  you  put  securities  in  and  took  securities  out  quite  freely,  at  will,  did 
you  not? 

A.  Yes ;  to  a  large  extent. 

Q.  Now,  when  Eastern  Utilities  Investing  Corporation  got  in  trouble,  why 
didn't  you  put  securities  in  that  would  keep  its  equity  ratio  high  enough  so  as 
to  keep  it  out  of  trouble? 


«5  See  note  220,   supra. 

^^Op.  cit.  supra,  note  6.  at  23563. 

*"  Id.,  at  23332. 

*28id.,  at  25119-20. 

^28  Id.,  at  25122. 

«» Id.,  at  25121^,  and  Commission's  Exhibit  No.  3783.  See  infra,  pp.  772-5,  Institution 
of  77  B  Proceedings  in  Banlcruptcy.  See  also  op.  cit.  supra,  note  6,  Commission  Exhibit 
No.  3824.  Eastern  Utilities  Investing  Corporation  was  placed  in  reorganization  proceedings 
under  Section  77  B  of  the  Bankruptcy  Act  at  the  direction  of  Associated  Gas  and  Electric 
Company. 
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A.  Well,  because  it  was  much  easier  to  bail  out  the  security  holders  of  East- 
ern Utilities  Investing  Corporation  rather  than  to  bail  out  Eastern  Utilities 
Investing  Corporation  itself. 

Q.  So  that  you  decided  when  and  how  the  security  holders  of  the  Eastern 
Utilities  Investing  Corporation  should  be  bailed  out? 

A.  Well,  I  don't  know  as  we  decided  when  and  how ;  we  decided  what  we 
thought  was  in  the  best  interests  of  all  of  the  Associated  security  holders  as  a 
whole,  and  that  would  be  to  place  the  Eastern  Utilities  Investing  Corporation 
debenture  holders  in  substantially  the  same  position  as  they  would  have  been 
in  if  in  the  first  place  they  had  bought  Associated  securities. 

Q.  In  the  first  place,  you  sold  them  the  securities  of  the  Eastern  Utilities 
Investing  Corporation,  didn't  you? 

A.  Yes,  sir. 

Q.  And  then  you  let  Eastern  Utilities  Investing  Corporation  get  into  trouble, 
isn't  that  right? 

A.  We  didn't  let  it  get  into  trouble ;  the  market  drove  it  into  trouble. 

Q.  You  didn't  prevent  it? 

A.  We  couldn't  prevent  it. 

Q.  And  you  would  put  the  securities  in,  whose  market  value  did  get  it  into 
trouble;  is  that  right? 

A.  Yes. 

Q.  And  then  to  get  Eastern  Utilities  Investing  Corporation  securities  holders 
out  of  trouble,  you  forced  them  to  buy  securities  or  rather  to  take  in  exchange, 
securities  of  Associated  Gas  and  Electric  Company? 

A.  W^e  didn't  force  them  to. 

Q.  The  only  way  that  they  could  get  bailed  out  from  their  Eastern  Utilities 
Investing  Corporation  investment,  if  you  want  to  call  it  that,  would  be  to  take 
in  exchange  securities  of  the  Associated  Gas  and  Electric  Company? 

A.  No ;  they  could  sell  them ;  there  was  a  market  for  them. 

Q.  And  what  was  the  market  price? 

A.  I  don't  know ;  comparatively  low. 

Q.  About  $1.00  or  .$2.00? 

A.  No ;  I  don't  think  that  they  ever  got  as  low  as  that. 

Q.  $8.00  or  $10.00? 

A.  I  wouldn't  be  surprised  if  that  was  right,  which  is  about  where  the  Asso- 
ciated debentures  went  to,  I  would  say. 

3.  PORTFOLIO  CHANGES  FROM  APRIL  1929  TO  JUNE  1931 

With  successive  changes  effected  in  the  portfolio  of  Eastern  Utili- 
ties Investing  Corporation,  the  portfolio  became  even  less  diversified. 
In  April  1929,  the  same  month  in  which  the  list  of  securities  was 
received  in  lieu  of  its  debenture  proceeds,  the  corporation  was  caused 
to  sell  to  other  "System"  companies  *^^  some  of  its  investments  in 
nonaffiliated  companies  carried  at  $2,706,500.^^-  The  concentration  of 
portfolio  Hivestments  thus  became  even  more  intensified,  despite  the 
announced  portfolio  policy  of  diversification.  Subsequent  sales  of  this 
type  of  security  eliminated  practically  all  the  remaining  securities 
of  nonaffiliated  companies  by  October  1931.^^"^ 

^1-  Associated  Gas  and  Electric  Company,  The  General  Finance  Corporation  and  Associ- 
ated Corporation.     (Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  33.) 
*'"ld.,  Commission's  Exhibit  No.  3771,  Part,  VII,  Table  33. 
<'«See  infra,  pp.  720-3. 
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a.  Associated  Gas  and  Electric  Company  Class  A  Stock 

In  April  1929  Eastern  Utilities  Investing  Corporation  purchased 
and  sold  large  blocks  of  Associated  Gas  and  Electric  Company  Class 
A  stock.  The  list  of  securities  delivered  to  Eastern  Utilities  Invest- 
ing Corporation  in  lieu  of  its  debenture  proceeds  included  77,500 
shares  of  that  Class  A  stock  at  a  price  of  $57  per  share  or  a  total 
cost  of  $4,417,500/^^*  In  addition,  the  Corporation  purchased  121,500 
shares  of  the  Class  A  stock  at  the  same  price  during  the  same  month 
from  Associated  Gas  and  Electric  Securities  Company,  Inc.,  an  Asso- 
ciated Gas  and  Electric  Company  subsidiary ,^^^  making  the  total  pur- 
chases 199,000  at  $57  per  share  or  $11,343,000.  The  market  price  of 
the  Class  A  stock  at  the  time  of  the  sale  was  $55%  to  $601/8.*"^  Dur- 
ing the  same  month,  with  the  same  market  prices  prevailing,  Eastern 
Utilities  Investing  Corporation  was  caused  to  sell  77,000  shares  of  the 
same  stock  at  $52.89  per  share  and  20,000  shares  at  $55.12  per  share 
to  The  Associated  Corporation,  also  a  subsidiary  of  Associated  Gas 
and  Electric  Company.*"  The  weighted  average  sales  price  was, 
therefore,  $53.35  per  share  and  the  loss  on  these  97,000  shares  sold 
averaged  $3.65  per  share  or  approximately  $355,000  within  less  than 
a  month  after  purchase. 

Associated  Gas  and  Electric  Securities  Company,  Inc.,  had  paid  in 
only  $35  per  share  to  Associated  Gas  and  Electric  Company  for  these 
same  shares  which  it  sold  to  Eastern  Utilities  Investing  Corporation.*^* 
Furthermore,  at  the  end  of  April  1929,  Eastern  Utilities  Investing  Cor- 
poration still  held  102,000  shares  of  the  Class  A  stock  ^^  costing  $57  per 
share,  a  price  which  apparently  was  the  result  primarily  of  the  "Sys- 
tem's" market  operations  in  that  stock.*"  During  the  year  1929,  over 
$2,500,000  shares  of  this  Class  A  stock  were  purcliased  by  the  "System" 
on  the  New  York  Curb  Exchange  **^  whereas  most  of  the  sales  were 
made  off  the  exchange.**-  During  1929,  7,100,000  shares  were  distrib- 
uted off  the  market  by  direct  sales,  as  dividends  and  in  exchange  for  se- 
curities of  subsidiaries,**^  and  consequently  did  not  counterbalance 
the  effect  of  this  extensive  buying  on  the  market  price  of  the  stock. 
During  the  five  months  ending  April  30,  1929,  Associated  Gas  and 

^  See  supra,  pp.  691-2. 

«s  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  32. 

^3«lbid.     Mr.  Stix  testified  (id.,  at  24742-3)  : 

Q.  Did  not  Associated  Gas  and  Electric  Securities  Company  sell  199,000  shares  of 
Associated  Gas  and  Electric  Company  Class  A  stock  to  Eastern  Utilities  Investing 
Corporation  ? 

A.  It  did. 

Q.  When? 

A.   In  April  1929. 

Q.  At  what  price? 

A.  Fifty-seven. 

Q.  What  was  the  total  cost? 

A.  $11,343,000. 

Q.  You  have  testified,  have  you  not.  that  this  price  of  $57  a  share  represented  the 
market  price  of  Class  A  stock  at  the  time  of  acquisition? 

A.   I  do  not  recall  that  I  did,  but  I  believe  that  it  was  about  the  market  at  that  time. 

Q.  That  was  the  basis  on  which  Eastern  Utilities  Investing  Corjwration  acquired  it, 
was  it  not? 

A.  Yes. 

«'  Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  33. 

*3»Id.,  at  25109-11. 

<=9  Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Tables  32  and  33. 

^^See  supra,  pp.  689-91. 

"1  Op.  cit.  supra,  note  6,  at  24740. 

*^m.,  at  24739-40. 

*«  Id.,  at  24735-6. 
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Electric  Securities  Comjjany,  Inc.,  purchased  761,500  shares  of  the 
New  York  Curb  Exchange  or  84.2%  of  the  903,800  shares  traded  in  on 
that  exchange ;  and  the  market  price  rose  from  a  low  of  $47  in  Decem- 
ber 1928,  to  a  high  of  over  $60  in  April  1929.-*^* 

As  has  been  indicated,  part  of  the  cash  proceeds  of  the  sale  of  the 
Eastern  Utilities  Investing  Corporation  debentures  which  were  trans- 
ferred to  Associated  Gas  and  Electric  Company  were  used  by  Asso- 
ciated Gas  and  Electric  Securities  Company,  Inc.,  to  conduct  the 
market  operation  in  the  Class  A  stock  of  Associated  Gas  and  Electric 
Company  which  was  subsequently  sold  to  Eastern  Utilities  Investing 
Corporation.**^  As  a  consequence,  part  of  the  proceeds  of  the  de- 
benture issue  was  used  to  finance  the  market  operations  which  seem- 
ingly inflated  the  price  of  the  stock  which  the  Eastern  Utilities  In- 
vesting Corporation  purchased  at  these  higher  prices. 

Mr.  Stix,  when  examined  on  the  use  of  these  proceeds  to  inflate  the 
price  of  stock,  testified :  **® 

Q.  Is  it  not  true  that  the  market  price  of  Associated  Gas  and  Electric  Com- 
pany Class  A  [stock]  at  the  date  when  Eastern  Utilities  Investing  Corporation 
acquired  it  was  higher  than  it  would  have  been  if  Associated  Gas  and  Electric 
Company  directly,  or  through  Associated  Gas  and  Electric  Securities  Company, 
had  not  been  making  purchases  in  the  open  market  of  the  Class  A  stock? 

A.  No :  I  do  not  believe  it  would — that  is  just  my  opinion. 

Q.  You  disbelieve  for  the  same  reason  you  have  already  stated? 

A.  Yes. 

Q.  It  is  possible  it  was  higher  as  a  result  of  those  purchases;  is  that  not 
right? 

A.  Oh,  yes. 

Q.  And  you  would  not  definitely  testify  under  oath  it  was  not  higher  as  a 
result  of  those  purchases? 

A.  No;  I  would  not  testify  definitely  that  it  was  not  higher,  nor  would  I 
testify  definitely  that  it  was  higher,  because  I  do  not  think  there  is  any  way 
you  can  really  tell. 

Q.  But  there  is  a  certain  likelihood  that  the  price  was  higher  because  of  those 
purchases? 

A.  There  is  such  a  possibility. 

Q.  Associated  Gas  and  Electric  Securities  Company  was  under  the  same 
control  at  the  top  as  Eastern  Utilities  Investing  Corporation  at  that  time,  was 
it  not? 

A.  Yes. 

Q.  And  Associated  Gas  and  Electric  Securities  Company  got  at  least  part  of 
its  funds  from  Associated  Gas  and  Electric  Company;  is  that  not  right? 

A.  Yes. 

Q.  And  at  least  part  of  these  funds  which  came  from  Associated  Gas  and 
Electric  Company  were  the  proceeds  of  the  Eastern  Utilities  Investing  Cori)ora- 
tion  debentures ;  is  that  not  true? 

A.  That  is  correct. 

Q.  Then  is  it  not  fair  to  say  that  the  proceeds  of  Eastern  Utilities  Investing 
Corporation  debentures  were  used  in  part  by  the  "System"  to  finance  purchases 
which  had  an  effect  in  raising  the  price  of  a  security  which  was  put  into  the 
Eastern  Utilities  Investing  Corporation  portfolio  in  place  of  those  proceeds  and 
at  that  higher  price? 

^"  See  supra,  note  355. 

^■'^  See  supra,  p.   687. 

"•  Op.  cit.  supra,  note  6,  at  24743-5. 
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A.  Well,  I  think  it  is  fair  to  say  that  the  proceeds  from  the  sale  of  the 
Eastern  Utilities  Investing  Corporation  debentures  would  find  their  way  into 
the  treasury  of  Associated  Gas  and  Electric  Company  or  Associated  Gas  and 
Electric  Company  advanced  funds  to  Associated  Gas  and  Electric  Securities 
Company  and  that  Associated  Gas  and  Electric  Securities  Company  in  turn 
did  buy  Class  A  stock  in  the  market  and  that  by  having  bought  that  Class  A 
stock  in  the  market  they  may  have  affected  the  price  at  which  the  stock  was 
selling,  and  that  some  of  the  stock  which  was  so  purchased  was  sold  to  Eastern 
Utilities  Investing  Corporation  at  the  market  which  was  established  in  what- 
ever way  it  was  established. 

Q.  And  that  some  of  the  proceeds  of  the  Eastern  Utilities  Investing  Cor- 
poration debenture  issue  were  used  to  make  purchases  which  may  have  raised 
the  price  of  Class  A  stock  at  the  time  Eastern  Utilities  Investing  Corporation 
acquired  199,000  shares  of  it? 

A.  Yes ;  very  definitely. 

The  bulk  of  the  102,000  shares  of  Associated  Gas  and  Electric 
Company  Class  A  stock  which  remained  in  the  ^wrtfolio  of  Eastern 
Utilities  Investing  Corporation  at  the  end  of  April  1929,  was  held 
by  the  Corporation  until  November  1930.  In  November  1930,  the 
Corporation  sold  to  Associated  Gas  and  Electric  Securities  Com- 
pany, Inc.,  306,124  shares  of  the  Class  A  stock  of  their  common 
parent.  Associated  Gas  and  Electric  Company,  at  $32.84  per  share,"**' 
representing  a  loss  to  Eastern  Utilities  Investing  Corporation  on  the 
original  102,000  shares  of  $24.16  per  share,  or  $2,464,320  on  that  in- 
vestment. The  proceeds  were  used  to  purchase  153,062  shares  of 
Associated  Gas  and  Electric  Company  $4  preference  stock  at  $65.67 
per  share.**^  In  other  words.  Eastern  Utilities  Investing  Corpora- 
tion was  caused  to  switch  from  the  Class  A  stock  to  the  $4  prefer- 
ence stock,  receiving  by  this  transaction  half  the  number  of  shares 
at  twice  the  price  per  share.  Both  the  sales  price  of  the  Class  A 
and  the  purchase  price  of  the  $4  preference  were  substantially  above 
the  market  prices  at  the  time,  but  no  justification  was  offered  for  the 
exact  ratio  of  2  to  1  in  the  value  of  these  two  classes  of  securities. 
Had  the  Class  A  for  which  the  Corporation  had  paid  $57  per  share 
been  sold  at  what  was  then  quoted  as  the  market  price  of  approxi- 
mately $20  per  share,**^  Eastern  Utilities  Investing  Corporation 
would  have  realized  a  loss  on  that  investment  of  $37  per  share,  or 
$3,774,000  for  the  102,000  shares  it  had  purchased  in  April  1929. 
Also,  on  the  basis  of  the  then  existing  market  price,  an  unrealized 
loss  of  approximately  $1,300,000  was  carried  over  to  the  new  invest- 
ment in  the  $4  preference  stock,  whereas  proper  accounting  would 
have  required  the  realization  of  the  full  loss  on  an  investment  actu- 
ally sold. 

Mr.  Stix,  when  examined  on  the  possible  conflict  of  interest  in  the 
various  transactions  effected  by  the  Corporation,  testified :  *^° 

A.  Yes;  there  were  a  lot  of  transfers  in  and  out  of  Eastern  Utilities  Invest- 
ing Corporation. 

Q.  And  in  considering  those  transfers  the  directors  of  Eastern  Utilities  In- 
vesting Corporation  who   were   also   connected   with   the   purchasing   company 


^^  Id.,  Commission's  Exhibit  No.  .3771,  Part  VII,  Table  33. 
«8  Id..  Commission's  Bxliibit  No.  3771,  Part  VII,  Table  32. 
^  Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  33. 
ISO  Id.,  at  23332-3. 
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would  have  to  cousider  the  transaction  from  two  conflicting  points  of  view ; 
isn't  that  right? 

A.  No :  I  don't  think  so. 

Q.  Don't  you  think  the  buyer  and  seller  usually  have  a  conflicting  point  of 
view? 

A.  No,  sir. 

Q.  You  don't  think  the  buyer  usually  wants  to  get  as  high  a  price  as  he 
can — the  seller  wants  to  get  as  high  a  price  as  he  can  and  the  buyer  wants 
to  pay  as  little  as  he  can? 

A.  Yes ;  when  they  are  not  in  the  same  family. 

Q.  But  really  Eastern  Utilities  Investing  Corporation  and  the  purchasing 
company  were  in  the  same  family? 

A.  Exactly. 

Q.  But  the  minority  stockholders  of  Eastern  Utilities  Investing  Corporation 
were  not  in  the  same  family,  were  they? 

A.  Well,  we  thought  they  were.     We  treated  them  as  though  they  were. 

Q.  But  it  is  at  least  conceivable  that  the  purchasing  company  in  the  family 
would  pay  less  for  the  stock  than  the  minority  interest  of  Eastern  Utilities 
Investing  Corporation  would  think  fair,  isn't  that  right? 

A.  Oh,  yes ;  there  are  all  kinds  of  opinions  about  what  things  are  worth. 

b.  Associated  Gas  and  Electric  Company  $5  Preferred  Stock 

Eastern  Utilities  Investing  Corporation,  immediately  after  the 
issuance  of  its  debentures,  had  an  investment  of  $7,349,920  in  Asso- 
ciated Gas  and  Electric  Company  $5  preferred  stock.*^^  Additional 
blocks  of  this  $5  preferred  stock  were  acquired  from  time  to  time 
until  October  1929,  when  the  corporation  sold  130,000  shares  of  this 
$5  preferred  stock  for  $11,700,000,  the  approximate  market  price, 
and  purchased  in  lieu  thereof  $12,300,000  principal  amount  of  Asso- 
ciated Gas  and  Electric  Company  6%   debentures  for  $11,685,000.^^^ 

A  portion  of  these  6%  debentures,  $9,916,300  principal  amount  at 
par,  were  sold  in  May  1930.  During  that  month.  Eastern  Utilities 
Investing  Corporation  paid  to  Associated  Utilities  Investing  Conio- 
ration  $9,916,300  for  99,163  shares  of  second  preferred  stock  of  Gas 
and  Electric  Associates,  an  aiRliate  of  Associated  Gas  and  Electric 
Company.  In  September  1930.  Eastern  I^tilities  Investing  Corpo- 
ration sold  back  63,163  shares  of  that  second  preferred  stock  to 
Associated  Utilities  Investing  Corporation  and  repurchased  6%  de- 
bentures, a  transaction  involving  $6,317,500.*^^  These  transactions 
illustrate  the  size  and  rapidity  of  shifts  in  and  out  of  the  securities 
of  the  System  which  Eastern  I'tilities  Investing  Corporation  Avas 
required  to  make  in  transactions  with  "System''  companies. 

c.  General  Gas  &  Electric  Corporation  Class  B  Common 

Included  in  the  securities  which  Eastern  Utilities  Investing  Cor- 
poration received  in  lieu  of  the  cash  proceeds  of  its  debenture  issued  in 
April  1929  were  150,000  shares  of  General  Gas  &  Electric  Corpora- 
tion's Class  B  common  stock  at  $95  per  share,  or  a  total  cost  of  $14,- 
250,000.    In  December  1929,  after  the  stock  market  collapse,  the  Cor- 

'^^  See  snpra.  pp.  701-2,  Portfolio  of  Eastern  lHUities  Inrcsthuj  Corporation  in  April 
J9.29. 

*^3  0p.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  VII,  Tables  .S2  and  33. 
*^  Ibid. 
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poration  purchased  48,430  additional  shares  from  a  "System  affiliate," 
Associated  General  Electric  Corporation,  at  a  cost  of  $103.76  per 
share,  or  $5,025,097,*^*  or  at  $8.76  per  share  more  than  Eastern  Utilities 
Investing  Corporation  had  paid  in  April  of  that  year  when  the  mar- 
ket was  rising.  This  latter  cost  price  represented  the  liquidating 
value  of  the  stock  plus  a  pro  rata  share  of  the  earned  surplus.  The 
possibility  of  realization  on  the  surplus  of  General  Gas  &  Electric 
Corporation  was  of  course,  problematical.  Apparently  it  was  not 
even  contended  that  the  price  of  $103.76  bore  any  relation  to  the  mar- 
ket price  of  these  securities,  but  only  that  it  represented  the  involun- 
tary liquidating  value  plus  a  pro  rata  share  of  the  earned  surplus  of 
General  Gas  &  Electric  Corporation.  Neither  the  reason  for  the 
selection  of  this  method  of  valuation  nor  the  method  by  which  such 
large  blocks  of  stock  in  the  portfolio  of  General  Gas  &  Electric  Cor- 
poration could  be  liquidated  at  carrying  value  was  disclosed.  The 
greater  part  of  the  portfolio  of  General  Gas  consisted  of  securities  of 
its  parent.  Associated  Gas  and  Electric  Company.*^'  It  is  question- 
able that  such  large  blocks  of  Associated  securities  could  be  sold  with- 
out so  depressing  their  market  price,  with  the  consequent  depression 
of  the  value  of  the  General  Gas  &  Electric  Corporation  stock. 

d.  Stocks  of  Service  Companies  of  the  "System" 

The  portfolio  of  Eastern  Utilities  Investing  Corporation  in  April 
1929  also  included  7%  preferred  stock  of  the  following  service  com- 
panies of  the  "System."  *^^ 

Utility  Management  Corp.,  50,000  sliares $5,000,000 

Consumers  Construction  Co.,  50,000  shares —     5,  000,  000 

The  J.  G.  White  Management  Corp.,  1,000  shares 100, 000 

Total 10, 100,000 

In  December  1930,  Eastern  Utilities  Investing  Corporation  exchanged 
all  these  preferred  stocks  of  these  service  companies  at  an  assigned 
value  of  $10,100,000  for  108,775  shares  of  Associated  Gas  and  Electric 
Company  $6.50  preference  stock  at  an  assigned  value  of  $92.85.  The 
purchase  price  which  Eastern  Utilities  Investing  Corporation  thus 
paid  for  these  $6.50  preference  stocks  was  $4.35  per  share,  or  $473,- 
171.25  above  the  high  market  price  of  $8^8.50  per  share  and  $12.85  per 
share  or  $1,397,758.75  above  the  low  market  price  of  $80  per  share.*" 
And  Mr.  Stix  testified  that  the  service  company  preferred  stocks 
which  Eastern  Utilities  Investing  Corporation  thus  gave  up  to  Asso- 
ciated Utilities  Investing  Corporation,*"^  another  "System"  company, 
were  the  best  securities  Eastern  Utilities  Investing  Corporation  had 
in  its  portfolio  at  the  time.*^^ 

■^^  Id..  Commission's  Exhibit  No.  3771,  Part  VII,  Table  32. 

455  xhe  extent  of  tliese  cross  holdings  and  their  effect  on  the  General  Gas  &  Electric 
Corporation  portfolio  are  indicated  in  that  portion  of  the  Federal  Trade  Commission  Report 
dealing  with  General  Gas  &  Electric  Corporation  as  well  as  in  the  report  on  the  same 
company  made  by  the  New  York  Stocli  Exchange.     (Id.,  Commission's  Exhibit  No.  3820.) 

^i'  See  supra,  pp.  701-2,  Portfolio  of  Eastern  Utilities  Investing  Corporation  in  April 
1929. 

*5'  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  VII,  Tables  32  and  33. 
These  market  quotations  were  supplied  by  representatives  of  the  Associated  System  in 
answering  the   Commission's  questionnaire. 

*58  Ibid. 

*^  Op.  cit.  supra,  note  46,  at  2438-41. 
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e.  Utilities  Power  &  Light  Corporation  Class  B  Stock 

On  March  31,  1929,  immediately  prior  to  the  receipt  of  the  proceeds 
of  the  debenture  issue,  Eastern  Utilities  Investing  Corporation  owned 
226,201  shares  of  the  Class  B  voting  trust  certificates  of  Utilities 
Power  &  Light  Corporation  *^°  which  were  carried  at  $43.02  per  share 
or  $9,731,442.-''*^  Most  of  these  shares  were  acquired  in  1928  at  a 
market  price  of  approximately  $28  per  share.*^-  The  shares  were 
written  up  from  $28  to  $43,  a  total  write-up  of  approximately  $3,000,- 
000,  prior  to  the  debenture  issue.**'^ 

4.  SUMMARY 

The  above -enumerated  purchases,  sales,  and  exchanges  are  but  a 
few  of  the  many  large  transactions  which  Eastern  Utilities  Investing 
Corporation  made  between  April  1929  and  June  1931.  During  the 
years  1929  and  1930  the  total  purchases  amounted  to  $87,963,876.01 
and  $50,198,828.91,  respectively,  and  the  sales  amounted  to 
$59,558,892.02  and  $55,722,605.15,  respectively.*'^"'  Despite  the  fact  that 
the  offering  circular  used  in  connection  with  the  debentures  stated  that 
the  holdings  of  the  company  were  to  be  "for  long-term  investment," 
the  average  turn-over  during  these  years  was  about  75%  per  year, 
which  indicates  that  during  this  period  the  investment  company 
bought  and  sold  securities  with  an  aggregate  value  per  year  equal  to 
about  150%  of  the  average  market  value  of  the  portfolio  during  the 
year.**'^  Through  many  of  these  transactions,  the  resources  of  East- 
ern Utilities  Investing  Corporation  were  used  for  the  benefit  of  those 
in  control  of  the  Associated  System.*^*^ 

*«*  The  Associated  System  still  has  a  substantial  block  of  this  class  of  stock  of  Utilities 
Power  &  Light  Coipoiation.  {In  the  matter  of  Utilities  Power  A-  Light  Corporation,  Com- 
mission Docket  No.  52-10,  Exhibit  A.) 

■"1  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3805. 

<M  Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  32. 

*«3id.,  Commission's  Exhibit  No.  3780,  Haskins  &  Sells  Report  on  General  Audit  of 
Accounts  of  Eastern  Utilities  Investing  Corporation  from  January  1,  1928,  to  January  31, 
1929. 

^«*  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771.  Part  VII,  Tables  32  and  33. 

*^  This  turn-over  rate  was  derived  by  dividing  one-fourth  the  value  of  the  aggregate 
portfolio  transactions  (after  adjustment  for  the  receipt  of  the  proceeds  from  the  company's 
debenture  issue)  by  a  weighted  annual  average  market  value  of  the  portfolio  during  the 
period. 

**•  See  supra.  In  addition  to  the  methods  already  described,  the  Associated  Gas  «& 
Electric  System  used  the  credit  of  Eastern  Utilities  Investing  Corporation  by  causing  that 
company  to  borrow  substantial  sums  from  banks. 

On  July  30,  1930,  Eastern  Utilities  Investing  Corporation  issued  a  note  for  $1,500,000 
with  interest  at  4%%  per  annum  payable  to  The  Public  National  Bank  and  Trust  Com- 
pany of  New  York.  On  that  day.  Eastern  Utilities  Investing  Corporation  purchased  13,247 
shares  of  Associated  Gas  and  Electric  Company  $5  preferred  stock  for  an  aggregate  cost 
of  $1,191,793  from  General  Gas  &  Electric  Corporation.  (Op.  cit.  supra,  note  6,  Commis- 
sion's Exhibit  No.  3S36. )  It  is  evident  that  the  Eastern  Utilities  Investing  Corporation 
was  caused  to  borrow  this  money  from  the  bank  to  effect  this  purchase.  (This  purchase 
transaction  appears  on  the  same  statement  submitted  by  the  corporation  showing  the 
bank  loan.)  The  note  which  was  due  on  January  31,  1931,  was  finally  paid  by  Ea.stern 
Utilities  Investing  Corporation  on  May  6,  1931,  by  an  advance  of  $1,500,000  on  open 
account  from  Associated  Gas  and  Electric  Company  to  Eastern  Utilities  Investing  Corpora- 
tion. (Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3836.)  This  open  account  advance 
was  paid  in  May  1931  by  the  delivery  to  Associated  Gas  and  Electric  Company  of  14,456 
shares  of  its  $6.50  preference  stock  out  of  the  portfolio  of  Eastern  Utilities  Investing 
Corporation.     (Id.,  at  26050,  and  Commission's  Exhibit  No.  3771,  Part  VII,  Table  33.) 

Another  loan  was  obtained  by  Eastern  Utilities  Investing  Corporation  in  January  1932 
from  The   Public   National   Bank  and   Trust   Company   of  New   York.     Although,    as   at 
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December  31,  1931,  Eastern  Utilities  Investing  Corporation  liad  investments  which  had 
cost  it  approximately  $60,000,000  (id.,  Commission's  Exhibit  No.  3771,  Part  I,  certified 
balance  sheet  in  annual  report  for  the  year  ended  December  31,  1931),  the  comptroller  of 
the  company  admitted  that  "what  it  had  in  its  portfolio  was  not  suitable  for  collateral" 
to  secure  a  $325,000  loan.  (Id.,  at  25737.) 
In  this  connection,  Mr.  Stix  testified  (ibid.)  : 

Q.  Would  you  not  say  that  the  effect  of  these  transactions  was  that  Eastern 
Utilities  Investing  Corporation  purchased  the  collateral  securities  from  Associated 
Gas  and  Electric  Company  and  sold  to  it  in  return  the  Cities  Service  notes  and  the 
Associated  Gas  and  Electric  Company  $6.50  cumulative  preference  stock? 

A.  Yes. 

Q.  And  Eastern  Utilities  Investing  Corporation  used  these  securities  which  it  had 
purchased  in  that  way  as  collateral  securing  its  $325,000  note? 

A.  That  is  correct. 

Q.  Now,  why  did  Eastern  Utilities  Investing  Corporation  have  to  purchase  such 
collateral? 

A.  For  the  reason  that  what  it  had  in  its  portfolio  was  not  suitable  for  collateral. 

In  preparation  for  the  loan,  Eastern  Utilities  Investing  Corporation  purchased  from 
Associated  Gas  and  Electric  Company  fixed  interest  obligations,  primarily  of  operating 
subsidiaries  of  Associated  Gas  and  Electric  Company,  to  be  used  as  collateral  for  the  loan. 
(Id.,  at  25753.)  These  securities  were  carried  on  the  books  of  Eastern  Utilities  Investing 
Corporation  at  $474,500.  (Id.,  at  25735-6.)  At  the  same  time,  January  1932,  Eastern 
Utilities  Investing  Corporation  sold  to  Associated  Gas  and  Electric  Company,  $200,000 
principal  amount  of  Cities  Service  Company  6%  notes  and  2,650  shares  of  Associated  Gas 
and  Electric  Company  $6.50  preference  stock.  (Ibid.)  On  January  23,  1932,  Eastern 
Utilities  Investing  Corporation  used  the  securities  it  received  on  this  exchange  as 
collateral  to  secure  a  $325,000  note  payable  to  The  Public  National  Bank  and  Trust  Com- 
pany of  New  York.  (Id.,  Commission's  Exhibit  No.  3817  ;  collateral  securities  are  shown  on 
the  face  of  the  note.)  Eastern  Utilities  Investing  Corporation  through  its  subsidiary, 
then  purchased  11,604  shares  of  stock  of  The  Public  National  Bank  and  Trust  Company 
of  New  York  at  $24.50  per  share  for  a  total  of  $284,298  in  cash,  part  of  which  cash  con- 
sisted of  money  lent  by  the  bank,  from  the  Public  National  Corporation,  an  affiliate  of  the 
bank.  (Id.,  at  25741.)  Thus,  Eastern  Utilities  Investing  Corporation  exchanged  its  port- 
folio securities  for  other  securities,  which  were  pledged  as  collateral  for  a  loan  from  The 
Public  National  Bank  and  Trust  Company  of  New  York  to  raise  cash  to  buy  the  stock  of 
that  bank.      (Id.,  at  25742.) 

The  Public  National  Bank  and  Trust  Company  of  New  Y'ork  did  considerable  business 
with  various  companies  of  the  "System"'  and  blocks  of  this  bank  stock  were  owned  by  H.  C. 
Hopson  personally  and  by  some  of  the  "System"'  companies.  (Derived  from  supplementary 
information  supplied  the  Commission — affidavit  verified  August  4,  1938,  of  Harold  A.  Meriam. 
and  assistant  vice  president  of  The  Public  National  Bank  and  Trust  Company  of  New  York. ) 
This  bank  also  had  acted  as  depository  to  receive  $18,800,000  principal  amount  of  Eastern 
Utilities  Investing  Corporation  debentures  pursuant  to  public  exchange  offers.  (Op.  cit. 
supra,  note  41,  p.  344.) 

Some  light  may  be  thrown  on  the  purpose  of  the  transaction  by  a  letter  dated  February 
2,  1932,  in  which  Eastern  Utilities  Investing  Corporation  gave  Public  Utility  Investing 
Corporation  a  "call"  (option  to  purchase  during  a  given  period  at  a  stated  price)  on  that 
bank  stock  during  the  succeeding  five  years  at  $24.50  per  share  (op.  cit.  supra,  note  6,  at 
25742  and  Commission's  Exhibit  No.  3817),  the  same  price  at  which  Eastern  Utilities 
Investing  Corporation,  through  its  subsidiary,  had  just  acquired  the  stock.  The  record 
does  not  disclose  the  consideration,  if  any,  received  by  Eastern  Utilities  Investing  Cor- 
poration for  this  call  or  any  benefit  the  transaction  might  have  been  to  Eastern  Utilities 
Investing  Corporation.  It  will  be  remembered  that  Mr.  Hopson  was  president,  director, 
and  a  large  holder  of  the  common  stock  of  Public  Utility  Investing  Corporation,  and  that 
10,000  shares  of  Public  Utility  Investing  Corporation  preferred  stock  had  been,  on  July  31, 
1927,  put  into  Eastern  Utilities  Investing  Corpoiation"s  portfolio.  (See  supra,  pp.  652-4, 
Piiilic  Utility  Investing  Corporation,  and  op.  cit.  supra,  note  •!,  at  23394.  and  Commis- 
sion's Exhibit  No.  3778.) 

On  June  24,  1932,  the  note  of  $325,000  was  reduced  to  $175,000  and  was  paid  in  full  on 
July  25,  1932.  (Id.,  Commission's  Exhibit  No.  3817;  face  of  note  so  marked.)  Associated 
Gas  and  Electric  Corporation  (Delaware)  advanced  the  funds  to  pay  off  the  loan  and 
received  the  collateral  securing  the  loan.  All  of  the  securities  originally  in  the  portfolio 
of  Eastern  Utilities  Investing  Corporation  which  were  exchanged  for  the  securities  used  as 
collateral  for  the  loan,  however,  could  not  be  returned  since  the  $200,000  Cities  Service 
Company  note  included  in  the  block  exchange,  had  matured  in  the  meantime  and  the  cash 
went  to  Associated  Gas  and  Electric  Company  or  Associated  Gas  and  Electric  Corporation. 
(Id.,  at  25755-6.)  As  a  consequence.  Eastern  Utilities  Investing  Corporation  virtually 
gave  up  $200,000  in  cash  and  received  in  exchange  more  securities  of  the  Associated  Gas 
&  Electric  System  in  lieu  of  the  proceeds  of  the  note.     In  lieu  of  the  Cities  Service  notes 
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H,  Reacquisitions  of  Debentures  and  Portfolio  Changes,  June 
1931  to  June  1933 — Attitude  of  the  Bankers  and  of  the 
Indenture  Trustee 

1.     REACQUISITION    BY    THE    "SYSTEM"    OF    EASTERN 
THROUGH  VARIOUS  EXCHANGE  OFFERS 
UTILITIES   INVESTING   CORPORATION   DEBENTURES 

Through  Eastern  Utilities  Investing  Corporation,  Associated  Gas 
and  Electric  Company  had  gained  a  utility  system  and  had  raised 
$32,812,500,  which  Associated  Gas  and  Electric  Company  used  for 
its  own  expansion,  particularly  in  the  acquisition  of  General  Gas 
&  Electric  Corporation. ^'^^  However,  by  June  of  1931  Eastern  Util- 
ities Investing  Corporation's  debentures  had  substantially  declined 
in  market  price,  reaching  a  price  of  $53  per  $100  debenture.**'*  Their 
value,  of  course,  depended  almost  entirely  upon  the  value  of  securities 
of  Associated  System  companies. 

The  Associated  Gas  and  Electric  Company,  through  various  of 
its  subsidiary  companies,  began  an  active  program  consisting  of  a 
series  of  offers  to  shift  the  holders  of  the  securities  of  Eastern  Util- 
ities Investing  Corporation  into  Associated  Gas  and  Electric  Com- 
pany securities.  The  first  offer  of  exchange  was  made  by  Associated 
Gas  and  Electric  Securities  Company,  Inc.,  on  June  16,  1931,  and 
offered  for  $1,000  principal  amount  of  Eastern  Utilities  Investing 
Corporation  5%  debentures  (with  a  market  quotation  of  $530)  a  $1,000 
principal  amount  of  Associated  Gas  and  Electric  Company  414% 
convertible  debentures  due  1949  ^^^  (with  a  market  quotation  of 
$660).*™  The  acceptance  of  this  offer  was  immediately  recom- 
mended by  Harris.  Forbes  &  Company,  and  Halsey,  Stuart  &  Co., 
Inc..*'^  the  original  underwriters  of  the  Eastern  Utilities  Investing 

of  $200,000  plus  accrued  interest  Eastern  Utilities  Investing  Corporation  received  $258,000 
principal  amount  of  Mohawk  Valley  Company  6's  due  1981,  valued  at  $206,400,  of  which 
.$6,400  was  an  open  account.  (Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Tables  32  and 
33.)  These  bonds  were  ultimately  used  to  purchase  $310,000  principal  amount  of  its  own 
debentures  from  Associated  Gas  and  Electric  Company,  at  a  price  of  about  $65  when 
the  market  price  wa.s  $30.  (Id.,  Commission's  Exhibit  No.  3772,  Item  19.)  Substantial 
amounts  of  Associated  Gas  and  Electric  Company  $6.50  pz-eference  stock  remained  in  the 
portfolio  when  the  company  went  into  77B  proceedings.  (Id.,  Commission's  Exhibit  No. 
3783,  p.  18.) 

Mr.  Stix  testified  (id.,  at  25756-7)  : 

Q.  Now,  to  summarize  this  operation,  would  you  not  say  that  Eastern  Utilities 
Investing  Corporation  purchased  collateral  securities  from  Associated  Gas  and  Electric 
Company,  giving  in  exchange  some  of  its  portfolio  securities  ;  then  pledged  its  col- 
lateral securities  to  a  $325,000  note,  used  most  of  the  proceeds  of  this  note  to  buy 
bank  stock  of  the  bank  which  lent  the  money  to  Eastern  Utilities  Investing  Corpora- 
tion, and  then  all  of  these  operations  were  reversed  and  the  note  was  paid  off? 
A.  Yes  ;  I  think  that  is  a  fair  interpretation  of  what  happened. 
Q.  In  other  words,  was  not  Eastern  Utilities  Investing  Corporation  used  as  a 
vehicle  to  borrow  money  to  buy  bank  stock  which  was  subject  to  call  given  to  Public 
Utilities  Investing  Corporation? 

A.   I  think  very  definitely  Eastern  Utilities  Investing  Corporation's  credit  was  used 
to  help  Associated  and  that  call  may  have  some  significance,  too. 

Q.  Well,   in  this  case  Eastern  Utilities  Investing  Corporation's  credit  was  used  to 
help  Public  Utilities  Investing  Corporation;  is  that  not  right? 
A.   I  think  it  was  of  assistance  to  them. 
^«'  See  supra,  p.  685. 

<«8  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3826.     By  September  1931  The  New 
York  Trust  Company,  the  trustee  of  the  debenture  issue,  was  put  on  notice  of  the  fact 
that  the  debentures  were  selling  around  36.      (Id.,  at  23746.) 
*o9Id.,  Commission's  Exhibit  No.  3772,  Item  38. 
<™Id.,  Commission's  Exhibit  No.  3826. 

*^  Id.,  Commission's  Exhibit  No.  3843,  Item  19.     See  copy  of  letter  dated  June  15,  1931, 
to  debenture  holders  from  Harris,  Forbes  &  Company  and  Halsey.  Stuart  &  Co..  Inc. 
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Corporation  debentures.  Subsequently,  various  offers  were  made  to 
the  holders  of  these  debentures  to  exchange  these  securities  for  Asso- 
ciated Gas  and  Electric  Company  5%  convertible  certificates,  Asso- 
ciated Gas  and  Electric  Company  41/2%  debentures  due  1958, 
Associated  Gas  and  Electric  Company  convertible  obligations, 
Series  A,  Associated  Gas  and  Electric  Company  4%  debentures  due 
1983,  and  Associated  Gas  and  Electric  Company  5%  income  deben- 
tures due  1983.4^2 

The  convertible  certificates  and  the  convertible  obligations  were 
practically  the  same  security  under  different  names,  and  both  had 
the  unusual  feature  that  the  issuer  had  the  option  to  convert  these 
securities,  which  apparently  were  evidences  of  debt,  into  preferred 
stock.     The  holder  also  had  the  usual  similar  option. 

In  each  exchange  offer  the  security  offered  had  a  market  quotation 
higher  than  that  of  the  Eastern  Utilities  Investing  Corporation  de- 
bentures exchangeable  therefor.*^^  This  no  doubt  was  intended  to 
induce  acceptance  of  the  offer. 

As  a  result  of  these  numerous  exchange  offers,  the  Associated 
Gas  &  Electric  System  had  acquired,  up  to  the  end  of  the  year  1931, 
$18,398,000  principal  amount  of  the  Eastern  Utilities  Investing 
Corporation  debentures,  and  had  paid  for  these  debentures  the 
following :  ^^* 
$672,329  cash; 
$16,705,000  principal  amount  of  Associated  Gas  and  Electric  Company  41/2% 

Convertible  Gold  Debentures  due  1949 ; 
$221,600  principal  amount  of  Associated  Gas  and  Electric  Company  4iA% 

Gold  Debenture  Bonds,  Consolidated  Refunding  Series,  due  1958; 
$489,000  principal   amount  of  Associated  Gas  and  Electric   Company   5% 
convertible  certificates. ''''' 

These  offers  were  not  only  made  by  Associated  Gas  and  Electric 
Securities  Company,  Inc.,  which  was  apparently  a  "System"  com- 
pany, but  were  also  made  by  The  General  Finance  Corporation,^^^ 
which  was  not  disclosed  to  the  security  holders  as  a  "'System"  com- 
pany.    Mr.  Stix  testified,  when  examined  on  this  nondisclosure :  ^" 

Q.  Didn't  the  use  of  another  company  encourage  debenture  holders  to  believe, 
not  only  that  more  than  one  company  was  recommending  the  exchange  of  these 
debentures,  but  also  that  an  independent  company,  without  the  name  "Asso- 
ciated" in  its  title,  was  recommending  these  exchanges? 

A.  It  may  have  had  that  effect. 

*  *  *  *  *  *  * 

Q.  Did  the  public  know  that  General  Finance  Corporation  was  a  part  of  the 
same  system  of  which  Eastern  Utilities  Investing  Corporation  was  a  part? 

A.  Well,  I  don't  know  except  that  they  were  of  the  same  address.  The  letters 
didn't  so  state. 


^'2  Id.,  Commission's  Exhibit  No.  3826. 

^■'s  Ibid. 

<^*  Id.,  Commission's  Exhibit  No.  3772,  Item  19.  See  also  Commission's  Exhibit  No. 
3775. 

*'s  Changed  by  the  company  first  into  convertible  obligations,  and,  in  June  1932,  into 
convertible  obligations  due  in  the  year  2002.     (Id.,  at  25982.) 

476  Tije  General  Finance  Corporation  procured  the  names  of  the  holders  from  the  records 
of  Eastern  Utilities  Investing  Corporation.  It  was  a  subsidiary  of  Associated  Gas  and 
Electric  Company  bu,t  none  of  these  letters  referred  to  its  connection  with  the  "System." 
(Id.,  at  25999-26000.) 

«'7Id.,  at  26001,  25999. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  715 

In  addition,  Eastern  Utilities  Investing  Corporation,  from  time  to 
time,  recommended  to  its  own  security  holders  the  acceptance  of  offers 
made  by  these  "System"  companies.*'^ 

Although  the  nature  of  the  offers,  and  the  emphasis  in  presenting 
them,  varied  from  time  to  time,  the  program  of  inducing  Eastern 
Utilities  Investing  Corporation  investors  to  give  up  their  claims 
against  the  corporation  and  take  securities  of  Associated  Gas  and 
Electric  Company  persisted  from  June  1931,  until  July  26,  1937,  the 
date  of  the  confirmation  of  the  amended  reorganization  plan,^'''  and  a 
few  have  been  made  since  then.*^°  The  initial  and  amended  plans  of  re- 
organization of  Eastern  Utilities  Investing  Corporation  provided  for 
exchange  of  Eastern  Utilities  Investing  Corporation  securities  for 
securities  of  Associated  Gas  and  Electric  Company  as  had  the  original 
exchange  offers. 

The  intensity  of  the  campaign  to  reacquire  the  Eastern  Utilities  In- 
vesting Corporation  debentures  is  revealed  by  the  number  of  offers 
made  to  the  holders,    Mr.  Stix  testified :  **^ 

Q.  Now,  my  count  of  the  number  of  circulars  put  out  by  General  Finance  Cor- 
poration and  sent  to  Eastern  Utilities  Investing  Corporation  debenture  holders 
with  reference  to  its  exchange  offers,  is  that  there  were  fifteen  of  them.  That 
does  not  strike  you  as  being  too  many,  does  it? 

A.  It  does  not  . 

:^!  *****  * 

Q.  Now,  my  count  of  the  offers  made  by  Associated  Gas  and  Electric  Securities 
Company  is  that  in  approximately  five  months  the  Eastern  Utilities  Investing 
Corporation  debenture  holders  received  five  such  exchange  offers.  Do  you  find 
anything  wrong  with  that? 

A.  No. 

A  similar  intensive  campaign  to  induce  the  exchange  of  the  other 
securities  of  Eastern  Utilities  Investing  Corporation  for  securities  of 
the  "System"  was  conducted.     Mr.  Stix  testified :  ^^~ 

Q.  And  in  respect  to  the  exchange  offers  to  the  holders  of  Eastern  Utilities  In- 
vesting Corporation  preferred  stock,  starting  in  November  of  1931,  there  were 
apparently  ten  exchange  offers  sent  to  them.  Do  you  find  anything  wrong  with 
that? 

A.  No. 

Q.  And  in  respect  to  the  exchange  offers  sent  to  the  holders  of  Eastern  Utilities 
Investing  Corporation  $6  preferred  stock,  there  were  apparently  nine  offers  sent  to 
them.     Do  you  find  anything  wrong  with  that? 

A.  No. 

Q.  In  respect  to  the  exchange  offers  sent  to  the  holders  of  Eastern  Utilities  In- 
vesting Corporation  participating  preference  stock  starting  in  November  1931, 


*'8  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 

*'"  Id.,  Commission's  Exhibits  Nos.  3784  and  3785.  The  terms  of  the  amended  reorgan- 
ization plan,  which  was  confirmed  by  the  court  on  July  26,  1937,  provide  for  an  exchange 
of  Associated  Gas  and  Electric  Company  securities  for  Eastern  Utilities  Investing  Cor- 
poration securities. 

^^  See  In  the  matter  of  Associated  Oas  and  Electric  Company  before  the  Securities  and 
Exchange  Commission  Docket  No.  1-1810,  p.  438,  where,  on  April  28,  1939,  Mr.  Stix 
testified. 

Q.  These  exchange  offers  continued  up  until  July  26,   1937,   the  date  of  the  con- 
firmation of  the  reorganization  plan  of  Eastern  Utilities  Investing  Corporation? 

A.   Yes  :  and  a  few  have  been  made  since  then  too. 
"w  Op.  clt.  supra,  note  6,  Commission's  Exhibit  No.  3826,  at  25999-6000. 
*^ia.,  at  26001-2. 
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there  were  apparently  nine  offers  sent  to  them.  Do  you  find  anything  wrong 
with  that? 

A.  No  ;  that  is  correct. 

Q.  Now,  with  respect  to  the  exchange  offers  sent  to  holders  of  Eastern  Utilities 
Investing  Corporation  Class  A  stock,  there  were  apparently  eight  letters  and  one 
telegram  sent  to  them.     Do  yon  find  anything  wrong  with  that? 

A.  That  is  correct. 

Q.  So  that,  according  to  my  [count],  the  Eastern  Utilities  Investing  Corporation 
security  holders  received  a  sum  total  of  sixty-two  letters  and  one  telegram  offer- 
ing exchanges  in  various  securities  of  the  Associated  Gas  &  Electric  System. 
Does  that  seem  right? 

A.  That  is  right.  The  record  will  show  that  they  did  not  all  go  to  the  same 
security  holders. 

Q.  Now,  if  a  holder  of  Eastern  Utilities  Investing  Corporation  debentures  did 
not  accept  any  exchange  offer,  he  would  have  received  a  total  of  fifteen  offering 
letters  of  which  ten  would  have  been  received  in  less  than  one  year  or  almost  one 
a  month.     Do  you  find  any  fault  with  that? 

A.  That  is  correct. 

The  New  York  Trust  Company,  the  trustee  of  the  debenture  issue, 
did  not  keep  up  with  the  exchange  offers.*®^  In  response  to  any  in- 
quiries, the  trustee  merely  made  available  in  the  form  called  for  by 
the  indenture,  the  formal  certificates  filed  by  the  officers  of  Eastern 
Utilities  Investing  Corporation,  and  then  usually  referred  the  inquirer 
to  Eastern  Utilities  Investing  Corporation.^®* 

The  attitude  of  The  New  York  Trust  Company  is  apparent  in  a 
memorandum  from  the  trustee's  own  investment  committee,  dated 
February  11, 1932,  to  Mr.  Downing,  the  officer  of  The  New  York  Trust 
Company  in  charge  of  its  Corporate  Trust  Department :  *^^ 

Our  Investment  Committee  does  not  care  for  any  Associated  Gas  and  Electric 
securities,  particularly  the  Eastern  Utilities  Investing  Corporation's  bonds. 

As  The  New  Yorli  Trust  Company  is  Trustee  for  this  i^sue,  we  hesitate  about 
expressing  an  opinion  to  individuals  and  the  Investment  Committee  suggested  that 
the  inquiry  be  handled  directly  by  the  Corporate  Trust  Department. 

The  only  advice  given  by  the  trustee  to  inquirers  was  to  refer  them 
to  the  one-page  certificates  filed  with  the  trustee  by  Eastern  Utilities 
Investing  Corporation  officers  and  Hopson  service  com]Danies  and,  for 
any  further  information,  to  refer  them  to  the  Eastern  Utilities  Invest- 
ing Corporation,  which  was  dominated  by  the  same  personalities  who 
dominated  the  corporations  making  the  exchange  offers.  Mr.  Cooper, 
an  officer  of  The  New  York  Trust  Company,  testified :  *®® 

Q.  And  because  The  New  York  Trust  Company  was  trustee  of  the  issue,  the 
investment  committee  which  usually  gives  investment  advice  to  inquirers  referred 
such  inquiries  to  the  corporate  trust  department? 

A.  That  is  correct. 

Q.  As  the  result  of  this  memorandum  [supra],  did  the  corporate  trust  depart- 
ment answer  inquiries  about  the  Eastern  Utilities  Investing  Corporation  de- 
bentures? 

A.  Yes,  sir. 


^^  Id.,  at  23759. 

*^  Id.,  at  23787-8. 

*^  Id.,  Commission's  Exhibit  No.  3782,  Item  36-A. 

*8«  Id.,  at  23787-90. 
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Q.  How  many  inquiries  did  it  answer? 

A.  Quite  a  number  I  would  say. 

Q  *  *  *  wiiat  was  tlie  nature  of  the  information  wliich  the  corporate  trust 
department  gave  in  response  to  these  inquiries? 

A.  We  gave  in  response  to  such  inquiries  information  which  we  had  available, 
and  usually  referred  the  inquirer  to  the  company  for  further  information. 

Q.  That  is,  referred  the  inquirer  to  the  Eastern  Utilities  Investing  Corporation? 

A.  Yes,  sir. 

******* 

Q.  I  believe  you  testified  in  response  to  these  inquiries  about  the  Eastern 
Utilities  Investing  Corporation  debentures  that  you  furnished  such  information 
as  the  Corporate  Trust  Department  had  available;  isn't  that  right? 

A.  Yes. 

Q.  Of  what  did  that  information  consist? 

A.  Well,  we  could  enlighten  the  inquirers  as  to  the  terms  of  the  indenture, 
about  which  there  was  considerable  misapprehension.  We  could  give  them  the 
amount  of  bonds  outstanding. 

Q.  You  could  give  them  what? 

A.  The  amount  of  bonds  outstanding,  and  the  information  contained  in  certifi- 
cates filed  with  us. 

Q.  And  that  was  all  that  you  could  give  them? 

A.  Yes,  sir. 

Q.  If  they  had  had  a  copy  of  the  indenture,  they  could  have  turned  it  over  to 
their  own  counsel  for  an  opinion,  could  they  not? 

A.  Yes;  they  didn't  get  any  opinion  from  us  as  to  the  construction  of  the 
indenture. 

Q.  You  merely  .showed  them  a  copy  of  the  indenture? 

A.  Or  quoted  from  it. 

Q.  You  never  expressed  an  opinion  as  to  its  interpretation? 

A.  No. 

Q.  They  could  have  obtained  the  amount  of  debentures  outstanding  from 
various  well-known  financial  sources,  could  they  not? 

A.  I  believe  so. 

Q.  And  the  information  contained  in  the  certificates  wasn't  of  very  much 
help  to  the  inquirers,  was  it? 

A.  Not  as  to  detail  of  the  specific  assets  of  the  corporation. 

The  certificates,  in  the  form  called  for  by  the  indenture,  contained  no 
more  than  a  statement  by  officers  of  Eastern  Utilities  Investing  Cor- 
poration to  the  effect  that  the  fair  value  of  the  company's  assets  had 
been  computed  in  accordance  with  the  indenture  and  aggregated  a 
certain  amount  and  "that  the  Company  is  not  known  to  the  signers 
of  this  certificate  to  be  in  default  with  respect  to  any  of  the  terms 
and  conditions  of  said  Indenture."  The  certificates  also  contained 
a  statement  by  a  Hopson  service  company  of  the  total  amount  of  out- 
standing funded  debt  and  the  total  amount  of  temporary  indebted- 
ness.*^' In  vieAv  of  the  discussion  later  in  this  report  as  to  the 
manner  in  which  these  amounts  were  determined,  it  is  apparent  that 
the  information  furnished  by  the  Trustee  to  inquiring  debenture 
holders  was  what  the  management  of  the  Associated  System  said  the 
total  assets  and  debt  of  Eastern  Utilities  Investing  Corporation  were 
at  certain  dates.     With  only  one  exception,  these  figures  were  sup- 

*^  Id.,  Commission's  Exhibit  No.  3787,  Items  17,  17a,  et  seq. 
153373— 40— pt.  3 47 
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plied  only  once  a  year  and  at  least  three  months  after  the  date  to 
which  they  applied.*^^ 

In  connection  with  the  continuous  campaign  to  switch  the  holders 
of  preferred  and  Class  A  stocks  of  Eastern  Utilities  Investing  Cor- 
poration *®^  into  other  securities  of  the  "System,'-  a  different  approach 
was  employed  by  the  "Systenr'  from  that  which  was  employed  with 
the  debenture  holders.  As  early  as  November  12,  1931,  the  possibility 
of  default  under  the  asset  coverage  provision  (the  "touch-off  clause") 
of  Eastern  Utilities  Investing  Corporation  debentures  was  em- 
phasized in  a  letter  to  the  holders  of  prior  preferred  stock  of  East- 
ern Utilities  Investing  Corporation  :  ^^° 

Should  the  vahie  of  the  assets  go  below  125%  of  the  amount  of  the  debentures 
outstanding,  an  event  of  default  would  occur  and  the  principal  of  all  the  de- 
bentures then  outstanding,  together  with  accrued  and  unpaid  interest  thereon, 
may  by  the  trustee  be  declared  to  be  forthwith  due  and  payable. 

However,  the  debenture  holders,  who  might  have  taken  some  action 
to  protect  their  interest  in  case  of  a  default,  were  not  apprised  by  the 
"System"  that  a  default  was  imminent  until  February  16, 1933,  fifteen 
months  later,-^^^  when  the  bankers,  Harris,  Forbes  &  Company  and 
Halsey,  Stuart  &  Co.,  Inc.,  wrote  them  a  letter  saying,  among  other 
things : 

The  unprecedented  decline  in  security  vahies  has  made  it  apparent  that  an 
upturn  in  quoted  values  would  be  necessary  to  avoid  such  a  default. 

and  urging  acceptance  of  an  exchange  offer  made  the  same  day  by 
The  General  Finance  Corporation. *^- 

By  that  time,  a  default  under  the  indenture  had  already  occurred,*^^ 
but  was  not  disclosed.*^*  Three  months  later  the  Associated  System, 
by  a  letter  dated  May  12.  1933,  from  The  General  Finance  Corpora- 
tion, admitted  to  debenture  holders  for  the  first  time  the  imminence 
of  default,  using  similar  language : 

The  unprecedented  decline  in  security  values  has  made  it  apparent  that  a 
material  upturn  in  quoted  values  would  be  necessary  to  avoid  such  a  default. 

The  notice  by  the  "System"  of  imminence  of  default  actually  was  not 
given  by  the  "System"  in  order  to  enable  the  debenture  holders  to 
assert  their  rights  under  the  indenture  but  was  coupled  with  a  state- 
ment to  the  effect  that  liquidation  of  the  company  would  return 
less  than  $8.50  on  a  $100  debenture,  in  a  letter  seeking  to  induce 
debenture  holders  to  vote  for  the  elimination  from  the  indenture  of 
the  "protective  provisions,"  the  breach  of  which  would  constitute  a 
default.^-^ 

Tlie  value  of  the  assets  of  Eastern  Utilities  Investing  Corporation 
had  not  suddenly  declined  from  over  125%  of  the  amount  of  de- 
bentures outstanding  (the  minimum  asset  coverage  required  by  the 
indenture)  to  8.5%.     This  decline  had  occurred  gradually.     Yet  the 

***  Ibid.     Also  see  tbe  indenture. 

*^^  Id.,  Commission's  Exiiibit  No.  .3772,  Items  40  to  44,  inclusive. 

^»'  Id.,  Commission's  Exhibit  No.  3772,  Item  40. 

^"  Id.,  Commission's  Exhibit  No.  .3772.  Item  .39. 

^^-  Id..  Commission's  Exhibit  No.  3771,  Part  I. 

*«8  Id.,  at  24642. 

*9*Id.,  at  25218-9. 

^"^  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 
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debenture  holders  were  not  informed  of  the  long  existing  default. 
The  letter  of  May  V2.  193?)  to  debenture  holders  spoke  of  default 
as  still  only  a  future  possibility. 

The  advisability  of  accepting  the  niaiierous  exchange  offers  was 
manifestly  a  difficult  problem  for  the  security  holders.  Security 
holders  sought  counsel  from  their  brokers,  security  dealers,  or  in- 
vestment houses.  However,  commissions  were  paid  by  the  ''System" 
to  the  bankers  who  successfully  recommended  the  acceptance  of  these 
exchange  offers,*''^  and  as  a  consequence  their  advice  may  not  have 
been  entirely  unbiased  and  free  fi'om  pecuniary  intei-est.  Harris, 
Forbes  &  Company  received  $27,911.62  in  ccnnmissions  for  securing 
the  deposit  of  $3,217,000  amount  of  debentures,  and  Halsey.  Stuart  & 
Co..  Inc.,  received  $38,553.74  in  commissions  for  the  deb?ntures  they 
caused  to  be  deposited  pursuant  to  various  exchange  offers.*^'  Mr. 
Stix  testified  :*"« 

Q.  Now,  how  could  the  Eastern  Utilities  Investing  Corporation  security  hold- 
ers determine  the  advisability  of  these  multitudinous  exchange  offers? 

A.  Well,  I  believe  most  of  them  referred  the  exchange  offer  to  their  broker 
or  security  dealer  or  investment  house.  Some  of  them  may  have  decided  for 
themselves. 

Q.  But  the  holder,  and  particularly  the  small  holders,  was  confronted  with  a 
considerable  amount  of  difficulty  in  making  up  his  mind  whether  these  offers 
were  fair  or  not? 

A.  Yes :  that  is  the  unfortunate  plight  of  the  small  holder  all  the  time. 

Q.  And  even  the  large  holder  would  have  to  take  up  quite  a  number  of 
different  offers  with  his  broker,  if  he  had  one,  or  with  his  investment  advisor, 
if  he  had  one? 

A.  Yes. 

Q.  Commissions  were  paid  to  bankers  in  connection  with  these  exchange  offers, 
were  they  not? 

A.  Yes :  commissions  were  paid.  I  don't  know  up  to  what  point.  I  know 
commissions  were  paid. 

2.  EXCHANGE   OFFER   OF  JUXE   1931 

As  previously  stated,  on  June  16,  1931,  the  price  of  the  debentures 
bad  dropped  to  $53.^''^  According  to  the  banker's  memorandum,  Mr. 
Hopson  had  "tired"  of  supporting  the  market  for  the  debentures.*^"" 
The  portfolio  was  largely  composed  of  Associated  System  securities.^"^ 
Accoixlingly,  only  two  years  and  three  months  after  the  debentures, 
which  were  to  mature  in  1954,  23  years  later,  were  issued.  Associated 
Gas  and  Electric  Securities  Company,  Inc.,  Avrote  to  the  holders  of 

*»«  See  infra,  p.  710. 

-*^  Derived  from  supplementary  information  supijliod  the  Oommission  by  Harri.s.  Forbes  & 
Company  and  Halsey.  Stuart  &  Co..  Inc.  (tabulation  supplied  by  Harris.  Forbes  &  Company 
and  letter  dated  August  29,  1938.  from  Ilal.^ey.  Stuart  &  Co..  Inc.).  See  also  op.  cit.  supra, 
note  6.  Commission's  Exhibit  No.  3843,  Item  20.  In  a  letter  dated  June  18,  1931,  General 
Utilities  Securities.  Incorporated,  offered  Harris.  Forbes  &  Company  and  Halsey,  Stuart 
&  Co..  Inc..  a  commission  of  %  of  a  point  on  all  debentures  deposited  for  exchange  under 
the  offer  then  current,  and  for  the  deposit  of  which  these  bankers  were  directly  responsible. 

*»8  0p.  cit.  supra,  note  6.  at  26002-3. 

*^  Id.,  Commi.ssion's  Exhibit  No.  3826. 

■^oid.,  CommisBion's  Exhibit  No.  3843,  Item  15,  memorandum  dated  May  18,  1931. 

"1  See  supra,  pp.  70U-1  and  id.,  Commission's  Exhibit  No.  3771. 
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the  debentures  offering  securities  of  the  Associated  Gas  and  Electric 
Company  in  exchange  for  the  debentures.  On  June  15,  1931,  the 
bankers,' Harris,  Forbes  &  Company  and  Halsey,  Stuart  &  Co.,  Inc., 
urged  the  acceptance  of  the  offer  of  Associated  Gas  and  Electric 
Securities  Company,  Inc.,  to  exchange  the  Eastern  Utilities  Invest- 
ing Corporation  debentures  on  a  par  for  par  basis  for  the  41/2% 
convertible  gold  debentures  due  1949  of  Associated  Gas  and  Electric 
Company.     The  bankers,  in  a  joint  letter,  stated  :^°2 

Under  present  market  conditions  the  securities  of  investing  companies, 
however,  do  not  enjoy  the  same  favor  vs^ith  the  investing  public  as  securities 
of  companies  controlling  important  groups  of  public  utility  properties.  The 
offer  to  exchange  Eastern  Utilities  Investing  Corporation  debentures  for  those 
of  Assoc?ated  Gas  and  Electric  Company  is  being  made  to  enable  holders  desir- 
ous of  transferring  their  investment  from  the  debenture  of  an  Investing 
corporation  to  that  of  a  public  utility  corporation  to  do  so  without  incurring 
the  loss  which  would  be  necessary  if  the  Eastern  Utilities  Investing  Cor- 
poration debentures  were  to  be  sold  under  present  market  conditions  and  the 
proceeds  reinvested. 

We  feel  that  the  offer  of  exchange  is  distinctly  in  the  interest  of  the  holders 
of  Eastern  Utilities  Investing  Corporation  debentures. 

For  securing  deposits  under  this  exchange  offer,  Halsey,  Stuart  & 
Co.,  Inc.,  received  $11,396.25  in  commissions  and  Harris,  Forbes  & 
Company  the  same  net  amount. ^"^ 

On  June  16,  1931,  the  offer,  as  described  above  by  the  bankers,  was 
made  by  Associated  Gas  and  Electric  Securities  Company,  Inc.,  to 
the  holders  of  the  debentures  of  Eastern  Utilities  Investing  Corpora- 
tion in  a  letter  stating :  ^°* 

The  market  action  of  the  Eastern  Utilities  Investing  Corporation  5%  gold 
debentures,  due  1954,  has  indicated  that  many  of  the  holders  of  these  debentures 
wish  to  dispose  of  their  holdings,  in  spite  of  a  satisfactory  earnings  showing 
for  the  year  19S0  and  assurance  by  the  bankers,  Messrs.  Harris,  Forbes  &  Com- 
pany, who  with  Halsey,  Stuart  &  Co.,  Inc.,  headed  the  syndicate  which  sold  this 
issvTe,  that  the  debentures  were  adequately  protected.  The  selling  is  apparently 
due  principally  to  the  fact  that  investment  company  securities,  such  as  those  of 
Eastern  Utilities  Investing  Corporation,  are  not  in  favor  with  the  investing 
public,  who  seemingly  fear  for  the  safety  of  income  and  principal  in  face  of 
the  continued  decline  in  security  prices. 

The  reference  to  "investment  company  securities,  such  as  those  of 
Eastern  Utilities  Investing  Corporation"  being  in  disfavor  carried 
with  it  the  obvious  implication  that  the  Eastern  Utilities  Investing 
Corporation  was  a  diversified  investment  company  and  that  the  se- 
curities offered  by  Associated  Gas  and  Electric  Company  in  exchange 
therefor  were  materially  different  in  nature  from  the  investment 
company  securities.  However,  as  has  been  indicated,  the  portfolio 
of  Eastern  Utilities  Investing  Corporation  was  loaded  with  Associated 
Gas  &  Electric  System  securities. 

This  offer  was  revocable  by  Associated  Gas  and  Electric  Com- 
pany if  less  than  $5,000,000  principal  amount  of  debentures  were 

^02  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  39. 

^^  Derived  from  supplementary  information  supplied  the  Commission  by  Halsey,  Stuart  ft 
Co.,  Inc.,  and  Harris,  Forbes  &  Company.  Harris,  Forbes  &  Company  received  $14,253.75  but 
refunded  $2,857.50,  retaining  $11,396.25. 

^**  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  39. 
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offered  for  exchange  and  Associated  Gas  and  Electric  Company  could 
refuse  to  accept  exchanges  in  excess  of  $10,000,000  principal  amount. 
The  offer  was  to  expire  on  July  31,  1931  (one  and  one-half  months 
after  it  was  made),  with  the  option  to  the  offerer  of  extending  the 
period  for  not  exceeding  thirty  days.^°^ 

The  letter  of  June  16,  1931,  did  not  disclose  that  the  offerer.  Asso- 
ciated Gas  and  Electric  Securities  Company,  Inc.,  was  a  subsidiary 
of  Associated  Gas  and  Electric  Company  except  as  this  relationship 
could  be  guessed  from  the  similarity  of  names ;  it  did  not  disclose  the 
fact  that  Associated  Gas  and  Electric  Company  had  at  that  time 
complete  control  over  Eastern  Utilities  Investing  Corporation  and 
Associated  Gas  and  Electric  Securities  Company,  Inc.;  nor  did  it 
disclose  the  contemplated  disposition  of  the  Eastern  Utilities  Investing 
Corporation  debentures  which  were  to  be  acquired  by  its  affiliates, 
although  actually  Eastern  Utilities  Investing  Corporation  was  about 
to  undergo  a  partial  liquidation. 

By  July  23,  1931,  $T,000,000  principal  amount  of  debentures  had 
been  deposited  pursuant  to  that  offer.  On  July  31, 1931,  or  eight  days 
later,  with  over  $10,000,000  principal  amount  deposited,  the  period 
of  this  offer  was  extended  to  August  31,  1931,  and  the  amount  to  be 
accepted  was  increased  to  $15,000,000.^°° 

When  examined  as  to  whether  the  trustee  of  the  debenture  issue  kept 
itself  informed  of  the  exchange  offers,  Mr.  Cooper  of  The  New  York 
Trust  Company  testified :  ^°^ 

Q.  Did  The  New  York  Trust  CompaBy  make  any  attempt  to  keep  up  to  date 
with  offers  made  in  exchange  for  the  debentures  for  which  it  was  trustee? 
A.  Not  as  trustee ;  it  did  not. 
Q.  But  did  you  in  any  other  capacity? 
A.  I  don't  know. 

3.   PORTFOLIO  SWITCH  OF   SEPTEMBER  30,  1931 

On  September  29,  1931,  the  board  of  directors  of  Eastern  Utilities 
Investing  Corporation,  composed  of  Associated  selected  individuals, 
authorized  the  exchange  of  certain  "System"  securities  and  all  except 
two  of  the  remaining  "non-System"  securities  in  the  portfolio  of 
that  corporation  for  securities  to  be  selected  by  the  company's  officers 
who  were  also  individuals  connected  w4th  the  "System."  Three 
issues  of  Associated  Gas  and  Electric  Company  were  selected.  INIr. 
Stix  selected  these  securities  early  in  October  after  the  quarterly 
statement  was  prepared;  but  the  transaction  was  consummated  as 
of  September  30,  1931.5««  ^i^..  Stix  stated  that  the  exchange  of  the 
list  of  portfolio  securities  for  the  three  Associated  Gas  and  Electric 
Company  issues  of  securities,  as  far  as  he  was  concerned,  was  solely  on 

°^  Ibid.  Apparently,  the  real  purposes  of  these  limitations  were  to  expedite  the  ex- 
change, and,  apparently,  the  more  restrictions  imposed  by  the  offer,  the  greater  would 
be  this  fffect. 

^  Ibid. 

^  Id.,  at  23759.  It  will  be  recalled  that  the  investment  committee  of  the  trustee  had, 
in  a  memorandum  dated  February  11,  1932,  to  the  trust  department,  expressed  its  opinion 
with  respect  to  the  Eastern  Utilities  Investing  Corporation  debentures  and  the  securities 
of  the  Associated  Gas  and  Electric  Company,  saying  "Our  Investment  Committee  does  not 
care  for  any  Associated  Gas  and  Electric  securities,  particularly  the  Eastern  Utilities 
Investing  Corporation's  bonds."      (Id.,  Commissions  Exhibit  No.  3782,   Item  36-A.) 

"«« Id.,  Commission's  Exhibit  No.  3819. 
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the  basis  of  tlieir  income;  and  that  he  did  not  consider  intrinsic 
or  market  vakie  of  tlie  securities  exchanged.^"^     He  testified :  ^^^ 

Q.  *  *  *  Was  the  amount  of  prospective  income  taken  into  consideration 
on  the  securities  received  in  the  1931  exchange? 

A.  Yes ;  that  was  the  basis  upon  which  the  exchange  was  made  *  *  *  so 
that  Eastern  Utilities  Investing  Corporation  would  have  securities  which  would 
produce  to  them  enough  income  to  be  'able  to  service  the  securities  which  were 
outstanding. 

Q.  In  making  that  exchange  September  30,  1931,  did  you  consider  anything 
more  tlian  the  income  from  the  securities  which  you  had  accepted  in  the 
exchange  ? 

A.  I  didn't,  but  others  that  had  to  do  with  it  may  have. 

Q.  But  you  never  considered  the  intrinsic  worth  or  value  of  the  incoming 
securities  or  their  market  value  at  the  time  of  the  exchange? 

A.  I  didn't. 

a.  Sixty   Different    Issues   in   the   Portfolio    Exchanged    for   Three 
Issues  of  Associated  Gas  and  Electric  Company  Securities 

The  securities  selected  by  Mr.  Stix  consisted  of  three  blocks  of 
securities  as  follows : 

68,442  shares  of  Associated  Gas  and  Electric  Company  $5  preferred  stock. 
26,838  shares  of  Associated   Gas  and  Electric  Company   $6.50   cumulative 

preferred  stock. 
$35,000,000  principal  amount  of  Associated  Gas  and  Electric  Company  5% 
convertible  certificates.^" 

More  than  sixty  different  issues  of  securities  in  the  portfolio  of 
Eastern  Utilities  Investing  Corporation  were  exchanged  for  these 
three  blocks.'^-  These  three  blocks  of  securities  were  entered  on  the 
books  of  Eastern  Utilities  Investing  Corporation  at  an  aggregate  of 
$36,264,210,  which  was  ap]:)roximately  the  carrying  value  of  the  secu- 
rities which  Eastern  Utilities  Investing  Corporation  gave  in  ex- 
change.^^^  The  $35,000,000  principal  amount  of  Associated  Gas  and 
Electric  Company  convertible  certificates  were  valued  at  $70  per 
$100  principal  amount  or  a  total  of  $24,500,000.^^*  No  market  trans- 
actions had  taken  place  in  these  certificates  at  the  time."'^^  The  figure 
of  $70  was  based  only  on  a  bid  which  one  of  Associated  Gas  and 
Electric  Company's  specialists  said  had  been  placed.''^''  Mr.  Stix 
testified :  ^" 


^  Id.,  at  25020. 

""Op.  cit.  supra,  note  46,  pp.  113.S-5. 

^"Id.,  Commission's  Exhibit  No.  3819.  The  Associated  Gas  and  Electric  Company  5% 
convertible  certificates  were  the  same  security  offered  to  debenture  holders  in  exchange 
for  their  Eastern  Utilities  Investing  Corporation  debentures  by  offer  dated  September  28, 
1931,  by  Associated  Gas  and  Electric  Securities  Company,  Inc.  Consequently,  even  though 
a  debenture  holder  refused  to  exchange,  he  had  nevertheless  acquired  without  his  knowl- 
edge an  indirect  interest  in  the  convertible  certificates  substituted  for  part  of  the  prior 
portfolio. 

=^12  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3808,  Item  H. 

^13  Ibid. 

^i^Id.,  Exhibit  A  to  Mr.  Cromwell's  testimony. 

»5  Id.,  Commission's  Exhibit  No.  3856. 

516  Id.,  Exhibit  A  to  Mr.  Cromwell's  testimony. 

^1^  Id.,  at  26998. 
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Q.  What  did  yon  know  about  the  market  for  $35,000,000  of  convertible  cer- 
tificates? 

A.  I  knew  they  were  worth  about  50. 
Q.  At  the  end  of  September,  1931? 
A.  About  that  time,  yes. 

These  5%  convertible  certificates  in  the  principal  amonnt  of  $85,000,- 
000  were  selected  because  it  was  stated  by  Mr.  Stix  they  would,  as 
long  as  interest  was  paid  on  them,  enable  Eastern  Utilities  Investing 
Corporation  to  service  its  outstanding  $35,000,000  principal  amount 
of  5%  debentures.  These  convertible  certificates  were  convertible  at 
the  issuer's  option  at  any  time  into  $5  dividend  series  preferred 
stock  of  the  issuer,  and  were  also  convertible  at  the  holder's  option 
into  $5  cumulative  preference  stock  of  the  issuer.^^®  Both  conversion 
rights  called  for  one  share  of  stock  for  each  $100  of  convertible  obli- 
gations.^^^  However,  at  a  meeting  of  the  directors  of  Eastern  Utili- 
ties Investing  Corporation  on  October  20,  1931,^-°  the  directors  who, 
as  has  been  indicated,  were  individuals  connected  with  the  "System", 
authorized  a  written  agreement  with  Associated  Gas  and  Electric 
Company  confirming  an  oral  understanding  with  that  company  that 
Eastern  Utilities  Investing  Corporation  would  not  exercise  its  right 
to  convert  the  convertible  certificates  which  it  held  in  its  portfolio 
into  the  $5  cumulative  preference  stock  of  Associated  Gas  and  Elec- 
tric Company.  The  effect  of  that  agreement  was  to  make  the  $35,- 
000000  of  5%  convertible  certificates  of  Associated  Gas  and  Electric 
Company  held  by  Eastern  Utilities  Investing  Corporation  convertible 
into  $5  preferred  stock  only  at  the  option  of  Associated  Gas  and 
Electric  Company,  the  controlling  interest. 

The  designation  of  the  Associated  Gas  and  Electric  Company  con- 
vertible certificates,  which  Eastern  Utilities  Investing  Corporation 
received  as  of  September  30,  1931,  was  changed  in  November  1931  to 
convertible  obligations,  without  any  alteration  of  rights  thereunder.^^^ 

In  June  1932.  Associated  Gas  and  Electric  Company  called  for 
conversion  all  the  various  convertible  obligations  and  convertible 
debentures,  which  were  convertible  at  its  option,  and  offered  to  the 
holders  the  option  to  take  in  lieu  of  the  Associated  Gas  and  Electric 
Company  $5  preferred  stock  its  5%  convertible  obligations  Series  A 
due  in  2002."--  Associated  Gas  and  Electric  Company  specified  that 
if  the  holder  failed  to  notify  the  company  that  he  desired  to  accept 
the  $5  preferred  stock.  Associated  Gas  and  Electric  Company  would 
send  the  convertible  obligations.  Series  A  due  in  2002.  Thus,  al- 
though the  holder  had  the  right  to  receive  the  $5  preferred  stock, 
the  Associated  Gas  and  Electric  C(mipany  put  the  burden  on  the 
holder  of  asking  for  that  stock,  or  else  he  woidd  receive  the  convert- 
ible obligation  ciue  in  2002."-^ 


='"  Id.,  at  25977. 

si»  Id.,  at  25970. 

^2"  At  this  same  mefting,  the  directors  refused  to  make  the  portfolio  public. 

=>2iOp.  cit.  supra,  uote  0.  at  250S2. 

=22  1(1.,  at  2r.9S2.  Mr.  Stix  testified  (id.,  at  259S3)  :  "So,  the  holder  of  tho.se  certificates 
could  do  one  of  three  things  :  he  could  .send  in  his  certificate  and  set  convertible  obliga- 
tions :  he  could  send  in  his  certificate  and  jiet  preferred  stocic ;  or  he  could  keep  his 
certificate  and  keep  it  tlie  same  as  though  he  had  sent  it  in  and  had  received  the  convert- 
il)le  obligations." 

=^  Id.,  at  2r)98:{-l. 
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b.  General  Gas  &  Electric  Corporation  Class  B  Voting  Stock 
Exchanged  for  Class  A  Nonvoting  Stock 

In  September  1931,  in  addition  to  switching  the  60  different  securi- 
ties from  the  portfolio  of  Eastern  Utilities  Investing  Corporation  into 
the  three  blocks  of  Associated  Gas  and  Electric  Company  securities 
previously  mentioned,  Eastern  Utilities  Investing  Corporation  was 
caused  to  give  up  its  investment  in  the  Class  B  (voting)  stock  of  Gen- 
eral Gas  &  Electric  Corporation.  It  will  be  remembered  that  in  aid 
of  the  plan  of  the  Associated  System  to  procure  control  of  General 
Gas  &  Electric  Corporation,  Eastern  Utilities  Investing  Corporation 
in  April  1929  had  been  used  by  the  "System"  as  a  financing  vehicle  by 
being  caused  to  acquire  150,000  shares  of  General  Gas  &  Electric  Cor- 
poration Class  B  common  stock  in  the  form  of  a  due  bill.^^*  In  Decem- 
ber of  that  year  Eastern  Utilities  Investing  Corporation  acquired 
4S,430  additional  shares  of  the  Class  B  common  stock  of  General  Gas  & 
Electric  Corporation.^-^  Through  a  split-up  of  five  for  one,  the  hold- 
ing of  198,430  shares  became  992,150  shares  of  General  Gas  &  Electric 
Corporation  Class  B  stock."^ 

In  September  1931  Eastern  Utilities  Investing  Corporation  was 
caused  to  transfer  to  Associated  Gas  and  Electric  Company  these 
992,150  shares  of  General  Gas  Class  B  stock  at  approximately  $20  a 
share  for  a  total  consideration  of  $19,275,096  80,=-'  payable  in  the  same 
number  of  shares  of  General  Gas  &  Electric  Corporation  Class  A  stock 
on  a  share-for-share  basis.    Mr.  Stix  testified :  "^ 

Q.  So  that  the  price  per  share  of  approximately  $20  a  share  was  the  same  for 
each;  isn't  that  right? 

A.  Yes ;  I  don't  think  that  the  $20  had  any  particular  significance ;  it  was  the 
substitution  of  one  for  the  other. 

Q.  Now,  the  market  at  the  time  of  the  exchange  for  the  General  Gas  Class  B. 
was  what? 

A.  5%  bid. 

Q.  And  the  market  at  the  same  time  for  the  General  Gas  Class  A  was  what? 

A.  Well,  there  was  a  low  of — there  are  two  prices,  4%  and  2%. 

******* 

Q  *  *  *  which  shows  the  low  to  have  been  2%  and  the  high  4%  on  the 
New  York  Stock  Exchange;  isn't  that  right? 

A.  That  is  correct. 

Mr.  Stix  refused  to  concede  that  on  the  basis  of  market  price  Eastern 
Utilities  Investing  Corporation  was  giving  up  several  points  per  share 
by  this  exchange,  explaining :  ^-^ 

Well,  there  was  a  difference  of  l^/^  points  in  the  quoted  figures,  but  I  don't  think 
that  the  market  figures  here  have  any  relationship  whatsoever  to  a  block  of  stock 
of  992,000-share  size. 

The  market  quotation  of  5%  for  General  Gas  &  Electric  Corporation 
Class  B  common  stock  was  Associated  Gas  and  Electric  Company's 

»2*Id.,  at  25050-1. 

B25  Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Table  32. 

5s«  Id.,  at  25065. 

B27  Id.,  Commission's  Exhibit  No.  8771,  Part  VII,  Table  33. 

B28  Id.,  at  25066-7  and  Commission's  Exhibit  No.  3771,  Part  VII,  Table  32. 

529  Id.,  at  25077. 
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bid  for  this  stock.^^*^  However,  Associated  Gas  and  Electric  Company 
evidently  ^yas  not  interested  in  the  A  stock  of  General  Gas  &  Electric 
Corporation.     Mr.  Stix  testified  as  follows :  ^^^ 

Q.  But  it  wasn't  willing  to  pay  that  much  for  the  General  Gas  Class  A, 
was  it? 

A.  Well,  I  don't  know.  I  don't  know  that  the  Associated  [Gas  and  Electric 
Company]  was  acquiring  any  General  Gas  Class  A  at  that  time.  The  B  stock 
would  naturally  have  more  of  an  appeal  to  the  Associated  [Gas  and  Electric 
Company]  than  the  A  stock  because  the  B  stock  carried  with  it  voting  control, 
and  they  were  anxious  to  control  100%. 

Q.  Isn't  that  why  Associated  [Gas  and  Electric  Company]  took  the  General 
Gas  Class  B  stock  from  Eastern  Utilities  Investing  Corporation  and  substituted 
the  General  Gas  Class  A  stock  for  it? 

A.  Very  definitely. 

Mr.  Stix  advanced  as  the  only  other  reason  for  the  switch  that 
because  the  Class  A  preceded  the  Class  B  to  a  limited  extent  in  order 
of  distribution  of  dividends  and  rio^hts  on  liquidation,  "on  a  declin- 
ing trend,  that  there  was  just  a  little  more  assurance  that  dividends 
could  be  paid  on  the  Class  A  than  on  the  Class  B — other  than  that, 
there  Avas  no  distinction."  ^^^ 

In  view  of  Associated  Gas  and  Electric  Company's  control  of 
Eastern  Utilities  Investing  Corporation,  it  is  obvious  that  the  reason 
for  the  exchange  was  to  place  the  General  Gas  &  Electric  Corpora- 
tion voting  stock  in  Associated  Gas  and  Electric  Company's  direct 
control  at  a  time  when  Eastern  Utilities  Investing  Corporation  was 
becoming  involved  in  financial  difficulties.^^^  The  slight  preference 
of  the  Class  A  over  Class  B  was  the  rationalization  foi'the  exchange. 
"There  was  no  free  market  for  the  Class  B  common  stock  at  that 
time"  and  5%  "was  what  was  being  bid  by  Associated  for  such  shares 
as  were  still  outstanding  with  the  public."  ^"*  Associated  Gas  and 
Electric  Company  through  market  transactions  had  put  a  higher 
price  on  the  securities  it  received  than  on  the  securities  it  gave  to 
Eastern  Utilities  Investing  Corporation,  although  it  was  claimed  that 
Eastern  Utilities  Investing  Corporation  was  getting  the  better  in- 
vestment. The  fact  that  during  1929,  General  Gas  &  Electric  Cor- 
poration issued  170,000  shares  of  Class  B  at  $95  per  share  and  380,000 
sliares  of  Class  A  at  only  $70  per  share  maj'  be  indicative  that  the 
Class  B  stock  which  Eastern  Utilities  Investing  Corporation  gave 
up  was  worth  more  than  the  same  number  of  shares  of  Class  A  it 
received  in  return.^'^ 


68"  Id.,  at  25068. 

^  Id.,  at  25068-9. 

sa>  Id.,  at  25070.  General  Gas  &  Electric  Corporation  Class  A  stock  had  the  right  to 
receive  30  cents  a  share  (after  the  five  for  one  split  up)  before  the  General  Gas  &  Electric 
Corporation  Class  B  stock  would  receive  a  dividend.  The  Class  A  stock  also  had  the  right 
to  receive  $5  on  liquidation  before  the  General  Gas  &  Electric  Corporation  Class  B  would 
be  entitled  to  any  payment.  But  after  the  General  Gas  &  Electric  Corporation  Class  B 
received  either  30  cents  as  a  dividend  or  $5  a  share  in  liquidation,  both  classes  would 
participate  on  an  equal  basis.     (Ibid.) 

^^  Id.,  at  26013. 

»»^  Id.,  at  25068. 

«»Id.,  at  25072. 
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Later,  Eastern  Utilities  Investing  Corporation  was  caused  to  sell 
its  General  Gas  Class  A  stock  to  Associated  Gas  and  Electric  Com- 
pany at  50^;  per  share  and  realized  a  loss  of  about  $19,000,000.^"*' 

c.  Consequences  of  the  Portfolio  Switches  of  September  1931 

As  an  indication  of  the  ultimate  aggregate  loss  which  Eastern 
Utilities  Investing  Corporation  suffered  on  the  securities  received 
by  it  from  Associated  Gas  and  Electric  Company  on  the  portfolio 
switches  of  September  1931,  a  tabulation  prepared  under  the  super- 
vision of  Mr.  Stix  shows  that  the  portfolio  then  surrendered  had 
by  January  1938  a  market  value  approximately  $16,000,000  greater 
than  the  market  value  in  January  1938  of  the  securities  received  by 
Eastern  Utilities  Investing  Corporation.^''  Even  after  taking  into 
consideration  cash  and  scrip  dividends  paid  on  the  securities  re- 
ceived, as  compared  with  payments  on  securities  surrendered,  the 
portfolio  switch  of  September  30,  1931.  on  the  basis  of  recent  prices, 
cost  Eastern  Utilities  Investing  Corporation  over  $13,000,000.^^^ 

The  September  1931  portfolio  switch  was  an  important  point  in 
the  history  of  Eastern  Utilities  Investing  Corporation  apart  from 
the  large  loss  it  occasioned  the  company.  Associated  Gas  and  Elec- 
tric Company  evidently  considered  that  it  had  a  sufficient  amount 
of  the  debentures  to  control  all  of  the  activities  of  Eastern  Utilities 
Investing  Corporation.  The  exchange  represented  a  change  of  policy 
from  that  of  an  active  ostensible  investment  company  to  that  of  a 
company  in  liquidation,  a  role  Eastern  Utilities  Investing  Corpora- 
tion had  been  caused  to  play  once  before.''^^  The  portfolio  of  Eastern 
Utilities  Investing  Corporation,  as  of  the  close  of  business  on  Sep- 
tember 30,  1931,  consisted  of  only  the  following :  ^*° 

1,100,904   shares   of   General   Gas  &   Electric    Corporation'"    Class 

A  stock,   carried   at $19,818,873 

1.53,062  shares  of  Associated  Gas  and  Electric  Company  .$4  cumu- 
lative preferred  stock,  carried  at 12,825,939 

75,000  shares  of  Associated  Gas  and  Electric  Company  $5  preferred 
stock,  and  104.477  shares  of  Associated  Gas  and  Electric  Com- 
pany $6..50  cumulative  preferred  stock,  and  $35,000,000  principal 
amount  of  Associated  Gas  and  Electric  Company  5%  convertible 
certificates,  together  carried  at 43,917,994 

$200,000   principal   amount   of   Cities    Service   Company   6%    notes 

due  1932,   carried  at 200,000 

.$2,000,000  principal  amount  of  Utilities  Power  &  Light  Corporation 

5%  debentures  due  1959,  carried  at 1,916,250 

Total 78,  679,  056 

=3"  Op.  cit.  supi'a,  note  46.  pp.  1355-6  and  op.  cit.  supra,  note  6,  Commission's  Exhibit 
No.  3771,  Part  VII.  Table  33. 

53-  Id.,  Exhibit  H  to  Mr.  Stix's  testimony. 

52'^  Id.,  at  27076. 

M9  This  was  from  Jnly  1926  to  August  1927  when  its  portfolio  was  a  due  bill  for  242,700 
shares  of  Associated  Gas  and  Electric  Company  $7  preferred  stock.      (See  supra,  p.  646.) 

""  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  12. 

"1  The  portfolio  of  this  company  consisted  largely  of  securities  of  Associated  Gas  and 
Electric  Company. 
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As  a  result  of  the  September  30,  1931,  exchange,  the  carrying 
vahie  of  investments  in  Associated  Gas  and  Electric  Company  pre- 
ferred stock  or  obligations  convertible  by  Associated  Gas  and  Elec- 
tric Company  into  its  preferred  stock  increased  to  $56,743,933.  Mr. 
Stix  selected  most  of  this  large  block  of  Associated  Gas  and  Electric 
Company  securities  for  Eastern  Utilities  Investing  Corporation's 
portfolio  at  a  time  when  he  was  recommending  that  all  companies 
in  the  Associated  Gas  &  Electric  System  immediately  discontinue 
dividend  payments."*-  Associated  Gas  and  Electric  Company  did 
discontinue  dividends  on  its  preferred  stocks  after  April  1932.^*" 

The  officers  of  Eastern  Utilities  Investing  Corporation  certified  to 
the  debenture  trustee  under  date  of  October  9,  1931,  that  as  of  Septem- 
ber 30.  1931,  the  fair  value  of  the  corporation's  total  assets  was  $52,- 
624.807.91.''^**  The  market  value  of  the  company's  portfolio  securities 
as  computed  for  the  purpose  of  justifying  this  certificate  aggregated 
between  $52,378,734.50  and  $51,901,121.50  according  to  an  exhibit  of- 
fered in  evidence  by  a  representative  of  the  "System."  ^*^  This  ag- 
gregate valuation  included  a  valuation  of  $24,500,000  assigned  to  the 
'$35,000,000  principal  amount  of  Associated  Gas  and  Electric  Com- 
})any  convertible  certificates — a  valuation  based  mereh'  on  one  bid  of 
70.  But  according  to  a  schedule  prepared  in  the  office  of  Harris. 
Forbes  &  Companv,  the  estimated  value  of  the  same  portfolio,  as  of 
only  fifteen  days  later,  was  only  $33,710,892.^*'^  On  the  basis  of  this 
valuation  of  $33,710,892,  the  market  value  of  ICastern  Utilities  Invest- 
ing Corporation's  portfolio  was  only  about  96%  of  the  face  amount  of 
its  outstanding  debentures.^*'  whereas  in  the  indenture  covering  this 
del:)enture  issue  the  company  had  covenanted  to  maintain  an  asset  ratio 
of  125%  of  the  amount  of  outstanding  debentures  at  all  times,  and 
not  to  pay  any  dividends  while  this  asset  ratio  was  below  150%.^*** 
Even  the  much  higher  valuation  of  $52,624,807.91  certified  by  the 
company's  own  officers  gave  an  asset  ratio  of  only  150.4%,  or  a  small 
fraction  over  the  required  150%,  indicating  that  the  values  were 
assigned  to  permit  continuation  of  dividends. 

According  to  the  valuation  in  the  bankers'  files,  the  Eastern  Util- 
ities Investing  Corporation  debentures  should  then  have  been  con- 
sidered in  default.  However,  no  default  was  publicly  declared  or 
admitted  then  or  at  any  time  thereafter.^*'-* 

5*2  Op.   cit.  supra,  note  6.   at  2.">211. 

"•=  Irl..  P^xliibU'  F  to  Mr.  Stix's  testimon.v.  The  (lividfnds  resumed  in  1935  were  merely 
scrip.     (See  also  id.,  at  26072  et  seq.,  and  Commission's  Exhibit  No.  .'^775.) 

"••  Id..  Commission's  Exhibit  No.  .37S2.  Item  28. 

*'5  Id.,  Exhibit  A  to  Mr.  Cromwell's  testimon.v. 

""Id..  I'ommission's  Exhibit  No.  3842.  Item  39. 

w"  Ibid. 

"^  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 

^f"  As  will  be  discu.ssod  in  more  detail  hereafter,  as  late  as  May  12.  1933,  the  Eastern 
Utilities  Investing-  Corporation  wrote  its  debenture  holders  (id.,  Commission's  Exhibit  No. 
3772,  Item  30)  :  "The  Indentiire  under  which  your  Debentures  were  issu<'d  provides,  anions 
other  things,  that  so  long  as  any  Debentures  are  outstanding,  the  fair  value  of  the  assets 
of  this  Corporation  shall  be  equal  to  at  least  125%  of  the  aggregate  amount  of  all  its 
Indebtedness  ;  also  tliat  any  deficiency  under  .such  provision,  continued  for  sixty  days  after 
notice  to  this  Corporation  from  the  Trustee,  shall  constitute  a  default.  The  unprecedented 
decline  in  security  values  has  made  it  apparent  that  a  matei-ial  upturn  in  quoted  values 
would  be  necessary  to  avoid  such  a  default.  Dividends  on  this  Corporation's  preferred 
stockf>  were  discontinued  some  time  ago."  This  letter  was  written  although  the  ratio  of 
market  value  of  its  portfolio  to  its  funded  indebtedness,  according  to  the  company,  was 
then  only  81/2%.      (Ibid.) 
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4.  EXCHANGE  OFFER  OF  SEPTEMBER  1931 

On  September  28,  1931,  Associated  Gas  and  Electric  Securities 
Company,  Inc.,  made  a  new  offer  of  exchange  for  the  remaining  East- 
ern Utilities  Investing  Corporation  debentures  outstanding  with  the 
X^ublic.  It  offered  to  exchange  either  $1,000  principal  amount  of 
Associated  Gas  and  Electric  Company  5%  Convertible  certificates  "^^ 
or  $900  principal  amount  of  Associated  Gas  and  Electric  Company 
Gold  Debentures,  Consolidated  Refunding  41/2%  Series  due  1958  for 
$1,000  principal  amount  of  debentures  of  Eastern  Utilities  Investing 
Corporation.  This  letter  of  September  28,  1931,  sent  by  Associated 
Gas  and  Electric  Securities  Company,  Inc.,  to  the  holders  of  Eastern 
Utilities  Investing  Corporation  5%  Gold  Debentures  due  1954,  also 
stated :  ^^^ 

The  additional  $100  principal  amount  of  Associated  Gas  and  Electric  Company 
41/^  Gold  Debentures,  due  1958,  necessary  to  round  out  the  amount  deliverable 
to  an  even  $1,000  principal  amount  will  be  sold  to  the  [debenture  holders]  at 
the  closing  market  price  on  the  date  of  deposit  of  the  Eastern  Utilities  Investing 
Corporation  debentures,  if  so  desired. 

In  order  to  avoid  any  misunderstanding  please  note  that  the  enclosed  form 
of  letter  of  transmittal,  which  is  for  your  convenience  in  depositing  your  de- 
bentures, contains  a  provision  whereby  you  agree  to  hold  the  Associated  Gas 
and  Electric  Company  securities  received  in  exchange  for  a  period  of  at  least 
120  days  from  the  date  of  delivery  thereof. 

That  offer  was  made  subject  to  withdrawal  at  any  time  without 
notice.  The  time  of  termination  of  the  offer  was  fixed  at  November 
30,  1931.^^^  The  terms  of  the  offer  were  such  that  one  wishing  around 
$1,000  of  Associated  Gas  and  Electric  Company  debentures  would  have 
to  invest  an  additional  $100  cash  in  that  company.  The  letter  said 
that  the  enclosed  form  of  letter  of  transmittal  was  for  the  investor's 
convenience  in  depositing  his  debentures,  but  the  form  letter  of  trans- 
mittal contained  a  provision  prohibiting  the  holder  from  disposing, 
for  at  least  120  days,  of  the  Associated  Gas  and  Electric  Company 
securities  received  in  exchange,  thereby  avoiding  any  pressure  on  the 
market  such  sales  might  cause. 

The  New  York  Trust  Company,  trustee  of  the  Eastern  Utilities 
Investing  Corporation  debenture  issue,  while  these  offers  of  exchange 
were  being  made,  was  repeatedly  requested  by  debenture  holders  for 
information  regarding  the  value  of  the  portfolio,  but  referred  such 
inquiries  to  the  issuing  corporation,  which  was  controlled  by  the 
"System"  making  the  offers. 

Mr.  Cooper  testified :  ^^^ 

Q.  In  other  words,  there  was  some  doubt  about  the  Eastern  Utilities  Investing 
Corporation  portfolio,  and  when  that  doubt  was  raised,  the  trustee  still  did 
nothing  further  than  refer  the  inquirer  to  the  issuing  corporation  ? 

A.  That  is  correct. 


K"  Id.,  at  26998.  As  of  two  days  later  $35,000,000  principal  amount  of  these  were  put 
into  Eastern  Utilities  Investing  Corporation's  portfolio  apparently  at  70.  (See  supra, 
pp.  722-3.)      Mr.  Stix  testified  they  were  worth  50. 

^61  Id.,  Commission's  Exhibit  No.  3772,  Item  89. 

S52  Ibid. 

Bra  Id.,  at  23775-6. 
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The  trustee  was  put  on  notice  in  September  1931  by  The  Fulton 
County  National  Bank  and  Trust  Company  that  the  debentures  of 
Eastern  Utilities  Investing  Corporation  were  selling  at  around  36. 

Mr.  Cooper  testified :  ^'"^ 

Q.  So  that  The  New  York  Trust  Company  on  or  about  September  1931  was  put 
on  notice  that  the  Eastern  Utilities  Investing  Corporation  debentures  were  selling 
around  36? 

A.  Yes. 

Considering  the  fact  that  under  the  terms  of  the  indenture  Eastern 
Utilities  Investing  Corporation  was  obligated  to  maintain  a  ratio  of 
assets  to  debentures  of  125%  at  all  times  and  of  150%  so  long  as 
dividends  were  declared,  the  market  price  of  $36  for  the  debentures 
would  indicate  either  a  lack  of  such  coverage  or  a  market  completely 
out  of  line  with  the  assets  of  the  company.  In  either  event,  the 
trustee  might  liave  been  expected  to  fortify  itself  with  information 
upon  the  condition  of  the  company  in  order  to  act  under  the  inden- 
ture, if  the  required  asset  coverage  did  not  exist,  so  as  to  protect 
the  debenture  holders  from  suffering  further  losses.  However,  the 
debenture  trustee  contented  itself  with  asking  for  an  interim  cer- 
tificate of  asset  value,''"'-''  and  when  officers  of  Eastern  Utilities  Invest- 
ing Corporation  filed  a  certificate,  in  the  form  called  for  by  the  in- 
denture, showing  a  barely  adequate  aggregate  figure,  the  trustee  did 
not  seek  a  list  of  the  portfolio  in  order  to  check  the  valuation,  but 
relied  on  the  certificate.^""^ 

Mr.  Stix  testified  on  direct  examination  by  his  company's  counsel  in 
the  Tax  Proceedings  as  follows :  ^^' 

Q.  Was  there  any  danger  as  of  the  1st  of  December  1931,  let  us  say,  that 
there  might  be  any  default  under  the  provisions  of  the  indenture? 

******  if 

A.  Well,  being  in  a  declining  market  condition  at  that  time  we  could  only 
make  surmises  as  to  what  was  likely  to  happen.  There  didn't  seem  to  be  any 
reason  that  could  be  seen  that  the  markets  would  stop  declining.  On  th'^ 
other  hand,  we  weren't  certain  that  they  would  continue  to  decline,  and  in 
the  exercise  of  good,  prudent,  business  judgment  we  began  to  give  consideration 
to  taking  whatever  steps  should  be  taken  to  guard  against  the  possibility  of  a 
further  decline  which  might  result  in  a  violation  of  the  covenants  of  the 
indenture. 

Q.  And  you  were  concerned  at  that  time  with  the  danger  of  a  default  under 
the  provisions  of  the  indenture? 

A.  We  were  primarily  concerned  with  the  possibilities  of  a  default  if  the 
decline  in  the  market  continued. 

Q.  Did  you  discuss  those  fears  with  any  members  of  the  board  of  directors 
of  Eastern  Utilities  Investing  Corporation  or  of  any  of  its  executive  oflaeers? 

A.  Yes;  I  did. 

Q.  Could  you  state  when  you  first  expressed  those  fears  to  them? 

A.  My  recollection  is  that  it  was  some  time  in  late  September  1931  or  early  part 
of  October  1931. 


»^  Id.,  at  23747. 
K^Id.,  at  2.3770-1. 

«*«Id.,  at  23778-80.     About  that  time  the  Board  of  Ea.stern  Utilities  Investing  Corpora- 
tion resolved  not  to  make  the  portfolio  public  except  to  directors.     See  supra. 
«7  0p.  cit.  supra,  note  41,  pp.  125,  127-134. 
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Q.  With  whom  did  you  discuss  your  fears  as  to  the  danger  of  a   default? 

A.  I  tallied  to  ]Mr.  Hopson  and  Mr.  Daly  primarily. 

Q.  Were  they  directors  of  Eastern  Utilities  Investing  Corporation? 

A.  They  were. 

Q.  At  that  time? 

A.  Yes. 

Q.  Did  you  talk  to  them  more  than  once  about  that? 

A.  Oh,  yes ;  we  had  a  number  of  discussions  about  it. 

Q.  Did  they  make  any  statements  to  you  in  reference  to  their  reaction  to 
those  fears  that  you  expressed? 

A.  Well,  they  were  not  quite  as  pessimistic  as  I  was,  but  they  felt  that  it 
was  wise  to  take  whatever  steps  could  be  devised  in  order  to  avoid  the  danger 
that  might  come  about  if  the  markets  continued  to  decline. 

Q.  Did  they  make  any  specific  request  of  you  to  work  out  a  plan  whereby 
you  might  prevent  a  default  or  eliminate  the  danger  of  a  default? 

A.  No.    As  a  geueral  rule,  I  brought  suggestions  to  them. 

Q.  Did  you  suggest  any  means  or  plan  to  prevent  a  default? 

A.  I  did. 

Q.  At  this  time,  in  1931,  in  September  or  December? 

A.  I  did. 

Q.  Could  you  state  whether  your  suggestions  were  ever  acted  upon? 

A.  You  mean  the  particular  suggestions  in  connection  with  this  matter? 

Q.  Yes. 

A.  They  were. 

Q.  Could  you  state  in  general  what  the  terms  of  the  plan  were  that  you 
devised  and  which  you  suggested  to  the  directors  of  Eastern  Utilities  Investing 
Corporation  to  prevent  this  default? 

A.  Yes.  The  plan  was  to  recognize  the  fact  that  there  was  no  way  to  in- 
crease the  amount  of  assets  that  were  in  the  portfolio  of  Eastern  Utilities 
Investing  Corporation ;  there  was  no  way  to  arrest  the  decline  in  market  values 
if  the  markets  continued  to  decline ;  and  therefore,  the  only  other  possible 
solution  was  to  decrease  the  amount  of  outstanding  indebtedness  in  a  greater 
ratio  than  a  decrease  in  the  assets,  in  order  to  retire  that  indebtedness. 

Q.  In  devising  this  plan  did  you  have  occasion  to  refer  to  the  provisions 
of  the  indenture  to  see  whether  or  not  that  plan  would  be  in  conformance  with 
that  indenture? 

A.  Yes;  I  did. 

Q.  Did  you  advise  the  directors  that  you  could  work  out  a  plan  that  would 
be  in  conformance  with  the  provisions  of  the  indenture? 

A.  Yes ;  with  the  assistance  of  counsel. 

Q.  Do  you  know  whether  that  plan  was  acted  upon? 

A.  It  was. 

m  Hi  *  *  *  *  * 

Q.  Would  you  state  again  more  specifically,  Mr.  Stix,  what  that  plan  would 
provide  for  as  you  had  devised  it? 

A.  In  its  inception  the  plan  provided  that  Associated  Utilities  Investing  Cor- 
poration,^^ the  liolder  of  a  very  substantial  block  of  Eastern  Utilities  Investing 
Corporation  debentures,  would  transfer  their  holdings  back  to  Eastern  Utilities 
Investing  Corporation  for  part  of  the  assets  that  lie  in  the  portfolio  of  Eastern 
Utilities  Investing  Corporation.  Upon  giving  the  matter  further  study,  we 
came  to  the  conclusion — and  when  I  say  we,  I  mean  counsel  and  members  of 
the  board  of  directors  and  officers  of  the  Eastern  Utilities  Investing  Corpora- 


==s  A  subsidiary  of  Associated  Gas  and  Electric  Company. 
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tion  and  Associated  Utilities  Investing  Corporation — tliat  it  would  not  be  fair 
to  the  public  holders  of  Eastern  Utilities  Investing  Corporation  debentures  if 
they  were  not  given  an  oppcjrtnnity  similar  to  that  which  was  discussed  for 
Associated  Utilities  Investing  Corporation.  Now  it  was  contemplated  that  the 
debentures  owned  by  Associated  Utilities  Investing  Corporation  would  be  turned 
over  to  Eastern  Utilities  Investing  Corporation  on  some  basis,  and  in  view  of 
the  fact  that  Associated  Utilities  Investing  Corporation  had  approximately 
$18,000,0(;0  principal  amount  of  the  Eastern  Utilities  Investing  Corporation 
debentures,  we  thought  that  would  be  enough  to  insure  the  ratio  of  assets 
to  indebtedness,  even  though  nobody  else  tendered  their  bonds  or  offered  their 
bonds  on  a  similar  basis  for  some  time  to  come,  although  we  could  not  tell 
how  long,  because  we  could  not  tell  how  much  further  the  market  might  go 
down. 

*****  *  * 

Q.  Does  that  I'esolution  [at  a  meeting  of  the  executive  committee  of  Eastern 
Utilities  Investing  Corporation  held  on  December  9,  1931]  disclose  whether  or 
not  any  action  was  taken  by  the  executive  committee  on  the  suggestions  to 
prevent  default  to  which  you  just  a  moment  ago  testified? 

A.  It  does. 

Q.  Will  you  state  wiiat  action  was  taken? 

A.  The  directors  approved  a  draft  of  letter  that  had  been  prepared,  addressed 
to  the  holders  of  the  five  percent  debentures,  offering  them  the  opportunity  to 
surrender  their  debentures  in  exchange  for  securities  held  in  the  portfolio  of 
Eastern  Utilities  Investing  Corporation. 

Mr.  Stix's  plan  was  to  shrink  the  company's  debt  faster  than  the 
market  decline  shrank  its  assets.  The  plan  did  not  contemplate 
liquidation  of  the  portfolio  in  anticipation  of  a  falling  market.  Ap- 
parently the  relationship  of  Eastern  Utilities  Investing  Corporation 
to  the  Associated  Gas  and  Electric  Company  and  the  fact  that  East- 
ern Utilities  Investing  Corporation  held  in  its  portfolio  large  blocks 
of  Associated  Gas  and  Electric  Company  securities  precluded  the 
liquidation  of  those  securities  because  of  the  possible  effect  of  such 
liquidation  upon  the  market  price  of  Associated  Gas  and  Electric 
Company's  securities. 

5.  EXCHANGE  OFFER  OF  DECEMBER  1981  BY  WHICH 
DEBEXTI'RE  HOLDERS  WERE  TO  BID  AGAINST  EACH 
OTHER  AND  THE  ASSOCIATED  SYSTEM  FOR  POR- 
TIONS OF  PORTFOLIO 

In  order  to  carry  out  Mr.  Stix's  plan,  the  exchange  offer  of  Decem- 
ber 11,  1931,  was  made.  Eastern  Utilities  Investing  Corporation 
was  caused  to  offer  portions  of  its  portfolio  to  those  debenture  hold- 
ers who  offered  to  pay,  in  debentures,  the  highest  prices  for  these 
portfolio  securities.^^^  On  December  11,  1931,  when  Associated  Gas 
and  Electric  Company,  through  Associated  LMlities  Investing  Cor- 
poration, held  about  $18,000,000  principal  amount  of  Eastern  Util- 
ities Investing  Corporation  debentures,'"'"'  the  debenture  holders  were 
solicited  by  Eastern  L^tilities  Investing  Corporatitm  to  tender  their 

°^^  Op.  cit.  supra,  note  (j,  Commi.ssion's  Exhibit  No.  3772,  Item  39. 
"ioid.,  nt  25991. 
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debentures,  until  December  24,  1931,  in  exchange  for  either  of  the 
following  securities  contained  in  the  portfolio  of  the  corporation: 

Associated  Gas  and  Electric  Company  5%  Convertible  Certificates-^"' 
Utilities  Power  &  Light  Corporation  5%   Gold  Debentures,  due   1959. 

For  the  purpose  of  fixing  the  exchange  prices,  these  portfolio  secur- 
ities were  "to  be  taken  at  the  arbitrary  figure  of  100"  and  the  de- 
benture holders  were  asked  to  state  the  price  at  which  they  would 
surrender  their  Eastern  Utilities  Investing  Corporation  debentures 
in  exchange.  The  corporation  would  then  accept  or  reject  the  offer. 
The  invitation  to  tender  stated :  ^^^ 

Only  a  limited  amount  of  one  '^  of  the  above  listed  Issues  is  available  to  fill 
tenders.  It  is  suggested,  therefore,  that  holders  indicate  a  second  choice  of  the 
securities  offered  in  the  event  the  full  amount  of  securities  available  for  their 
first  choice  is  taken  by  lower  tenders.  Tenders  are  on  a  price  basis  acceptable 
to  the  corporation,  and  will  have  precedence  according  to  the  priority  of  post- 
marks thereon. 

By  this  offer,  Eastern  Utilities  Investing  Corporation  placed  on 
the  debenture  holders  the  burden  of  guessing  the  value  of  their  de- 
bentures as  compared  with  the  value  of  the  particular  portfolio  se- 
curities which  Eastern  Utilities  Investing  Corporation  was  offering 
in  exchange. ^°*  Associated  Gas  and  Electric  Company  did  not  make 
public  what  was  in  the  portfolio,'^°^  nor  the  terms  on  which  it  was 
exchanging  the  Eastern  Utilities  Investing  Corporation  debentures 
which  it  held,°^®  nor  the  size  of  its  large  holdings  of  these  debentures 
through  Associated  Utilities  Investing  Corporation,  nor  that  this 
offer  was  primarily  an  effort  to  give  legal  sanction  to  reacquisition 
by  Eastern  Utilities  Investing  Corporation  of  those  holdings. 

Mr.  Hopson  gave  his  personal  attention  to  this  exchange  offer  of 
December  11,  1931.^^^  Halsey,  Stuart  &  Co.,  Inc.,  took  the  position 
that  Mr.  Hopson  was  not  presenting  the  offer  fairly  to  the  debenture 
holders  who  were  being  asked  to  bid  against  each  other,  and  advised 
its  customers  not  to  make  the  exchange.^"^  Halsey,  Stuart  &  Co., 
Inc.  requested  from  Mr.  Hopson,  but  did  not  obtain,  a  list  of  the 
securities  in  Eastern  Utilities  Investing  Corporation  after  Septem- 
ber 30,  1931.  An  inter-office  communication  of  Halsey,  Stuart  &  Co., 
Inc.,  reads  in  part  as  follows :  ^^^ 

Unable  to  change  his  [Hopson's]  ideas  about  latest  exchange  offer  to  East- 
ern Utilities  Investing  Corporation  holders   Hopson  is  opposed  to  showing  in 


E61  rpjjQ  game  certificates  which  the  "System"  placed  in  the  poi-tfolio  as  of  September  30, 
1931 ;  see  supra,  p.  728. 

5^  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  39. 

^^  Though  the  letter  did  not  state  which  security  was  limited  in  amount,  only  $2,000,000 
principal  amount  of  Utilities  Power  &  Light  debentures  was  in  the  portfolio  as  compared 
with  $35,000,000  principal  amount  of  Associated  Gas  and  Electric  Company  convertible 
certificates.  (Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3774,  Part  VII,  Tables  32 
and  33.)  Consequently,  the  reference  to  a  limited  amount  of  one  of  the  two  securities 
offered  must  have  referred  to  the  Utilities  Power  &  Light  debentures.  Of  the  $2,000,000 
principal  amount  of  Utilities  Power  &  Light  debentures  available,  Associated  Utilities 
Investing  Corporation  obtained  $1,885,000  (id.,  Commission's  Exhibit  No.  3772,  Item  19). 

^  Id.,  at  25989. 

^'''  Except  that  it  included  "amounts"  of  the  securities  offered.     See  supra. 

s^Op.  cit.  supra,  note  6,  at  25992-3. 

««^  Id.,  at  25996. 

Bes  Id.,  at  25989-90. 

=«»  Id.,  Commission's  Exhibit  No.  3843,  Item  37. 
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advance,  complete  portfolio  or  summary.  Reason,  public  disclosure  will  invite 
nuisance  litigation.  Hopson  refuses  allow  Associated  Gas  and  Electric  Com- 
pany to  declare  itself  in  advance  the  basis  that  it  will  exchange  its  holdings 
of  Eastern  Utilities  Investing  Corporation  debentures  for  the  convertible  cer- 
tificates or  other  collateral.  *  '  «=  Chase  H.  F.  [Harris,  Forbes]  will  not 
recommend  Exchange  for  Associated  Gas  and  Electric  Company  convertible 
certificates.     *     *     * 

Satisfied  nothing  to  gain  by  further  discussion  with  Hopson  and  doubt  if  the 
public  will  lelxchange  many  of  tlieir  debentures.     *     *     * 

Mr.  Stuart  of  Halsey,  Stuart  &  Co.,  Inc.,  replied :  "° 

Think  our  only  course  is  to  insert  bulletin  notice  that  we  favor  ignoring  the 
exchange  offer  due  to  the  fact  that  the  company  will  not  disclose  its  portfolio  and 
that  the  biggest  holder,  the  Associated  Company,  refuses  to  state  at  what 
price  it  is  going  to  turn  its  debentures  in  and  what  it  will  take  in 
exchange.'^'^  *  *  *  ^Ye  are  only  concerned  with  the  fact  that  Hopson  is 
not  presenting  the  matter  fairly  to  the  Eastern  Utilities  Investing  Corpora- 
tion debenture  holders.     Stuart. 

As  a  result  of  the  exchange  offers  of  June  and  September,  1931,  and 
perhaps  also  as  a  result  of  Mr.  Hopson's  commitment  to  buy  Eastern 
Utilities  Investing  Corporation  debentures  from  the  banlcers,  Asso- 
ciated Utilities  Investing  Corporation  had  by  December  1931, 
acquired  $18,354,000  principal  amount  of  these  debentures."^  Asso- 
ciated Utilities  Investing  Corporation  tendered  all  these  debentures 
to  Eastern  Utilities  Investing  Corporation  pursuant  to  the  offer  of 
December  11,  1931  of  Eastern  Utilities  Investing  Corporation.  The 
public  response  to  the  offer  had  been  negligible."'^ 

Counsel  had  advised  the  management  that  Eastern  Utilities  Invest- 
ing Corporation  could  not  acquire  these  $18,354,000  of  debentures 
from  Associated  Utilities  Investing  Corporation  without  making  a 
similar  offer  to  the  public  debenture  holders."*  This  offer  to  ex- 
change the  portfolio  securities  of  Eastern  Utilities  Investing  Corpora- 
tion for  its  debentures  was  a  device  whereby  Eastern  Utilities  Invest- 
ing Corporation  could  be  caused  to  reacquire  its  debentures  from 
the  "System"  at  a  price  higher  than  that  paid  to  the  public,  although 
the  offer  on  its  face  was  the  same  to  the  public  as  to  the  insiders.^^^ 

^«  Id..  CommLssion's  Exhibit  No.  384.3,  Item  39. 
"iMr.  Stix  testified  (id.,  at  25992-3)  : 

Q.  Did  Associated  Gas  and  Electric  Company  make  pnbllc  the  terms  on  which 
it  was  going  to  exchange  its  holdings  of  Eastern  Utilities  Investing  Corporation's- 
debentures? 

A.   I  don't  recall  that  they  did. 

Q.   As  a  matter  of  fact,  you  are  pretty  sure  that  they  did  not?     Is  that  right? 
A.   I  would  be  inclined  to  think  that  they  did  not ;  yes. 
8^2  Id.,  Commission's  Exhibit  No.  3772,  Item  19. 
^3  Ibid,  and  id.,  at  25993-4. 
"*  Op.  cit.  supra,  note  41,  p.  132. 

^'The  witness  claimed  that  Associated  Gas  and  Electric  Company  did  not  accept  this 
offer  of  exchange  made  by  Eastern  Utilities  Investing  Corporation  on  December  11,  1931,. 
but  made  another  deal  for  the  same  securities.  (Op.  cit.  supra,  note  6,  at  25992.)  Mr. 
Stix  testified  (id.,  at  25991)  : 

Q.  Did  Associated  (ias  and  P:iectric  Company  make  a  tender  of  its  debentures  to 
Eastern  Utilities  Investing  Corporation? 

A.  Well,  I  don't  know  whether  it  was  exactly  a  tender,  but  there  was  a  transaction 
which  took  place  in  the  fall  of  1931,  which  was  dropped  on  the  receipt  by  Associated 
of  some  .$18,000  000  convertible  obligations,  and  the  acquisition  by  East'ern  Utilities 
Investing  Corporation  of  notes  and  common  stock  of  a  company  which  was  then  a 
subsidiary  of  Associated,  but  after  the  transaction  was  consummated  became  a 
subsidiary  of  Eastern  Utilities  Investing  Corporation. 
See  also  op.  cit.  supr.n,  note  46,  pp.  2183-4. 
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When  tendering  their  debentures,  the  debenture  holders  were  to 
state  the  prices  at  which  they  would  tender  their  Eastern  Utilities 
Investing  Corporation  debentures  for  these  portfolio  securities,  which 
for  the  purpose  of  the  tender  were  to  be  taken  at  the  arbitrary  figure 
of  $100,  that  is,  at  par.''*'  The  proposal  that  tenders  be  made  on 
such  a  basis  was  designed  so  that  on  its  face  all  debenture  holders 
had  the  same  opportunity.  However,  the  public  holders  were,  in 
effect,  to  compete  against  each  other  and  against  Associated  Utilities 
Investing  Corporation  with  respect  to  the  amount  of  portfolio  securi- 
ties they  would  receive  for  each  Eastern  Utilities  Investing  Corpora- 
tion debenture.  It  will  be  recalled  that  Associated  Utilities  Invest- 
ing Corporation  was  a  "System"  company.  Its  board  of  directors 
consisted  of  the  same  individuals  as  those  who  were  on  the  board  of 
Eastern  Utilities  Investing  Corporation  and  it  knew  the  prices  at  which 
the  public  tendered  before  it  made  its  tender. '''  On  the  basis  of  the 
tenders  which  were  accepted,  the  public  debenture  holders  received  a 
maximum  of  $98.10,  principal  amount  of  Utilities  Power  &  Light 
Corporation  debentures  for  each  $100,  principal  amount  of  Eastern 
Utilities  Investing  Corporation  debentures  tendered  for  that  issue,"** 
and  not  more  than  $100,  princi])al  amouui  of  Associated  Gas  and 
Electric  Company  convertible  certificates  for  each  $100,  principal 
amount  of  Eastern  Utilities  Investing  Corporation  debentures  ten- 
dered for  that  issue  ;^™  whereas  Associated  Utilities  Investing  Cor- 
poration took  $98.87  in  Utilities  Power  &  Light  Corporation  deben- 
tures "®"  and  $103  in  Associated  Gas  and  Electric  Company  convertible 
certificates.^^^  The  tender  by  Associated  Utilities  Investing  Corpo- 
ration was  the  highest  tender  accepted.^*^- 

Of  course,  had  Eastern  Utilities  Investing  Corporation  been  liqui- 
dated and  a  distribution  of  the  portfolio  in  kind  made  to  its  security 
holders,  the  debenture  holders  would  have  had  first  prioritj^  with 
respect  to  the  entire  portfolio  and  would  have  had  the  right  to  receive 
for  their  holdings  up  to  $1,000  in  value  of  securities  in  the  portfolio 
for  each  $1,000  face  amount  of  debentures  held.  Under  such  a  pro- 
cedure, the  debenture  holders  would  have  received  more  than  was 
offered  them  by  this  exchange. °*^ 

-.70  Op.  fit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  39. 
^^'  Ibid,  and  op.  cit.  supra,  note  6,  at  2223-8, 

578  Tjig  marlvet  price  of  these  Utilities  Power  &  Light  debentures  in  December  1931  was 
high  54,  low  .361/2    last  441/4. 

='"'  Id.,  Comnus,jion's  Exhibit  No.  3822.     These  convertible  certificates  were  vaiuedr around 
50.      (See  supra.) 

ssoop.  cit.  supra,  note  46,  at  2163,  2220-1. 

=!"  $103  was  the  call  price  and  the  maximum  allowable  under  the  offer. 
=^2  Op.  cit.  supra,  note  46,  at  2157-8.  Also  see  letter  to  public  debenture  holders  stating 
that  "tenders  are  being  received  between  40  and  60"  (id.,  Commission's  Exhibit  No.  3822; 
letter  dated  December  19,  1931,  to  Emery,  Peck  &  Rockwood  Co.  in  reply  to  a  letter  from 
them  dated  December  16,  1931 ;  also  letter  dated  December  22,  1931,  to  Edward  S,  Preston 
in  reply  to  letter  dated  December  18,  1931).  .-Vctually,  no  tenders  at  such  low  figures  had 
been  received.  (Op.  cit.  supra,  note  46,  at  2123,  2126,  2151-5,  2165,  2221-6.  Op.  cit. 
supra,  note  6,  Commission's  Exhibit  No.  3822  shows  no  tenders  below  80.) 
»»-^  See  note  579,  supra.     Mr.  Cooper  testified  (id.,  at  23835-6)  : 

Q.  As  a  matter  of  fact,  you  were  aware  that  the  Eastern  Utilities  Investing  Cor- 
poration debentures  were  selling  at  a  low  market  price,  were  you  nof 
A.  I  believe  so. 

Q.  And  that  the  Associated  System  or  one  of  its  companies  had  been  exchanging 
"System"  securities  for  the  debentures,  isn't  that  right"? 
A.   That  is  correct. 

Q.  And  you,  therefore,  assumed  that  the  securities  offered  in  exchange  were  worth 
not  very  much  more  in  any  event  than  the  market  price  of  the  debentures  at  that 
time  ? 

A,  That  is  correct. 
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a.  The  Reacquired  Debentures  Were  Not  Immediately  Retired 

By  the  December  1931  exchange  offer  described  above,  Eastern 
Utilities  Investing  Corporation  reacquired  from  the  "System"  $18,- 
354,000  principal  amount  of  its  debentures,  delivering  in  exchange 
$1,885,000  principal  amount  of  Utilities  Power  &  Light  debentures 
and  $16,942,000  of  Associated  Gas  and  Electric  Company  convertible 
certificates.^^* 

But  these  $18,354,000  principal  amcnmt  of  Eastern  Utilities  Invest- 
ing Corporation  debentures  which  Associated  Utilities  Investing 
Corporation,  an  Associated  Gas  and  Electric  Company  subsidiary,  had 
acquired  from  the  public  and  tendered,  pursuant  to  the  exchange  offer 
in  December  1931,  to  Eastern  Utilities  Investing  Corporation,  were  not 
physically  ti'ansferred  to  Eastern  Utilities  Investing  Corporation. 
An  inactive  company  was  taken  from  the  "grave  yard'"  ^^^  and  made 
a  subsidiary  of  Eastern  Utilities  Investing  Corporation.^^*''  Mr.  Stix 
directed  that  the  $18,354,000  of  debentures  be  transferred  to  that 
subsidiary,  which  later  became  known  as  Southern  Utilities  General 
Corporation.''-"  Then,  on  April  12,  1932,  Utility  Accountants  and 
Tax  Consultants  ^'*''  issued  a  certificate  stating  that,  as  of  December 
31,  1931,  Eastern  Utilities  Investing  Corporation  had  outstanding 
only  $16,506,000  principal  amount  of  debentures.''-^  Based  on  this 
alleged  amount  of  debt,  the  ratio  of  the  assigned  value  of  the  assets 
of  Eastern  Utilities  Investing  Corporation  to  its  debt  would  be  more 
than  the  150%  required  by  the  indenture  as  a  condition  precedent  to 
the  declaration  of  dividends.^""  The  transaction  to  achieve  this  objec- 
tive had  to  be  consunnnated  before  the  year  end  so  that  the  certificate 
of  debt  might  reflect  the  ostensible  compliance  with  the  indenture  pro- 
vision, and  the  letters  of  acceptance  were  dated  December  30  and  31, 
1931."^^  In  January  1932,  dividends  Avere  declared  payable  in  the 
spring  of  1932  and  paid  primarily  to  the  "System,"  which  held  most 
of  the  preferred. ^^''- 


■^  Op.  cit.  supra,  note  6,  Commission's  Exliibit  No.  3772,  Item  19.  These  convertible 
certificates  had  been  placed  in  Eastern  Utilities  Investing  Corporation's  portfolio  as  of 
September  30,  1931,  in  exdiiinge  lor  other  securitie.s,  at  a  price  of  70  :  but  were  worth  only 
about  50.      (See  supra,  pp.  722-4,  Portfolio  t<!iritch  of  t^e/jtemher  SO.  1931.) 

"*^  Op.  cit.  supra,  note  41,  p.  237. 

53"  Id.,  at  238.  In  said  tax  case,  one  of  the  issues  involved  the  question  whether  this 
company,  Southern  I'tilities  General  Corporation,  was  actually  made  a  subsidiary  of 
Eastern  Utilities  Investing  Corporation  before  or  after  it  acquired  legal  title  to  the 
flS,354.000  of  Eastern  Utilities  Investing  Corporation  debentures. 

°*'  Op.  cit.   supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  28. 

5**  A  service  company  sponsored  by  H.  C.  Hopson.     See  Appendix  G,  pp.  790-8. 

5**  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3782,  Item  42. 

^^  Id.,  at  23806-S. 

^"Op.  cit.  supra,  note  41,  pp.  152.  241-2. 

^-  Op.  cit.  supra,  note  6,  at  23842-3  ;  and  see  supra. 
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However,  on  the  records  of  The  New  York  Trust  Company,  trus- 
tee under  the  Eastern  Utilities  Investing  Corporation  indenture, 
$35,000,000  of  debentures  were  listed  as  still  outstanding.^^^ 

The  purpose  of  arranging  the  transaction  so  that  the  Trustee's  rec- 
ords still  showed  $35,000,000  principal  amount  of  Eastern  Utilities 
Investing  Corporation  debentures  outstanding  was  to  make  necessary 
the  concurrence  of  holders  of  at  least  15%  of  the  full  $35,000,000  prin- 
cipal amount  in  order  to  require  the  debenture  trustee.  The  New  York 
Trust  Company,  to  act  under  the  terms  of  the  indenture.  And  the  pur- 
pose of  arranging  the  transaction  so  that  a  subsidiary  of  Eastern  Utili- 
ties Investing  Corporation  held  $18,494,000  principal  amount  of 
Eastern  Utilities  Investing  Corporation  debentures  was  to  enable  the 
management  to  certify  that  only  $16,506,000  principal  amomit  were 
outstanding  and  that  the  asset  coverage  requirements  were  satisfied 
thereby  to  avert  a  default.  The  management  claimed  that  outstand- 
ing debentures  were  $35,000,000  for  one  purpose  and  $16,506,000  for 
another.''^* 

Mr.  Stix,  when  examined  by  his  own  counsel,  testified  as  follows :  "^^ 

Q.  I  believe  you  stated  yesterday  iu  your  testimony,  Mr.  Stix,  that  in  tlie  late 
part  of  the  year  1931,  when  the  market  prices  of  securities  generally  were  falling, 
that  you  had  given  consideration  to  a  plan  whereby  you  could  eliminate  and 
reduce  the  danger  of  a  default  under  the  indenture  provisions  of  the  Eastern 
Utilities  Investing  Corporation  debentures',  and  that  you  devised  a  plan  whereby 
you  could  reduce  the  indebtedness  of  Eastern  Utilities  Investing  Corporation  by 
offering  to  the  public  holders  of  debentures  and  to  others  who  held  Eastern  Utili- 
ties Investing  Corporation  debentures  that  rhey  could  exchange  their  debentures 
in  Eastern  Utilities  Investing  Corporation  for  certain  portfolio  securities  of 
Eastern  Utilities  Investing  Corporation;  is  that  right? 

A.  That  is  correct. 

Q.  Now,  were  you  familiar  with  the  provisions  of  the  indenture  which  provided 
for  remedies  given  to  minority  bondholdei's  ? 

A.  I  was. 

Q.  In  formulating  your  plan,  did  you  give  consideration  at  all  to  those  pro- 
visions? 

A.  I  did. 

Q.  As  a  result  of  that  consideration,  what  did  you  determine  to  do? 

A.  Well,  you  really  have  to  outline  the  whole  plan  to  get  a  proper  understanding 
of  how  each  of  these  covenants  and  restrictions  affected  just  what  took  place.  In 
the  first  instance,  the  problem  was  to  make  certain  that,  irrespective  of  how  far 

"^3  Id.,  at  23801.  Mr.  Stix  testified  before  a  Special  Master  in  a  proceeding  by  the 
Bureau  of  Intei-nal  Revenue  involving  a  tax  matter  of  the  "System"  that  the  transaction 
was  handled  in  this  manner  in  order  to  require  the  demand  of  15%  of  the  full  $35,000,000 
principal  amount  of  debentures  to  force  the  trustee  to  act  under  the  indenture  and  yet 
to  enable  the  accountants  to  compute  asset  coverage  on  the  theory  that  there  were  only 
$16,506,000  principal  amount  of  debentures  outstanding.  (Op.  cit.  supra,  note  41, 
pp.  456-8.)  In  that  proceeding  it  was  important  for  the  management  of  the  "System"  to 
prove  that  the  transaction  was  not  made  for  tax  purposes,  whereas  Mr.  S,tix  testified  at  an 
examination  before  the  Securities  and  Exchange  Commission  that  the  transaction  was  in 
fact  made  for  tax  purposes  as  well  (op.  cit.  supra,  note  6,  at  26030)  : 

Q.  Do  you  know  why  the  Eastern  Utilities  Investing  Corporation  debentures  were 
put  into  a  subsidiary  of  Eastern  Utilities  Investing  Corporation  rather  than  being 
turned  over  to  Eastern  Utilities  Investing  Corporation  for  cancellation' 

A.   I  think  there  were  two  reasons  :  one  had  to  do  with  the  question  of  how  many 
bonds   would   be   outstanding   under   the   indenture,   and   I   believe   that  later  turned 
out  to  have  no  basis  at  all.    The  other  was  for  tax  purposes. 
»»*  See  infra. 
605  Op.  cit.  supra,  note  41,  pp.  233-288,  240-241. 
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the  market  declined,  within  reasonable  limits,  proper  safeguards  were  placed 
:around  Eastern  Utilities  Investing  Corporation  so  that  its  portfolio  value  would 
conform  to  the  provisions  in  the  indenture ;  specifically,  the  150%  as  to  dividends. 

Then  there  was  another  covenant  in  the  indenture  with  respect  to  maintenance 
of  125%  of  assets  against  outstanding  indebtedness  also,  which  had  nothing  to 
•do  with  the  question  of  declarations  of  dividends. 

Now.  as  to  those,  the  plan  was  to  offer  assets  of  Eastern  Utilities  Investing 
•Corporation  in  exchange  for  outstanding  Eastern  Utilities  Investing  Corporation 
debentures. 

There  was  another  provision  in  the  indenture  that  had  to  do  with  action  by  the 
Trustee  upon  the  request  of  fifteen  percent  of  the  outstanding  bonds.  The  in- 
denture provisions  with  respect  to  the  fifteen  percent  of  outstanding  bonds  was 
not  clear  with  respect  to  what  it  meant  by  "outstanding  bonds."  At  least  it 
•didn't  have  a  definition  in  that  particular  section  or  article  describing  precisely 
what  wa.«  meant  by  "outstanding  bonds." 

There  was  a  definition  in  tlie  indenture  in  the  sections  which  had  to  do  with 
150%  and  125%,  which  defined  outstanding  bonds,  and  my  understanding  of 
those  definitions  was  that  as  to  the  125%  and  150%  covenants  it  applied  to  out- 
standing bonds  which  were  not  held  in  the  treasury  of  Eastern  Utilities  Invest- 
ing Corporation  or  in  the  treasury  of  a  subsidiary  company  of  Eastern  Utilities 
Jnve.sting  Corporation. 

As  to  the  fifteen  percent  provision  which  had  to  do  with  action  on  the  part  of 
the  trustee  when  requested  by  fifteen  percent  of  the  bondholders,  there  was  no 
such  definition,  and  therefore  there  was  a  question  as  to  whether  or  not  fifteen 
percent  meant  fifteen  percent  of  the  thirty-five  million  which  the  Trustee  had 
authenticated  or  whether  it  meant  fifteen  percent  of  the  bonds  outstanding  either 
■on  the  books  of  Eastern  Utilities  Investing  Corporation,  if  that  happened  to  be  less 
than  thirty-five  million,  oi-  on  a  consolidated  basis  of  Eastern  Utilities  Investing 
Corporation  and  a  subsidiary. 

We  took  the  position  that  in  the  absence  of  a  definition  we  could  seriously  con- 
tend the  fifteen  percent  applied  to  the  thirty-five  million  that  the  Trustee  had 
authenticated. 

Having  in  mind  the  possibility  that  on  a  declining  market  with  the  debentures 
selling  fairly  low  it  might  be  possible  for  hostile  interests  or  hostile  people — 
^'sharpshooters,"  as  we  call  them  sometimes — to  either  acquire  enough  bonds  or 
induce  the  holders  of  bonds  to  enter  into  an  agreement  to  ask  tlie  Trustee  to  take 
action  under  the  indenture  if  the  market  declined  further  and  we  had  very  serious 
financial  conditions.  We  reasoned  that  it  would  be  more  difficult  for  an  indi- 
vidual or  group  of  individuals  to  gather  together  fifteen  percent  of  thirty-five 
million  than  it  would  to  gather  together  fifteen  percent  of  sixteen  million,  so  that 
if  our  contention  was  right  that  fifteen  percent  of  thirty-five  million  was  required 
for  the  Trustee  to  take  action  we  could  delay  any  action  until  this  group  of 
bondholders  had  gathered  together  fifteen  percent  of  thirty-five  million ;  and,  at 
any  rate,  it  gave  us  what  we  thought  was  an  opportunity  to  raise  that  particular 
question  and  have  it  adjudicated ;  and  if  we  were  right,  we  were  so  much  better 
off,  and  if  we  were  wrong  we  didn't  lose  anything  in  the  process. 

Now,  in  order  to  preserve  that  particular  advantage  of  having  the  possi- 
bility of  making  bondholders  get  together  fifteen  percent  of  thirty-five  million, 
it  was  decided  that  the  bonds  themselves  should  not  be  placed  on  the  books 
of  Eastern  Utilities  Investing  Corporation  at  all;  and  when  the  tenders  were 
finally  announced  and  Mr.  Day  and  Mr.  Shehan,  who  were  running  the  books 
of  Eastern  Utilities  Investing  Corporation  at  that  time,  began  to  make  the 
entries  in  connection  with  those  transactions  I  called  them  into  my  office — I 
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am  not  sure  that  I  called  in  both  of  them.  I  called  in  either  one  or  the  other, 
I  told  them  to  go  into  what  we  called  the  "graveyard"  and  find  a  corporation 
which  was  in  existence  but  which  had  not  j^et  been  used  for  any  purpose 
whatsoever,  so  that  its  history  would  be  clean,  and  make  it  a  subsidiary  of 
Eastern  Utilities  Investing  Corporation  and  to  handle  the  tenders  and  the 
exchanges  which  resulted  from  the  tenders  through  the  accounts  of  that 
particular  company. 

Now,  I  didn't  suggest  to  them  that  they  select  Southern  Utilities  General 
Corporation,  because  I  wasn't  specific  as  to  what  company  they  selected,  so 
long  as  they  selected  a  company  which  had  no  previous  history.  Southern 
Utilities  General  was  the  one  that  they  selected.  Whether  they  had  a  reason 
for  that  or  not,  I  don't  know.  I  don't  believe  they  had  any  particular  reason, 
except  that  it  was  one  of  the  companies  that  had  no  back  history.  They 
were  to  make  that  a  subsidiary  of  Eastern  Utilities  Investing  Corporation 
before  the  transactions  with  respect  to  exchange  of  securities  were  recorded, 
and  it  is  my  understanding  that  that  is  what  they  did. 

******* 

Q.  I>id  you  direct  your  siibordinates  to  see  that  the  stock  of  that  company 
was  transferred  to  the  investment  account  of  Eastern  Utilities  Investing  Cor- 
poration prior  to  making  the  exchange? 

A.  Well,  in  outlining  the  plan  in  the  first  instance  that  was  the  premise  I 
started  on,  that  they  would  find  such  a  corporation  and  make  it  a  subsidiary 
of  Eastern  Utilities  Investing  Corporation  before  they  handled  the  transactions 
with  respect  to  the  exchanges.  The  sole  purpose  being  to  straddle  these  two 
provisions  in  the  indenture,  or  three  provisions  in  the  indenture.  They  ideally 
divided  this  into  two  parts.  Now  I  may  have  given  the  impression  in  the 
testimony  that  I  devised  this  all  by  myself,  but  I  do  not  intend  to.  This  is 
the  result  of  conferences  and  disci^ssions  and  finally  this  scheme  evolved. 
Whether  it  came  out  of  my  own  particular  head  or  came  as  the  result  of 
conferences  and  discussions,  I  can  not  state  right  now.  I  think  some  of  it 
came  out  of  my  head.  But  all  these  ideas  were  talked  over  back  and  forth 
and  finally  perfected.'^"' 

This  ])lan  to  obstrtict  the  debenture  holders"  right  to  call  on  the 
debenture  trustee  to  enforce  their  rights  assumes  that  the  trustee 
would  not  act  on  its  own  initiative  contrary  to  the  desires  of  the 
management  of  the  company.  The  management  took  this  position 
to  prevent  operation  of  the  protective  provisions  in  the  indenture 
which  had  been  inserted  ostensibly  for  the  benefit  of  all  the  debenture 
holders  to  whom  the  management  owed  an  obligation. 

6.  EXCHANGE  OFFER  OF  MAY  19?.2 

On  May  21,  1932.  Chase  Harris  Forbes  Corporation,  bankers  con- 
nected with  the  original  sale  of  the  debentures,  by  letter  to  debenture 
holders  called  attention  to  the  current  offer  made  by  Associated  Gas 
and  Electric  Securities  Company,  Inc.,  to  exchange  the  debentures 
of  Eastein  Utilities  Investing  Corporation  on  a  par-for-par  basis 
for  Associated  Gas  and  Electric  Company  Gold  Debenture  Bonds, 

=»"  Mr.  Stix  enumerated  the  individuals  who  formulated  the  aforementioned  plan  as  fol- 
lows (id.,  at  230)  :  "Yes;  well,  it  is  a  habit  of  mine.  Talking  of  we.  I  speak  of  the  indi- 
viduals who  were  primarily  responsible  for  the  financial  policies  of  the  Associated  System 
and  counsel  that  are  associated  with  them.  Primarily,  Mr.  Hopson.  Mr..  Daly,  Mr.  Travis, 
and  his  associates,  plus  such  subordinates  of  mine  that  I  might  give  directions  to  in 
carrying  out  these  instructions.     Does  that  define  it  sufficiently  for  you?" 
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Consolidated  Refundino-  4^^%  Series,  due  1958.  They  wrote  that 
they  believed  the  olfer  was  entirely  fair  because  the  income  of  East- 
ern Utilities  Investing  Corporation  was  largely  dependent  on  in- 
come from  stocks  and  convertible  obligations  of  Associated  Gas 
and  Electric  Company.  These  were  securities  which  Associated  Gas 
and  Electric  Company  had  caused  Eastern  Utilities  Investing  Corpo- 
ration to  acqu.ire  witliout  objection  from  the  bankers.  The  bankers 
were  represented  on  the  Board. ^'''     That  letter  stated:'^''* 

AVe  feel  that  this  offer  sliouUl  be  brought  to  the  attention  of  all  holder.';  of 
the  debentures  as  it  affords  direct  improvement  in  security  iwsition  without 
casli  consideration  and  only  a  slight  reduction  in  annual  income.  As  indi- 
cated by  the  corporation's  annual  report,  tlie  income  of  Eastern  Utilities  In- 
vesting Corporation  is  largely  dependent  upon  dividends  and  interest  received 
on  preferred  stocks  and  obligations  (convertible  at  the  option  of  the  company) 
of  Associated  Gas  and  Electric  Company.^""  In  view  of  these  facts  we  believe 
that  the  offer  is  entirely  fair  and  should  receive  the  consideration  of  all 
debenture  holders. 

The  offer  to  make  such  exchange,  which  was  advertised  in  the  news- 
papers by  public  notice,  terminated  ^lay  25,  1932.  The  same  offer 
was  publicized  in  the  newspapers  by  Associated  Gas  and  Electric 
Securities  Company,  Inc.,  with  the  termination  date  fixed  at  June  15, 
1932,  and  a  later  offer  with  the  same  terms  expiring  June  25,  1932, 
was  similarly  publicized.*'''^ 

7.  THE  INDENTURE*'^ 
a.  Its  Preparation 

The  indenture  for  the  $35,000,000  debenture  issue  of  Eastern  Utili- 
ties Investing  Corporation  offered  to  the  public  in  March  1929  had 
been  jointly  prepared  and  revised  by  Sullivan  and  Cromwell,  counsel 
for  Harris,  Forbes  &  Company  for  many  years,""-  and  by  the  Asso- 
ciated Gas  &  Electric  System  and  its  counsel,  now  known  as  Travis. 
Brownback  &  Paxson.""^  Since  Harris,  Forbes  &  Company  was  the 
originator  of  the  underwriting,  its  buying  department  may  have 
given  greater  attention  to  the  drafting  of  the  indenture  than  did 
Halsey,  Stuart  &  Co.,  Inc.;  but  the  buying  department  of  Halsey, 
Stuart  &  Co.,  Inc.,  i)aiticipated  in  the  preparation  of  the  indenture 
and  was  satisfied  witli  its  provisions.''"* 

The  trustee.  The  New  York  Trust  Company,  had  no  part  in  the 
drafting  of  the  indenture.    On  March  28,  1929,  after  the  debentures 

^'"  Sep  supra. 

^^^  Op.  oil.  supra,  note  6,  Commission's  Exhibit  Xo.  3772.  Item  39. 

^'''  See  note  5!i7. 

"*"  op.  oit.  siipra,  note  6.  Commission's  Eshiint  Xo.  3772.  Item  30. 

"■1  Copy  of  the  indenture  is  contained  in  id.,  Commission's  Exhibit  No.  3771,  Part  I. 

^-  Id.,  at  23G74  and  23488. 

«WMr.  Burroughs  testified  (id.,  at  23502-3^  : 

A.   It   [the  circular]  shows  that  Charles  M.  Travis  as  an  individual  and  the  firm  of 
Roberts  &  Montgomery  acted  as  counsel  to  the  company. 

Q.   Mr.   Brownback,    who  is   now   a   partner   of   Mr.    Travis,  was   then   a  partner   of 
Roberts  &  Montgomery? 

A.   That  is  cnrrect. 

Q.  By  the  time  of  the  January  1930  circular,  company  counsel  was  Messrs.  Travis 
&  Pax.son? 

A.  That  is  correct. 
See  also  op.  cit.  supra,  note  46,  p.  1718. 
«»*Mr.  Stuart  testified  (op.  cit.  supra,  note  6.  at  27301)  : 

Q.  ."Vnd  you  approved  the  indenture,  did  you  not? 

A.   We  approved  it?     Yes;  I  guess  we  did     *      *      *     j  would  say  we  approved  it. 
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had  been  publicly  offered  for  sale  on  March  19,  1929,<'°5  a  practically 
final  draft  was  submitted  by  the  issuer's  counsel  to  the  trustee  and  its 
■counsel  for  comments  in  connection  with  its  workability.''^^ 

However,  the  changes  which  they  suggested  were  minor  in  char- 
acter.^°^  The  trustee  had  limited  its  review  of  the  draft  to  a  consid- 
eration of  its  "workability"  and  to  me  clause  exculpating  the  trustee 
from  liability.'"'* 

Eastern  Utilities  luA-esting  Corporation  had  no  representation  in 
■connection  with  the  preparation  of  the  indenture  exce})t  by  the  staff  of 
the  Associated  System  and  Hopson's  service  organizations.'^''^ 

Apparently  there  were  no  differences  of  opinion  and  no  negotia- 
tions as  to  the  provisions  of  the  indenture.  The  indenture  was  drawn 
in  such  a  manner  as  to  give  those  in  control  of  Eastern  Utilities  In- 
vesting Corporation  the  widest  latitude  in  handling  the  affairs  of  the 
company  and  so  as  to  impose  no  restrictions  on  dealing  with  the  com- 
l^any's  portfolio.  The  bankers  claim  that  they  considered  the  deben- 
tures amply  secured  because  of  the  diversification  of  investments,  yet 
the  indenture  did  not  contain  any  requirements  that  the  portfolio  be 
diversified.  Nor  did  the  charter  or  bylaws  of  Eastern  Utilities  Invest- 
ing Corporation  impose  any  diversification  requirements,  either  as  to 
the  initial  portfolio  or  the  subsequent  portfolio.""  Although  the  East- 
ern Utilities  Investing  Corporation  was  completely  controlled  by  a 
holding-company  system,  the  indenture  contained  no  prohibitions 
against  or  safeguards  with  respect  to  transactions  by  the  company 
with  controlling  or  affiliated  interests:  on  the  contrary  the  charter 
went  far  toward  providing  that  the  company  might  enter  into 
transactions  with  such  interests :  ^^^ 

In  the  absence  of  fraud,  no  contract  or  transaction  between  the  Corporation 
^nd  any  other  corporation,  association,  or  firm,  and  no  act  of  the  Corporation, 
shall  in  any  way  be  affected  or  invalidated  by  the  fact  that  any  of  the  Directors 
or  officers  of  the  Corporation  is  in  anywise,  pecuniarily  or  otherwise,  inter- 
ested in,  or  is  a  shareholder,  director,  officer,  or  member  of,  or  is  otherwise 
connected  with,  such  other  corporation,  association,  or  firm. 


^^  Mr.  Downing,  then  secretarj  of  The  New  York  Trust  Company,  testified  (id.,  at 
23663)  : 

Q.  What  part  did  The  New  York  Trust  Company  take  in  the  drafting  of  that  [East- 
ern UtiUties  Investing  Corporation]  indenture? 

A.  Tliey  had  no  part,  as  I  recall,  in  the  drafting  of  it.  It  was  submitted  to  them 
for  comment  for  workability     *      *     *. 

«"»Mr.  Downing  testified  (id.,  at  23663-6)  : 

Q.  What  was  the  name  of  counsel  who  reviewed  the  indenture  on  behalf  of  The 
New  York  Trust  Company? 

A.  I  assume  it  was  Mr.  Begg     *     *     ♦_ 

«"Id.,  Commission's  Exhibit  No.  3782,  Item  11.  Copy  of  letter  dated  March  30,  1929, 
from  The  New  York  Trust  Company  to  Mr.  Charles  M.  Travis  :  "*  *  *  would  it  not 
"be  desirable  to  insert  in  the  second  line  of  that  section  after  the  word  'any'  the  word 
'stock'?  *  *  *  It  is  our  understanding  that  Mr.  Begg,  of  Messrs.  Hornblower,  Miller 
■&  Garrison,  will  communicate  with  you  direct  respecting  a  few  minor  changes." 

««  Mr.  Downing  testified  (id.,  at  23667)  : 

Q.  And  did  The  New  York  Trust  Company  review  the  indenture  from  any  point  of 
view  except  from  the  practical  viewpoint     *      *      *  ? 
A.  Workability  viewpoint     *      *     *. 

Q.  How  would  you  describe  what  the  question  of  workability  involves? 

A.   *     *     *     possibly   whether   or   not   they   gave   themselves   time  after  the  close 
of  their  fiscal  year  to  give  you  any  statements  required. 
•°o^  See  supra  and  Appendix  G,  pp.  790-S. 

^"  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  lart  I. 
•8"  Ibid. 
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The  obligation  of  the  investment  company  to  the  debenture  holders 
was  not  collateralized,  for  the  indenture  did  not  require  the  hypothe- 
cation of  any  stocks,  bonds,  or  other  assets  with  the  trustee  or  w^ith 
any  other  person.  The  debenture  obligation,  therefore,  was  admit- 
tedly •'^^  the  equivalent  of  an  unsecured  promissory  note. 

b.  The  So-Called  "'Protective  Provisions"  of  the  Indenture 

The  indenture  contained  a  number  of  provisions  and  conditions- 
which,  when  divorced  from  the  entire  instrument  superficially  ap- 
peared to  be  protective  safeguards,  but  which,  when  construed  in  the 
light  of  the  entire  instrument,  depended  for  their  efficacy  solely  upon 
the  vigor  with  which  the  trustee  would  undertake  to  perform  a 
moral  rather  than  a  legal  obligation.''^^  Since  the  trustee  was,  by 
the  terms  of  this  indenture,  under  no  affirmative  legal  duty  to  per- 
form any  positive  act  to  enforce  the  safeguards  and  protective  provi- 
sions contained  in  the  indenture  until  a  certain  percentage  of  the  de- 
benture holders  requested  such  action,'^^*  mere  complacency  and  iner- 
tia on  the  part  of  the  trustee  would  render  the  seeming  protection 
of  the  protective  provisions  of  the  indenture  illusory,  unless  the 
debentvire  holders  took  such  action.    It  was  unlikely  that  they  would. 

As  ostensible  safegTiards  or  protective  provisions  for  the  benefit  of 
the  debenture  holders,  the  indenture  provided  that  the  company  cov- 
enanted that  it  would  not  issue  any  indebtedness  ranking  prior  to  or 
on  a  parity  with  these  debentures  unless  the  value  of  its  assets  was 
at  least  200%  of  its  total  debt  after  such  issuance. "^^  The  indenture 
also  provided  that  no  cash  dividends  could  be  declared  unless  the 
value  of  the  company's  assets  exceeded  150%  of  its  funded  debt.*^^^ 
The  issuing  company  also  covenanted  at  all  times  to  maintain  a  ratio 
of  assets  to  funded  debt  of  at  least  125%,^^^  and  that,  if  at  any  time, 
this  ratio  should  fall  below  125%,  the  trustee  might  take  steps  to- 
ward declaring  the  principal  of  the  debentures  and  any  unpaid  in- 
terest thereon  to  be  due  and  payable  and  might  thereupon  take  steps 
to  enforce  the  rights  of  the  holders  bj^  petition  for  a  receiver  or  other 
suit.^^*  However,  the  trustee  was  not  required  to  give  notice  to  the 
companv  to  remedy  the  default  unless  the  holders  of  at  least  30% 
of  the  face  amount  of  outstanding  debentures  affirmatively  required 
it  to  do  so,  nor,  even  if  tlie  default  continued  throughout  the  60-day 
period  of  grace,  to  declare  the  debentures  due  and  payable  or  bring 
suit  unless  required  to  do  so  by  the  holders  of  at  least  15%  of  the 
debentures."^'' 

Since  these  provisions  depended  upon  the  ratio  of  asset  value  to 
debt,  the  determination  of  the  asset  value  and  of  the  amount  of  debt 
was  most  important.  The  indenture  did  not  require  independent 
certification  of  asset  value,  but  provided  merely  that  officers  of  East- 

<^16..  at  25215. 

«3  Id.,  at  2.3671-2. 

«i*Id.,  at  2.3673. 

"5  Id..  Commission's  Exhibit  No.  3771,  Part  I. 

»«  Ibid. 

6"  Ibid. 

«i8  Ibid. 

<«»  Ibid. 
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ern  Utilities  Investing  Corporation  should  annually  file  with  the 
trustee  a  certificate  stating-  the  fair  value  of  the  total  assets  of  the 
company.''2o  'pj^^  indenture  provided  that  the  fair  value  should  be 
based  upon  the  market  value  of  securities  dealt  in  on  any  exchange 
•or  regularly  quoted  in  financial  periodicals  or,  in  the  absence  of  such 
quotation,  u]3on  cost,  unless  the  officers  thought  that  the  securities 
had  a  lesser  fair  value.*'^^ 

Although  this  method  of  valuation  per  se  may  present  a  fair  stand- 
ard, it  was  completely  circumvented  and  rendered  meaningless  by  the 
technique  employed.  The  officers  of  Eastern  Utilities  Investing 
Corporation  who  filed  these  certificates  were  primarily  employees  of 
H.  C.  Hopson  and  Company  and  later  of  Utility  Accountants  and 
Tax  Consultants,  both  Hopson  service  companies.*'-^  The  same  em- 
ployees had  charge  of  keeping  the  books  of  Eastern  Utilities  Invest- 
ing Corporation  and  of  managing  its  portfolio.  Their  interest 
might,  therefore,  be  to  resolve  any  doubts  in  favor  of  an  asset  value 
which  would  be  ample  to  satisfy  the  "protective  provisions."  In 
preparing  these  certificates,  the  officers  used  unpublished  quotations 
and  bid  prices  of  stocks  as  being  sufficient  to  establish  the  "fair 
value."  '^-^  In  many  instances,  as  has  been  indicated,  nonmarketable 
securities  of  Associated  Gas  and  Electric  Company  were  placed  in 
the  portfolio  of  Eastern  Utilities  Investing  Corporation  and  these 
securities  were  assigned  a  value  equal  to  their  par  value.  However, 
no  exception  was  taken  to  these  certificates  by  the  trustee.  Further- 
more, Haskins  &  Sells,  the  auditors,  accepted  the  company's  own 
valuation  of  securities  in  the  portfolio  although  that  accounting  firai 
had  a  great  deal  of  knowledge  concerning  the  values  of  securities 
issued  by  companies  in  the  Associated  Gas  &  Electric  System.*'^* 

The  indenture  made  no  provision  for  an  independent  certification 
of  the  amount  of  debt.  It  required  that  a  certificate  as  to  the  amount 
of  the  company's  debt  be  filed  by  a  "reputable  public  accountant."  *'^° 
The  construction  adopted  by  the  management  and  acquiesced  in  by 
the  trustee  was  such  as  to  permit  these  debt  certific{\tes  to  be  pre- 
pared and  filed  by  the  Hopson  service  organizations  which  employed 

«2o  Ibifl. 

•»!  ItJicI. 

"^  Id.,  Commisision's  Exhibit  No.  .3782.  Items  17a.  28,  and  4.3.  shows  certificates  of 
a.sset  values  filed  with  The  New  York  Trust  Company  and  signed  by  .lohn  M.  Daly  and 
A.  E.  Koch,  vice  president  and  assistant  treasurer,  respectively,  of  Eastern  Utilities 
Investing-  Corporation.  Id.,  Commission's  Exhibit  No.  .3782,  Item  27,  shows  certificate  of 
indebtedness  filed  with  The  New  York  Trust  Company  by  H.  C.  Hopson  and  Company  and 
also  signed  by  .lohn  M.  Daly.  (See  also  id..  Items  17  and  42.)  Mr.  Stix  testified  (id.,  at 
24763)  : 

Q.   And  H.  C.  Hopson  and  Company  rendered  service  to  Eastern  Utilities  In^■esting 
Corporation,  did  it  not? 
A.   Yes. 

Q.   What  kind  of  service? 

A.   Well,  it  kept  the  books  and  the  minute  books  ;  it  safeguarded  the  securities  ;  it 
bought  securities  and  sold  securities  for  them. 

0.   It  rendered  all  of  the  services,  did  it  not,  that'  the  management  of  the  company 
ordinarily  renders? 
A.   Yes. 
623  Id.,  at  24346.  243S4-90. 

"=*  Haskins  &  Sells  liad  received  that  information  from  their  yearly  audits  of  a  great 
many  companies  in  the  "System,"'  yet  in  preparing  the  report  for  the  period  ending 
January  31,  1929,  and  in  determining  the  value  of  the  securities  in  the  company's  portfolio 
at  that  time,  tbey  did  nothing  beyond  stating  that  they  could  not  find  quotations  of  such 
"System"  securities.      (Id.,  at  24357-9.) 

«-5  Id.,  Commission's  Exliibit  No.  3771,  Part  I. 
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the  officers  filinf;-  the  asset  certificates."-*^  These  Hopson  service  com- 
panies did  the  day  to  day  accounting  work  of  Eastern  Utilities  In- 
vesting Corporation  "^-^  and,  consequently,  as  far  as  their  work  was 
concerned,  they  were  merely  an  accounting  department  of  the  Asso- 
ciated Gas  &  Electric  System.  They  did  not  make  a  practice  of  do- 
ing accounting  work  for  companies  which  were  not  affiliated  with 
the  Associated  Gas  &  Electric  System.®-®  Yet  the  trustee  accepted 
these  Hopson  service  companies  as  "public  accountants"  within  the 
meaning  of  that  phrase  as  used  in  the  indenture.  The  indenture 
would  have  dispelled  any  doubt  on  this  point  if  it  had  required  that 
the  certificate  be  filed  by  an  independent  reputable  public  accountant 
or  an  independent  certified  public  accountant.  However,  the  in- 
denture was  construed  in  actual  operation  to  permit  the  company's 
officers  to  file  both  the  certificate  as  to  asset  value  and  the  certificate 
as  to  debt.     Mr.  Cooper,  an  officer  of  the  trustee,  testified :  "^-^ 

Q.  Earlier  in  your  te.stimony  yon  said,  as  I  recall,  that  public  accountants  were 
accountants  who  did  work  for  others.     Isn't  that  right? 

A.  Yes,  sir. 

Q.  Did  you  consider  that  H.  C.  Hopson  and  Company  was  doing  work  for 
others  ? 

A.  Yes,  sir. 

Q.  Even  though  H.  C.  Hopson  and  Company  was  doing  work  solely  for 
organizations  which  were  controlled  by  the  persons  who  controlled  H.  C.  Hopson 
and  Company? 

A.  Yes,  sir. 

Since  both  tlie  certificate  as  to  tlie  value  of  assets  and  the  certificate 
as  to  the  amount  of  debt  were  actually  filed  by  the  management,  the 
investor  substantiallv  was  in  the  position  of  a  holder  of  an  unsecured 
promissory  note  who  had  to  rely  entirely  upon  the  good  faith  and 
judgment  of  the  management.  ^Nloreover,  the  trustee  was  permitted 
by  the  indenture  to  rely  on  thcvSe  certificates,  a  provision  which  might 
constitute  an  additional  obstacle  to  any  investor  who  attempted  to 
enforce  his  rights. 

The  term  "outstanding  debentures"  Avas  specifically  defined  in  the 
indenture.'"°  However,  this  definition  was  made  specifically  appli- 
cable only  to  tliose  paragraphs  relating  to  the  amount  of  asset  coverage 
required.  The  definition  was  not  specifically  made  applicable  to  the 
paragraphs  dealing  with  the  amount  of  debentures  necessary  to  force 
action  by  the  trustee.  This  loopliole  was  later  used  by  the  management 
in  support  of  its  argiunent  that  the  amount  "outstanding''  at  any 
one  moment  could  vary  for  different  purposes ;  the  amount  outstanding 
could  be  consi(k^red  less  when  computing  the  asset  coverage  of  the 
debentures  than  when  computing  the  percentage  necessary  to  force 
action  by  the  trustee.*^'''  The  trustee  was  not  required  to" check  the 
correctness  of  tlie  statements  in  the  certificates  filed  with  it  unless  the 
holders  of  30  percent  of  the  outstanding  debentures  directed  it  to  do 

«2»  Id.,  at  2?.087-715  and  Commi.s.^ion's  Exhibit  No.  3782.   Items  17,  17a.  27,  and  42. 

"2"  Id.,  at  247(33  and  see  supra. 

«» Id.,  at  232.58. 

«2»  Id.,  at  23703. 

»30Id.,  Commission's  Exhibit  No.  .3771.  Part  I. 

"'""Op.  cit.  supra,  note  41,  pp.  233-8. 
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so.^"2  Similarly,  altliough  the  trustee  was  given  the  right  to  investi- 
gate the  values  of  the  portfolio,  it  was  not  required  to  do  so  in  the 
absence  of  a  demand  by  the  holders  of  30%  of  the  outstanding  deben- 
tures.^'^^  Actually,  it  never  exercised  this  right.  The  trustee  was  not 
required  to  recognize  the  existence  of  a  default  unless  15%,  and  in 
some  instances  30% ,  of  the  outstanding  debentures  required  it. 

The  indenture  did  not  provide  that  the  trustee  or  debenture  holders 
should  be  supplied  with  the  list  of  debenture  holders  and  their  ad- 
dresses, which  list  was  currently  maintained  by  one  of  the  "System" 
companies  servicing  Eastern  Utilities  Investing  Corporation.'^^^*  The 
trustee  did  not  ask  for  that  list,  and  in  general  took  the  position  that 
it  shoulcl  not  request  information  not  required  to  be  furnished  under 
the  inclenture.^^^  In  view  of  the  well -recognized  fact  that  debenture 
holders,  unsolicited,  rarely  act  in  concert  spontaneously,  the  indenture 
created  a  situation  where  it  was  extremely  improbable  that  debenture 
holders  would  ever  enforce  their  rights.  The  trustee  was  likely  to 
remain  inactive  in  reliance  on  the  indenture  which  permitted  it  to  be 
inactive.  The  debenture  holders  could  not  expeditiously  ascertain 
whether  the  serious  impairment  of  the  assets  of  their  company  had  oc- 
curred or,  even  if  discovered,  undertake  organized  action  with  respect 
thereto. 

Mr.  Stix  testified :  «^« 

Q.  And  wouldn't  it  have  been  much  better  for  Eastern  Utilities  Investing 
Corporation  to  have  issued  notes  that  on  their  face  were  unsecured  promissory- 
notes? 

A.  Those  were  on  their  face  unsecured  promissory  notes.  That  is  all  a 
debenture  is. 

Q    The  debenture  referred  to  the  indenture? 

A.  Yes. 

Q.  And  the  indenture  contained  certain  provisions  about  having  so  much  asset 
coverage  in  order  to  avoid  default? 

A.  Yes. 

Q.  The  provisions  were  absolutely  meaningless,  were  they  not? 

A.  To  my  mind  they  meant  nothing. 

Q.  Wouldn't  it  have  been  better  not  to  have  had  any  such  provisions  in  the 
indenture  at  all? 

A.  I  don't  think  they  meant  anything  whether  they  were  in  or  not. 

On  April  12,  1932,  certificates  were  filed  with  The  New  York  Trust 
Compan}^  by  officers  of  Eastern  Utilities  Investing  Corporation  to 
the  effect  that  the  fair  value  of  its  assets  as  of  December  31,  1931, 
had  been  $27,925,331.29,  and,  by  a  Hopson  service  company  known  as 
Utility  Accoimtants  and  Tax  Consultants,  that  Eastern  Utilities  In- 
vesting Corporation  had  then  had  outstanding  funded  debt  of  only 

«s2()p.  cit.  supra,  note.  6,  Commission's  Exhibit  No.  3771,  Part  I. 

023  Ibid. 

^*  Mr.  Cooper,  member  of  the  Corporate  Trust  Department  and  in  charge  of  this  Indenture 

for  tlie  trustee,  testified   (id.,  at  2-3735)  : 

Q.  And  the  Eastern  Utilities  Investing  Corporation  could  bring  its  list  of  debenture 
holders  up  to  date  every  interest-paying  date,  could  it  not? 
A.  Yes,  sir. 

.     83=  Id.,  at  23821  and  23861-3.     Mr.  Cooper  testified  (id.,  at  23786)  : 

Q.   It  [the  trustee]  was  just  remaining  inactive,  willing  to  receive  any  information, 
but  did  not  seek  anything,  is  that  a  fair  statement? 
A.  That  is  correct. 
63«Id.,  at  25215. 
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$16,506,000  face  amount  of  debentiires.^^'^  Since  the  trustee's  own 
records  showed  $35,000,000  principal  amount  of  debentures  outstand- 
ing, the  trustee  queried  the  debt  certificate.  The  management  replied 
that,  in  its  opinion,  the  $18,494,000  principal  amount  of  debentures 
held  by  Eastern  Utilities  Investing  Corporation's  subsidiary, 
Southern  Utilities  General  Corporation,  were  not  outstanding.  But 
the  trustee  was  confronted  with  a  variation  from  its  own  records  and 
maintained  that  $35,000,000  principal  amount  of  debentures  were 
outstanding.  The  Eastern  Utilities  Investing  Corporation  manage- 
ment thereupon  contended  that  the  notes  of  its  subsidiary.  Southern 
Utilities  General  Corporation,  which  held  the  $18,494,000  principal 
amount  of  the  parent's  debentures,  were  worth  the  face  amount  of 
these  debentures  because  the  fact  that  Eastern  Utilities  Investing 
Corporation  "owned"  even  indirectly  its  own  debt  (the  debentures) 
would  reduce  the  debt  it  would  have  to  pay  by  the  principal  amount 
of  these  debentures.*'"*  And  it  was  in  connection  with  this  certificate 
that  the  trustee  first  considered  asking  for  an  appraisal.^^'* 

At  no  time  up  to  April  12,  1932,  did  the  trustee,  The  New  York 
Trust  Company,  even  consider  demanding  an  appraisal  of  the  assets 
to  ascertain  whether  the  required  asset  coverage  for  the  debentvires 
existed — whether  the  "touch-off"  clause  of  the  indenture  had  already 
been  set  off.    Mr.  Cooper  testified :  ^*° 

Q.  Then  your  testimony  is  that  prior  to  April  12,  1932,  The  New  York  Trust 
Company  did  not  give  any  consideration  to  the  question  of  whether  to  ask  that 
an  appraisal  be  made  of  the  assets  of  the  Eastern  Utilities  Investing  Corpo- 
ration? 

A.  That  is  true. 

However,  no  independent  appraisal  was  made.  The  trustee  re- 
quested a  new  certificate  ''^^  containing  a  recital  that  $35,000,000  of 
principal  amount  of  Eastern  Utilities  Investing  Corporation  were 
outstanding,  but  the  investment  company  did  not  comply  with  this 
request. 

The  trustee's  letter  of  June  29,  1932,^*-  "requesting"  an  amended 
certificate  might  reasonably  have  been  construed  to  be  notice  of  a 
failure  to  file  a  proper  certificate  of  the  debt  outstanding  as  of  De- 
cember 31,  1931;  and  consequently  to  have  started  the  90-day  period 
within  which  a  proper  certificate  would  have  to  be  filed  under  the 
indenture.*'^^     However,  the  trustee  did  not  intend  it  as  such,''**  no 

•3^  Id.,  Commission's  Exhibit  No.  .3782,  Items  42  and  4.3. 

«8  Id.,  at  23821-6,  23836,  and  Commission's  Exhibit  No.  3782,  Items  49,  58,  59,  and  66. 

•»  Id.,  Commission's  Exhibit  No.  3782,  Items  49,  58,  59,  and  61. 

<"<>Id.,  at  23769. 

«^'Id.,  Commi.ssion's  Exhibit  No.  3782,  Item  66. 

•"-  Id.,  Commission's  Exhibit  No.  3782,  Item  66.  I.  L.  Tappen,  counsel  appearing  on 
behalf  of  The  New  York  Trust  Company  explained  during  the  course  of  the  public  exami- 
nation that  "the  default  consists  of  the  failure  to  supply  the  certificate"  and  that  the 
default  matures  and  the  debentures  can  be  declared  due  after  the  90-day  period  of  grace 
following  demand  by  the  trustee.  His  statement  in  full  follows  :  "Mr.  Tappen.  The  90-day 
period  mentioned  in  subsection  [d]  of  Section  2  of  Article  6  of  the  indenture  relates  to 
the  period  after  which  having  given  demand  the  trustee  in  its  discretion,  or  if  requested 
by  15  percent  of  the  bonds,  must  declare  the  principal  of  the  debentures  due.  The  default 
■consists  of  the  failure  to  supply  the  certificate.  The  90-day  period  is  a  period  of  grace 
after  which  the  bonds  can  be  declared  due.     The  default  matures,  in  other  words." 

««  Id.,  at  23471. 

^*  Id.,  at  23837. 
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additional  certificate  was  filed,  and  the  trustee  took  no  action  other 
than  takino-  part  in  conferences  with  the  management  and  the 
]:)ankers  and  exchanging  correspondence. 

c.  Dividends  Taken  Principally  by  the  Control  Interests  While  a 
Default  Existed  Under  the  Indenture 

As  has  been  stated.  The  New  York  Trust  Company,  the  trustee, 
received  in  April  1932  the  formal  certificate  from  Eastern  Utilities 
Investing  Corporation,  which  the  trustee  questioned.*'*^  Thereupon 
the  bankers,  Harris,  Forbes  &  Company  advised  the  trustee  that  the 
exchange  offers  for  the  Eastern  Utilities  debentures  were,  in  their 
opinion,  favorable  to  the  debenture  holders  and  that  the  bankers  were 
recommending  the  acceptance  of  the  offer.     Mr.  Cooper  testified:^"*® 

Q.  That  is  in  April  1932.  Cliase,  Harris.  Forbes  advised  you  tliat  tlie  exchange 
offers  pending  at  tliat  time  were  favorable  to  the  Eastern  Utilities  Investing 
Corporation  debenture  holders? 

A.  It  is  my  recollection  that  at  that  time  we  were  advised  that  in  their 
opinion  that  was  the  only  solution  for  the  Eastern  Utilities  debenture  holders. 

Q.  And  that  they  were  recommending  the  exchange? 

A.  That  is  my  recollection. 

Mr.  Cooper  gave  as  the  reason  why  the  trustee  did  not  attempt  to 
enforce  the  default  the  following  explanation :  ^^'^ 

A.  *  *  *  No  default  was  called  at  any  time  prior  [to  April  8,  1933], 
because  we  felt  there  was  an  opportunity  of  persuading  the  company  to  sur- 
render these  $18.494,0(H)  of  debentures  voluntarily,  and  that  if  we  would  call 
a  default,  those  debentures  might  conceivably  fall  in  the  hands  of  another 
creditor.  Also,  for  the  reason  that  we  did  not  wish  to  interfere  with  the 
exchange  of  Eastern  Utilities  debentures  for  Associated  Gas  debentures,  because 
we  had  been  advised  by  the  principal  underwriter. 

Q.  That  is  Harris,  Forbes? 

A.  Chase,  Harris.  Forbes,  whom  we  felt  had  more  information  respecting 
the  distribution  of  the  exchange  than  any  other  party,  and  who  recommended 
the  exchange  in  the  interests  of  the  Eastern  Utilities  debenture  holders. 

The  failure  to  call  the  default  gave  Associated  Gas  and  Electric 
Company  additional  time  within  which  to  persuade  the  debenture 
holders  to  accept  the  exchange  offers.    Mr.  Cooper  testified :  ^*^ 

Q.  You  realized,  did  you  not,  that  the  passage  of  time  gave  further  oppor- 
tunity to  the  Associated  Gas  and  Electric  Company  to  carry  out  its  exchange 
program  ? 

A.  Yes,  sir. 

Associated  Gas  and  Electric  Company  had  caused  Eastern  Utilities 
Investing  Corporation  to  continue  to  declare  and  pay  cash  dividends 
on  the  Eastern  Utilities  Investing  Corporation  preferred  stocks  up 

6*5  Id.,  at  24593-5. 

»*«  Id.,  at  2.3839. 

«*•  Id.,  at  23837-8. 

8*8  Id.,  at  23840.  Mr.  Cooper  .supplemented  his  answer  liy  saying  ( id.,  at  23840-2  ;  see 
also  Commission's  Exhibit  Xo.  3772.  Item  39)  :  "Well,  I  thinlc  their  exchange  offer  expired 
for  a  while  in  there,  but  during  most  of  the  period  that  is  true."  Evidence  then  brought  to 
his  attention  indicates  that  exchange  offers  were  practically  continuous. 
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to  April  1,  1932.    By  the  payment  of  these  divide] ids  the  asset  protec- 
tion of  the  debentures  hai]  again  been  diminished.^"*^ 

Through  April  1  of  1932,  approximately  $560,000  in  cash  dividends 
was  paid  on  these  preferred  stocks,"^"  of  which  stocks  substantial 
blocks  were  held  by  Associated  Gas  and  Electric  Company. "^^  The 
cash  dividends,  therefore,  went  largely  to  that  company.*^^^  Mr. 
Cooper,  of  The  New  York  Trust  Company,  the  trustee,  testified :  '^^■'' 

Q.  What  materiality  did  you  see  in  the  fact  that  this  substantial  amount  of 
preferred  stocks  of  Eastern  Utilities  Investing  Corporation  [was]  held  by  Asso- 
ciated Gas  and  Electric  Company? 

A.  It  raised  the  question  of  whether  the  interests  of  debenture  holders  were 
not  being  sacrificed  in  the  interests  of  the  Associated  Gas  &  Electric  System. 

On  April  12,  1932,  Eastern  Utilities  Investing  Corporation  filed 
the  certificates  which  showed  that  a  discrepancy  existed  between 
them  and  the  records  of  the  trustee.  On  May  25,  1932.  Eastern  Utili- 
ties Investing  Corporation  answered  a  telephone  inquiry  from  the 
trustee  by  saying  that  the  ditference  between  the  amount  of  deben- 
tures recorded  by  the  trustee  as  outstanding  and  the  amount  claimed 
by  the  company  to  be  outstanding  was  represented  V)V  debentures  re- 
acquired and  held  by  the  subsidiary  of  Eastern  Utilities  Investing 
Corporation."-^* 

On  June  13,  1932,  counsel  for  The  New  York  Trust  Company 
advised  the  trustee  to  give  Eastern  Utilities  Investing  Corporation 
notice  of  an  apparent  event  of  default  under  Section  14  of  Article  3 
of  the  indenture,  which  required  an  asset  coverage  of  V2b%.^^^  Mr. 
Cooper  testified  :  *^^^ 

Q.  In  its  letter  of  .lune  13.  1932.  counsel  advised  The  New  York  Trust  Com- 
pany to  give  Eastern  Utilities  Investing  Corporation  notice  of  apparent  default 
under  Section  14  of  Article  3;  i.sn't  that  right? 

A.  Yes,  sir. 

Q.  What  is  the  requirement  of  Section  14,  Article  3,  in  your  own  words? 

A.  That  we  serve  written  notice  on  the  company  of  noncompliance  with  the 
requirement. 

Q.  Of  noncompliance  with  what  requirement? 

A.  The  requirements  respecting  the  asset  coverage. 

Q.  With  respect  to  what  peix-entage  of  asset  coverage? 

A.  125%. 

On  June  15,  1932,  the  trustee  sent  to  Eastern  Utilities  Investing 
Corporation  a  letter,  drafted  by  counsel  for  the  trustee,  giving  the 
investment  company  notice  that  an  apparent  default  had  occurred 
under  Article  III,  particularly  with  respect  to  Section  14  of  the  in- 
aentLire  which  required  the  total  assets  of  the  company  to  be  equal 
to  at  least  125%  of  the  aggregate  indebtedness  of  the  company  and 

•»"  Id.,  at  24.J9.j-6.  It  will  bo  rocalled  that  tho  portfolio  switch  of  September  .^0,  ]931, 
had  dimiuished  this  a.sset  protection.  It  was  shortl.v  before  (i.  e.,  Jamiar.v  19.'52)  that  the 
conti'ollin.i;  interests  cansed  Eastein  Ttilities  Investinj;  Corpoi-ation  to  borrow  .1!o2.5,00C 
from  The  Public  National  Bank  and  Trust  Company  of  New  York.      (See  supra,  note  466.) 

850  Op.  cit.  supra,  note  6,  at  23843. 

*i  Id.,  at  23810. 

'^■^  Id.,  at  23842. 

«^"Id.,  at  23811. 

*^'  Id.,  Commission's  Exhibit  No.  3782. 

*^''  Id.,  Commission's  Exhibit  No.  3782,  Item  5.5. 

«^Id.,  at  23814. 
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requesting  a  statement  of  any  reasons  the  company  had  for  believing 
that  it  was  not  now  in  default.®" 

It  will  be  recalled  that  the  System  management  had  taken  the 
position  that  as  of  December  31,  1931,  Eastern  Utilities  Investing 
Corporation  had  only  $16,506,000  of  debentures  outstanding  (elim- 
inating from  the  amount  outstanding  the  $18,494,000  of  debentures 
held  by  Eastern  Utilities  Investing  Corporation's  "graveyard"  sub- 
sidiary), that  the  fair  value  of  the  corporation's  assets  was  then 
$27,925,331,  and  that  consequently  the  ratio  of  debt  to  assets  was  over 
150%,  and  dividend  declarations"^  were  permissible. 

The  trustee  was  claiming  that  $35,000,000  principal  amount  of  these 
debentures  were  outstanding  and  that,  if  so,  "it  would  appear  that 
the  company  may  be  in  default  through  failure  to  maintain  125% 
asset  coverage  and  otherwise."  ®^* 

Mr.  Cooper  testified :  ®^^ 

Q.  And  what  did  you  ask  Eastern  Utilities  Investing  Corporation  to  do? 

A.  We  asked  them  as  promptly  as  possible  to  give  us  any  reasons  they  might 
have  for  believing  the  company  was  not  in  default  under  these  sections. 
******* 

Q.  The  letter  did  not  declare  a  default  under  the  sections  requiring  the  filing 
of  certificates  with  the  trust  company,  did  it? 

A.  No,  sir.  ' 

Q.  Nor  did  it  declare  a  default  under  the  provision  with  respect  to  150  per- 
cent and  125  percent  coverage? 

A.  No,  sir. 

Q.  Did  Eastern  Utilities  Investing  Corporation  reply  to  your  letter? 

A.  Yes,  sir. 

Q.  Under  what  date? 

A.  Under  date  of  June  21,  1932. 

Q.  And  what  was  the  suggestion  which  Eastern  Utilities  Investing  Corpora- 
tion made  in  that  letter? 

A.  They  state  that  they  are  not  entirely  satisfied  that  the  jwsition  taken  by 
our  counsel  is  correct,  and  that  even  though  the  position  of  our  counsel  was 
correct,  that  on  that  basis  there  was  still  no  default  because  the  assets  would 
have  to  be  increased  as  the  funded  indebtedness  which  was  shown  outstanding. 

Q.  You  mean  that  Eastern  Utilities  Investing  Corporation  suggested  that  the 
certificates  be  amended  by  adding  as  of  December  31,  1931,  $18,494,000  of 
debentures  to  outstanding  debt,  and  $18,494,000  to  assets? 

A.  That  is  correct. 

*  *  4=  *  *  *  * 

Q.  But  you  knew  that  even  on  the  basis  of  Eastern  Utilities  Investing  Cor- 
poration's suggestion,  a  default  would  exist  with  respect  to  the  requirement  that 
150  percent  of  assets  be  maintained? 

A.  Well,  yes;  which  was  only,  I  believe,  with  reference  to  the  payment  of 
dividends. 

Q.  That's  right.  But  the  trustee  took  no  action  to  declare  an  actual  default 
under  the  150-percent  requirement? 

A.  That  is  correct. 

Under  date  of  June  29,  1932,  the  trustee  wrote  a  letter  to  Eastern 
Utilities  Investing  Corporation  asking  "that  new  certificates  be  filed 

657  Id.,  at  23821-3,  and  Commission's  Exhibit  No.  3782,  Item  58. 
«s8  Id.,  at  23822. 
659  Id.,  at  23822-5. 
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under  said  Section,  showing  the  facts  as  you  now  state  them  to  have 
existed  on  said  date  (December  31,  1931)*"^'*° 

It  was  not  until  about  nine  months  hxter  when,  under  date  of  April 
8,  1933,  the  trustee  gave  Eastern  Utilities  Investing  Corporation 
notice  that  it  had  defaulted.^^^  The  reason  given  was  that  the  cor- 
poration had  failed  to  file  the  certificates  due  April  1,  1933.  This 
notice  gave  Eastern  Utilities  Investing  Corporation  ninety  days' 
grace  within  which  to  cure  the  default.  Before  the  ninety  days 
expired,  the  "System"  had  succeeded  in  amending  the  indenture  so 
as  to  eliminate  this  and  all  other  "'protective  provisions"  under  which 
Eastern  Utilities  Investing  Corporation  had  defaulted. 

8.  EXCHANGE   OFFER   BY   GENERAL   FINANCE   CORPO- 
RATION IN  AUGUST  1932 

On  August  18,  1932,  an  offer  was  made  by  The  General  Finance 
Corporation  °'''^  to  the  holders  of  Eastern  Utilities  Investing  Corpo- 
ration 5%  Gold  Debentures  to  exchange  their  debentures  for  either 
$1,000  principal  amount  of  Associated  Gas  and  Electric  Company  5% 
Convertible  Obligations,  Series  A,'^"='  or  $900  principal  amount  of 
Associated  Gas  and  Electric  Companj^  Gold  Debentures,  Consolidated 
Refunding  4%%  Series,  due  1958."''*  That  offer  was  made  subject 
to  withdrawal  without  iiotice."^'*  On  November  5,  1932,  however,  the 
same  offer  was  renewed  for  a  limited  period  with  the  right  of  ter- 
mination reserved  by  The  General  Finance  Corporation  within  its 
discretion.*'"*' 

The  (lienera]  Finance  Corporation,  "an  indirect  subsidiary  of  Asso- 
ciated," was  used  by  the  Associated  System  as  the  vehicle  for  reor- 
ganizing companies  that  required  reorganization..""'  While  the  $18,- 
494,000  principal  amount  of  Eastern  Utilities  Investing  Corporation 
debentures  was  held  by  Southern  Utilities  General  Corporation  these 
debentures  could  not  be  voted  if  challenged,  because  the  indenture 
prohibited  the  voting  of  debentures  held  by  a  subsidiary.^"^  Accord- 
ingly these  debentures  were  transferred  in  October  1932  to  The  Gen- 
eral P'inance  Corporation,  which  was  another  subsidiary  of  Associated 
Gas  and  Electric  Company.""''  By  this  transfer  the  debentures  were 
held  within  the  "System"  by  a  company  which  could  vote  the  deben- 

««"  Id.,  Commission's  Exhibit  No.  .S7.S2,  Item  66. 

"*i  Id.,  Coinmi-ssion's  Extiibit  No.  3782,  Item  88.  On  March  15,  193.3,  default  was  made 
in  the  payment  of  interest. 

•^3  The  Oent.ral  Finance  Corporation  was  tlie  corporation  which,  in  October  1932,  acquired 
the  .1518,494,000  of  Eastern  Utilities  Investing  Corporation  debentures  originally  placed  in 
the  "graveyard"  subsidiary,  Southern  l^tilities  Ceneral  Corporation,  but  which,  upon  protest 
from  the  bankers,  returned  these  debentures  to  Southern  Utilities  General  Corporation  in 
February  1933.      (See  infra.) 

«  By  May  12,  1933,  $1,000  principal  amount  of  these  convertible  obligations  was  admitted 
to  be  worth  considerably  less  than  .$85.     (Id.,  Commission's  Exhibit  No.  3772,  Item  39.) 

"''*  In  May  of  1932,  each  holder  of  a  .$1,000  Eastern  Utilities  Investing  Corporation 
debenture  was  offered  .$1,000  principal  amount  in  the  Consolidating  Refunding  4:%% 
series  of  l!i58.      (See  supra.) 

*"  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  39. 

m  Ibid. 

•«'  Id.,  at  2."i99!i. 

""*  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771. 

««'  Id.,  at  20986. 

1.5337.3— J0-~pt.  3 49 
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tiires  and  thereby  control  any  reorganization  of  Eastern  Utilities 
Investing  Corporation.^'^^  By  that  time,  it  was  considered  impossible 
"to  avoid  a  default."  "'^  However,  the  bankers  refused  to  support 
certain  exchange  offers  unless  the  debentures  were  returned  to  South- 
ern Utilities  General  Corporation.*^^-  Accordingly,  in  February  1933 
the  transfer  to  The  General  Finance  Corporation  was  rescinded  as 
of  the  date  of  the  transfer.^^^ 

9.  EXCHANGE  OFFER  OF  FEBRUARY  1933  AND  SOLICI- 
TATION OF  PROXIES 

On  February  16,  1933,  of  the  $35,000,000  of  debentures  originally 
issued,  $6,135,000  were  outstanding  with  the  public,  $18,795,000  were 
held  by  the  wholly-owned  subsidiary  of  Eastern  Utilities  Investing 
Corporation,  and  $10,070,000  were  held  by  Associated  Gas  and  Elec- 
tric Company  and/or  its  subsidiaries.**''*  The  "System"  was,  there- 
fore, short  of  the  required  85%  of  the  principal  amount  of  outstanding 
debentures  necessary  to  amend  the  indenture.*^"  The  "System"  sought 
to  obtain  sufficient  additional  debentures  to  make  up  the  requisite 
percentage.  On  February  16,  1933,  The  General  Finance  Corporation 
offered  to  the  Eastern  Utilities  Investing  Corporation  debenture  hold- 
ers either  $1,000  principal  amount  of  Associated  Gas  and  Electric 
Company  4%  Gold  Debentures,  due  1983,  or  at  their  option,  $1,000 
principal  amount  of  Associated  Gas  and  Electric  Company  Income 
Debentures  due  1983.    That  offer  was  to  expire  March  22,  1933.«^« 

The  bankers,  in  their  letter  of  February  16,  1933  to  debenture  hold- 
ers recommended  the  acceptance  of  the  offer  and  stated :  ^" 

The  Indenture  under  which  your  Debentures  were  issued  provides,  among 
other  things,  that  so  long  as  any  of  the  Debentures  are  outstanding  the  fair 
value  of  the  assets  of  the  Company  shall  be  equal  to  at  least  125%  of  the 
aggregate  amount  of  all  indebtedness  of  the  Company.  It  further  provides 
that  any  deficiency  under  such  provision  continued  for  60  days  after  notice  to  the 
Company  from  the  Trustee,  shall  constitute  a  default.  The  unprecedented  de- 
cline in  security  values  has  made  it  apparent  that  an  upturn  in  quoted  values 
would  be  necessary  to  avoid  such  default.  Cash  dividends  on  the  Corporation's 
preferred  stocks  were  discontinued  some  time  ago. 

41  *  *  :|c  4:  «  « 

We  feel  that  the  best  interest  of  the  Debenture  holders  would  be  served  by 
avoiding  a  default  and  its  eventualities.     Accordingly,  arrangements  have  been 


«TO  Op.  cit.  supra,  note  41,  pp.  352-3. 

«fild.,  at  352. 

°"2  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3842,  Item  63. 

sraid.,  at  26986. 

^*  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 

«7B  Amendment  of  the  indenture  required  85%  of  debentures  entitled  to  vote.  (Id.,  Com- 
mission's Exhibit  No.  3771,  Part  I.)  If  the  $18,795,000  held  by  Eastern  Utilities  Investing 
Corporation's  subsidiary  were  not  challenged  and  were  voted  along  with  the  $10,070,000- 
held  by  other  Associated  Gas  and  Electric  Company  subsidiaries,  resulting  in  a  total  of 
$28,865,000  for  the  amendment  desired  by  the  "System,"  the  "System"  would  have  only 
82.47%.  If  the  $18,795,000  of  debentures  held  by  the  subsidiary  of  Eastern  Utilities  Invest- 
ing Corporation  were  disqualified  from  voting,  the  "System's"  vote  (of  $10,070,000  out  of 
$16,205,000)  would  be  even  less — only  a  fraction  over  62%. 

«^«  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 

6"  Ibid. 
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made  for  the  exchange  of  these  Debentures  for  securities  of  the  Associated 
Gas  and  Electric  Company  under  the  enclosed  offer  of  The  General  Finance 
Corporation  dated  February  16,  1933. 

On  March  15,  1933,  The  General  Finance  Corporation  repeated 
its  aforesaid  offer  and  stated :  ®^^ 

*  *  *  we  agree  that  in  the  event  of  our  exchange  offer  becoming  effective, 
the  undersigned  would  pay  to  the  holders  of  deposit  receipts  at  the  time  of 
delivery  of  the  new  securities  an  amount  equivalent  to  the  interest  represented 
by  the  March  15,  1933  coupons  on  all  deposited  Eastern  Utilities  Investing  Cor- 
poration Debentures,  if  such  interest  had  not  theretofore  been  paid  by  Eastern 
Utilities  Investing  Corporation. 

The  March  15,  1933,  interest  on  the  Eastern  Utilities  Investing  de- 

bentures  was  paid  to  those  debenture  holders  who  accepted  this  ex- 
change but  was  not  paid  to  those  who  did  not  accept  the  offer. 

On  March  22,  1933,  The  General  Finance  Corporation,  announcing 

that  the  public  held  less  than  15%  of  the  $35,000,000  of  debentures 
originally  issued  extended  the  offer  to  April  6,  1933,  and  then  later 
extended  the  offer  again  to  May  1, 1933.*^" 

On  May  12, 1933,  Eastern  Utilities  Investing  Corporation  admitted, 
in  order  to  induce  consent  to  the  proposed  amendment  of  the  inden- 
ture,^^°  that,  if  the  company  had  to  be  liquidated,  the  holders  of  a 

$1,000  debenture  would  receive  securities  having  a  market  value  of 
only  $85.esi 

Eastern  Utilities  Investing  Corporation  at  this  time  was  obviously 
in  a  most  distressed  financial  condition.  However,  despite  the  pre- 
carious condition  of  the  company,  the  management  continued  by  im- 
plication to  represent  to  its  security  holders  that  an  event  of  default 
had  not  as  yet  occurred :  ®^^ 

The  unprecedented  decline  in  security  values  has  made  it  apparent  that  a 
material  upturn  in  quoted  values  would  be  necessary  to  avoid  such  a  default. 

It  was  admitted  that,  based  on  prevailing  quotations,  the  above  list 
of  securities,  representing  the  proportion  of  the  portfolio  distributa- 
ble to  each  $1,000  debenture  of  Eastern  Utilities  Investing  Corpora- 
tion, had  a  market  value  on  May  12,  1933,  of  approximately  $85. 
Admittedly,  the  assigned  value  of  the  portfolio  had  shrunk  from 
$2,200  per  $1,000  debenture  (an  asset  coverage  of  220%)   in  April 

«» Ibid. 

«™  IMd. 

**>  See  infra. 

•"  Id.,  Commissiou's  Exhibit  No.  3772,  Item  39.     These  securities  were  listed  as  follows : 

7  shares  General  Gas  &  Electric  Corporation  Class  A  common  stock,  4.9  shares 
Associated  Gas  and  Electric  Company  $.5  Dividend  Series  Preferred  Stock. 

9.4  shares  Associated  Gas  and  Electric  Company  .$4  Cumulative  Preference  Stock. 

6  shares  Associated  Gas  and  Electric  Company  $6.50  Cumulative  Preference  Stock. 

$1,112.18  principal  amount  Associated  Gas  and  Electric  Company  5%  Convertible 
Obligations. 

$13.90  principal  amount  Associated  Gas  and  Electric  Company  7%  Interest  Bear- 
ing Scrip  due  February  15,  1938. 

The  list  of  these  sis  securities,  which  had  a  market  value  of  $85  per  $1,000  of  Eastern 
Utilities  Investing  Corporation  debentures  outstanding,  included  over  $1,100  principal 
fl mount  of  Associated  Gas  and  Electric  Company's  5-percent  convertible  obligations — the 
same  security  which  not  very  long  before  had  been  oflfered  to  holders  of  Eastern  Utilities 
Investing  Corporation  debentures  in  an  exchange,  on  a  par-for-par  basis.     (Id.,  at  25998-9.) 

«*2  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 
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1929  to  $85  per  $1,000  debenture  (or  81/2%  coverage)  on  May  12,  1933, 
without  the  "protective  provisions"  of  the  indenture  having  been 
brought  into  operation,  yet  a  single  step  had  not  been  taken  for  the 
protection  of  the  debenture  holders  during  this  decline,  although  com- 
plete reports  were  furnished  to  both  the  company  and  the  bankers 
as  to  the  company's  financial  condition  and  the  trustee  had  been  put 
on  notice  that  the  company  must  be  in  default. 

The  company  stated,  in  its  letter  of  May  12,  1933,  in  conclusion :  ^^^ 

Based  on  prevailing  quotations,  the  above  list  of  securities  would  have  a 
l)resent  market  value  of  approximately  $85  but  it  is  not  probable  that  even  this 
amount  would  be  realized  in  the  event  of  this  corporation  being  liquidated  and 
all  of  its  investments  disposed  of  at  a  forced  public  sale. 

Furthermore,  the  expenses  of  such  liquidation  and  sale  would  undoxibtedly 
be  considerable  in  amount  and  would,  of  course,  be  dedi.icted  from  the  proceeds 
of  the  sale  so  that  the  amount  received  by  the  holder  of  a  $1,W0  debenture  of 
this  corporation  vpould  probably  be  materially  less  than  the  figure  given  above 
ns  representing  the  present  market  value  of  the  pro  rata  share  of  this  corpora- 
tion's investments  applicable  to  each  $1,000  principal  amount  of  its  debentures 
outstanding. 

In  view  of  the  foregoing,  there  does  not  seem  to  be  any  doubt  but  that  it  is 
•distinctly  in  the  best  interests  of  this  corporation's  debenture  holders  to  so 
amend  the  indenture  that  the  debentures  cannot  be  declared  to  be  in  default 
and  the  liquidation  of  this  corporation  and  forced  sale  of  its  assets  precipi- 
tated. 

If  you  will  be  unable  to  attend  the  meeting  in  person  we  urge  you  to  sign 
and  return  to  us  promptly  the  enclosed  proxy,  and  also,  if  your  debentures  are 
not  registered,  the  certificate  of  c^eposit  in  the  form  enclosed  herewith. 

On  May  13,  1933,  Tlie  General  Finance  Corporation  announced  thait 
its  offer  had  become  effective. 

On  May  15,  1933,  Associated  Gas  and  Electric  Company  outlined 
a  Plan  of  Kearrangement  of  Debt  Capitalization  which  was  applica- 
ble to  the  fixed  interest  obligations  of  that  company  including  its 
4%  Gold  Debentures  due  1985,  M-hich  The  General  Finance  Corpora- 
tion had  been  exchanging  for  Eastern  Utilities  Investing  Corporation 
debentures.''^* 

On  June  5,  1933,  The  General  Finance  Corporation  wrote  former 
Eastern  Utilities  Investing  Corporation  debenture  holders  who  had 
accepted  The  General  Finance  Corporation's  offer  to  exchange  into 
Associated  Gas  and  Electric  Corporation  4%  Gold  Debentures  due 
1983  that  their  deposit  receipts  could  be  exchanged  under  the  "Recap" 
Plan  of  Associated  Gas  and  Electric  Company  "iii  lieu  of  the  actual 
Debentures  themselves."    The  letter  stated :  ^^^ 

This  will  eliminate  the  necessity  of  returning  your  Deposit  Receipt  to  the 
Depositary,  awaiting  the  delivery  of  the  4%  Debentures  due  1983,  and  then 
forwarding  the  Debentures — ^for  deposit  under  the  new  Plan. 


««3  Ibid. 

«*4Id.,  Commission's  Exhibit  No.  3771,  Part  I  (letter  of  The  General  Finance  CorRora- 
tion  dated  June  5,  1933  to  the  holders  of  Deposit  Receipts  for  Eastern  Utilities  Investing; 
Corporation  debentures).  See  "Plan  of  Readjustment  of  Capitalization  of  the  Associated 
Gas  and  Electric  Company,"  Sec.  II,  Part  VII  of  the  Report  of  this  Commission  on  the 
Study  and  Investigation  of  the  Work,  Activities,  Personnel  and  Functions  of  Protective 
and  Reorganization  Committees. 

<«  Ibid. 


INVESTMENT   TRUSTS   AND   INVESTMENT    COMPANIES  753 

On  June  26,  1933,  The  General  Finance  Corporation  wrote  to  the 
holders  of  Eastern  Utilities  Investing  Corporation's  Debentures,  ex- 
tending its  exchange  offer  on  an  amended  basis,  stating : 

For  a  limited  time  it  has  been  determined  to  accept  furtlier  tenders  of  the 
debentures  which  you  hold  for  exchange  for  such  Associated  Gas  and  Electric 
Company  4%  Gold  Debentures  due  1983,  stamped  for  deposit  under  the  plan 
of  rearrangement  of  capitalization  of  Associated  Gas  and  Electric  Company 
on  a  par  for  par  basis. 

By  June  26,  1933,  which  was  five  days  after  the  debenture  holders 
meeting  described  below,  the  company  had  succeeded  in  reducing 
the  amount  of  debentures  outstanding  in  the  hands  of  the  general 
public  ^^^  to  less  than  7%  of  the  original  $35,000,000  of  debentures. 

I.  AMENDMENT  OF  INDENTURE,  JUNE  1933 

By  May  12,  1933,  the  "System"  apparently  had  attained,  as  the- 
result  of  the  successive  exchange  offers,  control  of  enough  debentures 
to  vote  an  amendment  of  the  indenture,  even  if  the  $18,795,000  of 
Eastern  Utilities  Investing  Corporation  debentures  held  bj^  its  sub- 
sidiary were  disqualified  from  voting.  The  "System"  then  caused 
Eastern  Utilities  Investing  Corporation  to  demand  that  the  trustee 
call  a  meeting  of  debenture  holders  for  the  purpose  of  amending  the 
indenture.  The  amendment  was  to  eliminate  from  the  indenture  all 
provisions  which  gave  the  trustee  or  the  debenture  holders  the  right 
to  call  a  default  of  such  debentures,  upon  any  ground  except  for  the 
nonpayment  of  principal  or  interest.*'^'  The  amendment  would 
therefore  eliminate  the  "protective  provisions"  requiring  mainte- 
nance of  certain  *^^®  asset  coverage  ratios.  The  trustee  promptly 
complied  with  this  request  on  May  12,  1933,  setting  the  meeting  for 
the  earliest  possible  date.''^^ 

For  approximately  a  year  the  trustee  had  not  taken  any  ainrma- 
tjve  action  to  enforce  the  provisions  of  the  indenture  although  it  was 
aware  of  defaults.  In  essence,  the  trustee  had  confined  its  activities 
to  conferences  with  the  issuer  and  its  bankers  and  to  routine  answers 
to  the  inquiries  of  debentui'e  holders  whom  the  trustee  referred  to 
the  investment  bankers  and  the  investment  company  for  information 
and  advice,  without  warning  them  of  the  serious  condition  of  the 
company.*'''*' 

In  considering  the  trustee's  action  in  connection  with  the  debenture 
holders'  meeting,  it  may  be  well  to  refer  to  some  of  the  letters  it  had 
previously  received  from  public  debenture  holders  and  how  it  had 
answered  them. 

On  May  27,  1932,  by  receipt  of  a  letter  from  a  debenture  holder,  the- 
trustee  Avas  put  on  notice  of  a  ]>ossible  event  of  default  under  Saction 

**>  Ibid.  The  offers  made  by  The  General  Finance  Corporation  were  further  extended 
on  July  12,  1934,  at  which  time  only  about  4%  were  outstanding  in  the  hands  of  the 
general  public.  The  remaining  holders  of  debentures  were  solicited  by  The  General  Fi- 
nance. Corporation  on  November  3,  1934,  to  exchange  their  debentures  "for  the  more 
secure  debentures  of  the  Associated  Gas  and  Electric  Corporation".  (Id..  Commission's 
Exhibit  No.  3772,  Item  39.) 

«»'  Id.,  at  23852-7,  and  Commission's  Exhibit  No.  3782,  Item  94. 

«"« Id.,  Commission's  Exhibit  No.  3771. 

<^  Ibid. 

**"  See  infra  and  also  op.  cit.  supra,  note  6.  at  23867,  and  Commission's  Exhibit  No.  3782. 
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14,  Article  III  of  the  indenture  requiring^  a  125%  asset  coverage  of  the 
outstanding  debentures.®''^  Thereupon  the  trustee  communicated  with 
its  counsel  with  respect  to  this  letter,  pointing  out  to  counsel  that  As- 
sociated Gas  and  Electric  Securities  Company,  Inc.,  was  then  making 
an  exchange  offer  of  Associated  Gas  and  Electric  Company  debentures 
for  those  of  Eastern  Utilities  Investing  Corporation  and  stating :  ^^^ 

We  wonder  whether  the  question  whether  a  default  has  occurred,  and  if  so 
what  action  should  be  taken  by  us  as  Trustee  may  not  be  determined  inde- 
pendently of  the  question  of  registering  certain  of  the  Eastern  Utilities  Invest- 
ing Corporation  debentures  in  the  name  of  a  subsidiary  of  the  Eastern  Utilities 
Investing  Corporation. 

Counsel  for  the  trustee  advised :  ®^^ 

*  *  *  We  think  it  wise  that  the  trustee  call  to  the  attention  of  the  cor- 
poration the  apparent  default  in  the  observance  by  the  corporation  of  the  pro- 
visions of  Section  14  of  Article  III  of  the  Debenture  Agreement  requiring  that 
the  total  assets  of  the  corporation  shall  be  equal  to  at  least  125%  of  the  aggregate 
amount  of  all  indebtedness  of  the  corporation.  We  are  therefore  proposing  for 
your  signature  a  form  of  letter     *     *     * 

Upon  this  advice  of  counsel,  the  trustee,  on  June  15,  1932,  wrote  to 
the  Eastern  Utilities  Investing  Corporation :  ®®* 

We  do  not  understand  that  debentures  reacquired  and  held  by  a  wholly  owned 
subsidiary  *  *  *  have  the  status  [of  debentures  reacquired  by  the  company] 
*  *  *.  It  therefore  seems  to  us  that  the  debentures  held  by  the  subsidiary 
must  be  regarded  as  "outstanding"  for  all  of  the  purposes  of  the  debenture  agree- 
ment. If  the  debentures  are  outstanding,  it  would  appear  that  the  company 
may  be  in  default  in  the  performance  of  its  covenants  and  agreements  con- 
tained in  Sections  8  to  16  inclusive  of  Article  III  of  the  debenture  agreement, 
particularly  Section  14  [providing  for  125%  asset  coverage]. 

Section  13  of  Article  III  of  the  debenture  agreement  provided :  ®®® 

The  Company  will  not,  so  long  as  any  of  the  debentures  are  outstanding,  de- 
clare any  dividend  other  than  a  stock  dividend,  on  any  class  or  series  of  its  stock 
if,  at  the  time  of  the  declaration  of  such  dividend,  the  total  assets  of  the  Com- 
pany, exclusive  of  the  fair  value  of  securities  then  pledged  as  security  for  tem- 
porary indebtedness  are  less  than  150%  of  the  then  outstanding  funded  indebted- 
ness of  the  Company,  or  would,  by  reason  of  the  payment  of  such  dividend  be 
reduced  to  less  than  150%  of  its  then  outstanding  funded  indebtedness. 

In  response  to  the  inquiry  regarding  the  apparent  defaults  existing 
with  respect  to  asset  coverage  and  by  reason  of  dividend  payments,  the 
company  replied,  on  June  21,  1932,  to  the  trustee :  ®^® 

Inasmuch  as  the  bonds  in  the  treasury  *  *  *  ai-e  worth  to  this  Company 
100  cents  on  the  dollar,  as  indebtedness  of  this  Company,  the  value  of  the  assets 
as  shown  by  the  certificate  filed  with  you  should  be  increased  from  approxi- 
mately $28,000,000  shown  therein  to  over  $46,000,000.  This  asset  value  is  sub- 
stantially in  excess  of  125%  of  the  $35,000,000  principal  amoxmt  of  bonds  out- 
standing. 


681  Id.,  Commission's  Exhibit  No.  3782,  Item  50. 
'^-  Id.,  Commission's  Exhibit  No.  3782,  Item  52. 
'^3  Id.,  Commission's  Exhibit  No.  3782,  Item  55. 
8w  Id.,  Commission's  Exhibit  No.  3782,  Item  58. 
"es  Id.,  Commission's  Exhibit  No.  3771. 
^  Id..  Commission's  Exhibit  No.  3782,  Item  59. 
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In  this  letter  the  corporation  admitted  that  the  ratio  of  $46,000,000 
assets  to  $35,000,000  of  obligations  was  less  than  the  required  150% 
asset  coverage  required  foi'  current  payment  of  cash  dividends  in 
accordance  with  rhe  indenture.  To  satisfy  the  asset  ratio  coverage 
for  dividends,  $52,000,000  of  assets  was  needed.  The  letter  which 
relates  to  a  certificate  of  asset  A'alue  as  of  December  31,  1931,  in  effect 
constituted  an  admission  that  the  dividends  paid  in  the  spring  of  that 
year  on  the  preferred  had  been  declared  in  violation  of  the  indenture 
provisions. 

Although  The  New  York  Trust  Company  may  not  have  been  aware, 
at  the  time  of  receipt  of  this  letter,  that  a  total  of  $572,998.50  cash 
had  been  currently  paid  as  dividends,  of  which  $562,000  had  been  paid 
to  companies  in  the  Associated  Gas  &  Electric  System,'''*^  the  trustee 
was  aware  that  Eastern  Utilities  Investing  Corporation  had  there- 
tofore during  1932  paid  dividends  in  cash.*^®^  Such  payments  were 
])articularly  noted  by  the  trustee  in  its  letter  of  June  24,  1932,  for- 
warding to  counsel  for  further  consideration  the  aforementioned  reply 
of  Eastern  Utilities  Investing  Corporation.®^^  However,  the  trustee, 
on  June  29,  1932,  mereb'  asked  for  a  new  certificate,  saying :  ^"^ 

It  would  appear  that  the  certificate  heretofore  filed  with  us  pursuant  to  Section 
15  of  Article  III,  showing  as  of  December  31,  1931,  the  fair  value  of  the  total 
as.sets  of  the  Company  does  not  reflect  accurately  such  fair  value.  It  would  also 
appear  that  the  certificate  filed  under  said  Section  15  showing  the  amount  of 
outstanding  debentures  is  inaccurate  to  the  extent  that  it  fails  to  include  the 
$18,494,000  of  debentures  held  by  your  .sub.sidiary.  We,  therefore,  request  that 
new  certificates  be  filed  under  said  Section  showing  the  facts  as  you  now  state 
them  to  have  existed  on  said  date. 


**^  As  of  December  31,  1932,  the  foUowing  shares  of  Eastern  Utilities  Investing  preferred 
stock  were  outstanding  on  which  dividends  were  paid  during  the  first  part  of  1932  at  the 
following  rates : 


Security 


$5  preferred 

$6  preferred 

$7  preferred 

Participating  preferred. 


Total  dividends  paid- 


Number  of 
shares  " 


75,000 

68, 331 

11,724 

174,990 


Rate* 


$2.50 
1.50 
1.75 
1.50 


Total  paid 


$187,  500. 00 

102, 496.  50 

20,  517.  00 

262,  485. 00 


572,  998. 50 


of  which  the  public  held  the  following  shares  and  received  the  following  dividends: 

Security 

Number  of 
shares  ■" 

Rate* 

Total  paid 

$5  preferred 

639 
772 

3,744 
1,123 

$2.50 
1.50 
1.75 
1.50 

$1,  597. 50 

$6  preferred . 

1,158.00 

$7  preferred 

6,  552. 00 

Participating  preferred... 

1, 684. 50 

Total  received  by  the  public 

10, 992. 00 

and  the  Associated  Gas  &  Electric  Co.  and  its  affiliates  received  the  balance  of  about  $562,000. 

«  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  6. 
'  Id.,  Commission's  Exhibit  No.  3782,  Item  63. 

"^  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3782,  Items  61  and  63. 
*»»  Id.,  Commission's  Exhibit  No.  3782,  Item  61. 
"*  Id.,  Commission's  Exhibit  No.  3782.  Item  06. 
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On  the  same  day  Mr.  Cooper  prepared  a  memorandum  for  the  trus- 
tee's counsel  showmg  the  amount  per  sliare  paid  in  cash  and  saying: 
"*  *  *  we  note  substantially  all  of  the  preferred  stocks,  excepting: 
the  $7  Cumulative  Preferred,  are  owned  by  the  Associated  Gas  and 
Electric  Com])any     *     *     *."  ^'^^ 

Although  the  trustee  disagreed  with  the  management's  argument 
that  it  had  fulfilled  the  covenant  to  maintain  a  ratio  of  assets  to  debt 
of  125%,  although  the  trustee  considered  the  April  1932  certificate  to 
be  incorrect,  and  although  the  trustee  knew  of  the  declaration  of  these 
dividends  after  the  ratio  of  assets  to  debt  had  fallen  below  the  re- 
quired 150%  and  thought  that  "it  raised  the  question  whether  the  in- 
terests of  debenture  holders  were  not  being  sacrificed  in  the  interests 
of  the  Associated  Gas  &  Electric  System,"  nevertheless  the  trustee 
took  no  action  to  enforce  the  remedies  of  t]ie  indenture.  Not  until 
April  8,  1933,  after  the  March  15,  1933,  interest  had  been  defaulted 
and  the  April  1,  1933,  certificates  had  not  been  filed,  did  the  trustee 
place  the  remedial  machinery  of  the  indenture  into  operation.  It  then 
chose  to  give  notice  only  that  a  default  had  occurred  for  failure  to 
file  the  April  1,  1933,  certificates  and  that  if  none  were  filed  within  90 
days  it  might  declare  the  debentures  due  and  payable.  Mr.  Cooper 
testified :  ^^'^ 

Q.  Prior  to  that  time  it  [tlie  trustee]  had  neither  called  a  default  nor  started 
any  period  of  grace  running? 

A.  Well,  we  had  notified  the  company  that  we  felt  that  they  were  in  default 
in  their  covenants,  but  we  had  not  taken  any  action  to  enforce  the  remedies  of 
the  indenture. 

However,  during  the  period  of  a  year  after  it  told  the  company  it 
was  in  apparent  default,  the  trustee  Avithheld  that  fact  from  the  de- 
benture holders  and  referred  inquiries  to  the  corporation  and  the 
investment  bankers.  In  response  to  an  inquiry  of  a  del)enture  holder 
typical  of  many  asking  for  general  and  specific  information  regarding 
the  condition  of  the  debentures — inquiries  apparently  made  by  de- 
benture holders  to  determine  the  advisability  of  accepting  pending 
exchange  offers — the  trustee,  on  July  1, 1932,  wrote :  '"■■' 

The  debenture  agreement  does  not  require  the  company  to  keep  us  informed  as 
to  its  portfolio,  and  we  have  no  information  in  respect  thereto.  We  suggest  that 
you  communicate  direct  with  the  company  upon  this  subject.  *  *  *  last 
certificate  filed  with  us  shows  that  as  of  December  31,  1931,  the  corporation  had 
not  pledged  any  of  its  assets  to  secure  temporary  indebtedness. 

So,  too,  in  response  to  a  letter  of  a  debenture  holder,  dated  August  1, 
1932,  asking,  "Can  you  give  me  any  information  concerning  Eastern 
Utilities  Investing  Corporation  gold  debentures?"  the  trustee,  pursu- 
ant to  advice  of  counsel,'^"*  re])lied,  "We  are  in  receipt  of  your  let- 
ter *  *  *  '\Ye  suggest  that  3'ou  counnunicate  directly  with  Chase 
Harris  Forbes  Corporation." 


''<^  Id.,  Commission's  Exhibit  No.  3771,  Item  63. 

'"^Id.,   at  23811,   23849,   23856,   and  Commission's  Exhibit  No.   3782,   Items  42,  43,  63, 
66,  and  84. 

'03  Id.,  Commission's  Exhibit  No.  3782,  Item  68. 

'w  Id.,  Commission's  Exhibit  No.  3782,  Items  71  and  73. 
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Wlien  exaniiiied  with  respect  to  the  relative  attention  shown  to  the 
requests  of  the  debenture  hoklers  and  the  issuing  companv,  Mr.  Cooper 
testified : " "^ 

Q.  So  that  The  New  York  Trust  Company  issued  the  call  of  meeting  on  the 
same  day  that  it  got  the  request  from  the  corporation  with  the  specifications  of 
the  proposed  amendments;  is  that  right? 

A.  The  formal  request. 

Q.  It  is.sued  the  notice  to  call  the  meeting;  isn't  that  right? 

A.  That  is  correct. 

Q.  When  The  New  York  Trust  Company  was  answering  inquiries  from  outside 
debenture  holders,  it  often  took  considerable  time  in  answering  the  inquiries,  did 
it  not? 

A.  That  is  correct. 

Q.  And  also  it  gave  them  just  the  bare  bones  of  the  information  contained  in 
the  certificates  filed  ;  isn't  that  right? 

A.  That  is  right. 

The  statements  of  Eastern  Utilities  Investing  Corporation  had 
failed  to  inform  the  public  of  its  actual  financial  condition  and  the 
trustee  had  failed  to  take  an}'  affirmative  action  to  protect  the  de- 
benture holders.  The  auditors,  Haskins  &  Sells,  in  their  audit  re- 
ports had  failed  to  comment  on  the  increasing  proximity  of  the  de- 
bentures' asset  coverage  to  the  "touch-off"  point.^°®  Had  this  dis- 
closure been  made  soon  enough  some  debenture  holders  might  have 
succeeded  in  securing  the  consent  of  the  holders  of  the  requisite  per- 
centage of  the  outstanding  debentures  necessary  to  compel  the  trustee 
to  accelerate  the  maturity  date  of  the  debentures.  Furthermore,  dur- 
ing the  time  that  the  Associated  System  was  pressing  its  program  of 
switching  the  holders  of  the  debentures  of  Eastern  Utilities  Invest- 
ing Corporation  into  securities  of  other  companies  of  the  "System," 
these  debenture  holders  were  never  told  that  a  default  had  occurred, 
although  the  management's  attention  had  been  specifically  called  to 
the  occurrence  of  a  default  by  Haskins  &  Sells  around  ISIarch  or  the 
early  part  of  April  1933,""'  and  although  even  the  trustee  had  on 
June  15,  1932,  written  the  management  that  "it  would  appear  that 
the  company  may  be  in  default,"  ^"^  and  although  exchange  offers  to 
preferred  stockholders  had  since  the  fall  of  1931  been  warning  them 
of  an  impending  default.^*^ 
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'«=^  Id.,  at  238.57. 

■'"'Id.,  at  243.51-2.  The  auditors  contended  that  they  did  not  see  any  advantage  to  the 
Investor  of  a  di.'closure  of  the  nearness  of  the  asset  coverage  to  the  "touch-oflf'  point. 
Thus,  just  as  thu  trustee  attempted  to  shift  its  burden  to  the  banker,  the  accountants 
attempted  to  shift  the  burden  to  the  trustee.    Mr.  Bowman  testified  (id.,  at  24352)  : 

Q.  What  did  you  insert  in  your  auditors'  report  for  1931  to  fulfill  your  obligation 
to  the  public? 

A.  We  showed  the  value  of  the  securities. 

The  value  was  based  on  the  company's  valuation,  except  that  it  was  the  practice  to 
show  the  aggregate  market  value  of  securities  having  any  market  quotation  and  the  aggre- 
gate carrying  value  of  securities  for  which  no  quotation  could  be  found  (id.,  at  24357-9). 

^'^  Id.,  at  24289-91. 

'«*  Id.,  Commissions  Exhibit  No.  3782.  Item  45. 

'«•  Id.,  Commi.ssion's  Exiiibit  No.  3771,  Item  40,  et  seq. 
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The  trustee  could  have  started  action  to  collect  payment  of  the 
principal  and  interestJ^°  However,  the  trustee  did  not  take  such  jic- 
tion ;  nor  did  the  trustee  even  request  a  list  of  the  portfolio  securities 
or  the  basis  on  which  these  securities  had  been  valued  by  the  com- 
pany, although  the  trustee  believed  it  could  have  obtained  this  infor- 
mation merely  on  requestJ^^ 

After  discussion  with  counsel  of  Eastern  Utilities  Investing  Cor- 
poration over  a  period  of  time,  the  New  York  Trust  Company  com- 
plied with  the  request  of  the  management  of  the  Associated  System 
dated  May  12, 1933,  to  call  an  immediate  meeting  to  amend  the  inden- 
ture and  on  the  same  day  called  such  a  meeting  for  June  21,  1933,  the 
earliest  date  possible/^^  Although  the  trustee  advised  the  management 
that  by  calling  the  meeting  it  was  not  thereby  giving  approval  to  the 
proposed  amendment,  nevertheless  the  trustee  did  not  protest  against 
the  amendment,"^  Moreover,  the  trustee  took  no  action  whatsoever  to 
advise  the  debenture  holders  of  the  import  of  the  contemplated  amend- 
ment or  in  any  manner  to  represent  their  mterests.^^* 

The  plans  had  been  carefully  prepared  for  the  meeting.  Every  pre- 
caution had  been  carefully  taken  to  prevent  delay  in  the  program  of 
the  controlling  interests.  The  proposed  annual  audit  report  for  the 
year  1932,  submitted  promptly  after  March  10,  1933  "^^  and  showing 
defaults,  was  held  in  abeyance.^^''  The  annual  report  to  security  holders 
which  for  the  prior  four  years  had  invariably  been  issued  prior  to  May 
was  in  1933  withheld  until  September.'^^^  The  "System"  had  assured 
itself  of  the  control  of  an  adequate  number  of  debenture  votes  to  pass 
the  amendments,  even  if  the  voting  of  its  subsidiaries'  holding  of 
$18,795,000  principal  amount  of  debentures  was  disallowed.    The  pub- 

■^  Id.,  at  23S54-6.     Mr.  Cooper  testified  (id.,  at  23854-6)  : 

Q.  When  The  New  York  Trust  Company  received  this  letter  of  May  12  from  Eastern 
Utilities  Investing  Corporation,  The  Nev?  York  Trust  Company  could  have  started 
action  to  collect  payment  of  the  interest  and  principal  amount,  could  it  not? 

A.  Yes. 

**»**♦* 

Q.  By  that  date  hadn't  you  obtained  the  opinion  of  counsel  that  the  trustee  had  a 
right  to  take  action  to  collect  the  principal  and  interest? 

A.  Yes. 

Q.  As  a  matter  of  fact,  you  had  that  opinion  a  long  time  prior  to  May  12,  1933, 
hadn't  you? 

A.   I  don't  recall. 

Q.   When  did  you  receive  the  opinion? 

A.  As  I  recall,  it  was  shortly  after  the  interest  was  not  paid. 

Q.  What  was  the  approximate  date  of  non-payment  of  interest? 

A.  March  15,  1933. 

'^  Id.,  at  23868-7. 
■•^  Id.,  at  23857. 
■"3  Id.,  at  23858. 

"^  See  supi-a.     The  trustee  felt  that  the  only  remedy  available  was  to  accelerate  the 
maturity  of  the  principal  of  the  debentures  and  apply  for  a  receiver,  thereby  throwing  the 
company  into  bankruptcy,  steps  which  the  trustee  stated  it  would  not  take.     (Id.,  at  23850.) 
"5  Id.,  at  24291  and  Commission's  Exhibit  No.  3813. 

^«  According  to  the  recollection  of  Mr.  Bowman,  a  partner  of  Haskins  &  Sells,  when 
Haskins  &  Sells  pointed  out  to  the  Associated  management  "around  March  or  the  early 
part  of  April  [1933]  that  there  had  been  a  default  under  the  terms  of  the  bond"  and  sub- 
mitted a  rough  draft  of  their  audit  report,  the  submission  of  the  final  certified  audit  was 
delayed  until  after  the  amendment  of  the  indenture  because  "they  said  they  were  going  to 
do  something  about  the  indenture".     (Id.,  at  24289-91.) 

■^^  Id.,  Commission's  Exhibit  No.  3771  shows  the  dates  of  the  president's  letters  accom- 
panying the  annual  reports  as — 

March  11,  1929,  for  the  1928  report. 
February  7,  1930,  for  the  1929  report. 
March  23,  1931,  for  the  1930  report. 
April  15,  1932,  for  the  1931  report. 
September  9,  1933,  for  the  1932  report. 
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lie  debenture  holders  had  not  been  specifically  advised  of  their  rights 
under  tlie  terms  of  tlie  indenture  nor  were  they  informed  of  the  actual 
financial  condition  of  the  company.  The  meeting  of  the  debenture 
holders  was  held  at  the  earliest  possible  date  in  accordance  with  the 
terms  of  the  indenture,  to  wit,  June  21,  1933,  or  (as  required  by  Arti- 
cle XII,  Section  2  of  the  indenture)  38  days  after  the  control  interests 
had  requested  such  meeting,  whereas  60-days'  notice  was  permissible.^^* 
The  New  York  Trust  Company,  acting  pursuant  to  powers  granted  to 
it  by  the  indenture,  appointed  the  officers  to  conduct  the  meeting  and 
the  tellers  to  count  the  votes  and  pass  upon  the  eligibility  of  debentures 
to  vote."  3 

The  Tradesmens  National  Bank  &  Trust  Company  of  Philadel- 
phia, holding  $25,000  of  debentures,  had,  prior  to  the  meeting,  pro- 
tested against  the  voting  of  the  $18,795,000  of  debentures  held  by 
I  Southern  Utilities  General  Corporation,  the  subsidiary  of  Eastern 
Utilities  Investing  Corporation.'^^*'  Accordingly,  those  $18,795,000  of 
debentures  were  not  voted,'^^^  but  these  votes  were  not  needed  to 
approve  the  amendment.^^^  The  Tradesmens  National  Bank  &  Trust 
Company  also  protested  against  the  voting  of  any  Eastern  Utilities 
Investing  Corporation  debentures  held  in  the  Associated  Gas  &  Elec- 
tric System. ^-^  The  indenture  provided  that  debentures  held  for 
the  benefit  of  the  issuer  should  be  disqualified  from  voting.  The 
Tradesmens  National  Bank  &  Trust  Company  took  the  position  that 
debentures  held  by  Associated  Gas  and  Electric  Company  and  its 
subsidiary.  Eastern  Utilities  Securities  Corporation,  were  held  for 
the  benefit  of  the  issuer.  Eastern  Utilities  Investing  Corporation, 
because  in  view  of  the  intercorporate  relationship  between  the  three 
"for  the  purposes  of  this  meeting  those  corporations  should  be  con- 
sidered as  one.""*  It  also  took  the  position  that  "The  use  of  [by] 
the  Associated  Gas  and  Electric  Company  and  the  Eastern  Utilities 
Securities  Corporation  of  the  $13,786,000  principal  amount  of  Deben- 
tures held  by  them  to  bring  about  the  adoption  of  the  proposed 
amendments  wnll  constitute  a  breach  of  the  trust  imposed  by  law 
upon  the  majority  Debenture  holders  not  to  use  their  control  to  the 
detriment  of  the  minority  Debenture  holders."  After  considerable 
discussion  at  the  meeting,  the  inspectors  of  the  votes,  appointed  by 
the  trustee,  decided  with  the  aid  of  an  opinion  of  counsel,  who  were 

wid.,  Commission's  Exhibit  No.  3771. 

'"Id.,  at  23859. 

«"  Id.,  at  23859-GO,  23874-5  and  Commission's  Exhibit  No.  3782,  Item  G.  With  reference 
to  the  question  whether  Associated  Gas  and  Electric  Company  was  also  a  subsidiary  of 
Eastern  Utilities  Investing  Corporation,  counsel  for  the  two  companies  admitted  that  Asso- 
ciated Gas  and  Electric  Company  securities  held  by  Eastern  Utilities  Investing  Corporation 
"if  they  become  voting  by  reason  of  a  continuation  of  a  default  in  the  payment  of  dividends 
on  the  Associated  Gas  and  Electric  Company  preferred  stock,  will  aggregate  not  more  than 
8%  of  the  aggregate  shares  now  outstanding,  which,  if  then  outstanding,  will  be  entitled  to 
vote."  However,  he  submitted  a  certificate  verified  by  afiidavit  "certifying  that  Associated 
Gas  and  Electric  Company  is  not  a  subsidiary  of  Eastern  Utilities  Investing  Corporation". 
(Id.,  Commis-sion's  Exhibit  No.  3782.  Item  8,  p.  23.) 

'«  Id.,  at  23859-60. 

'22  In  computing  the  total  vote,  these  .'fl8,795,000  principal  amount  of  debentures  were 
deducted  from  the  total  principal  amount  of  .$35,000,000  to  arrive  at  a  figure  of  .$16,205,000 
as  a  basis  for  determining  the  percentage  of  the  debentures  needed  to  pass  the  amendments. 
(Id.,  Commission's  Exhibit  No.  .3782,  Item  8.) 

'=«  Id.,  at  23880  and  Commission's  Exhibit  No.  3782,  Items  6  and  8. 

"♦  Ibid. 
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also  appointees  of  the  trustee,  that  the  debentures  held  within  the 
^'System"  could  be  votedJ^^ 

Mr.  Cooper  testified :  ^^® 

Q.  Even  tliough  the  Tradesmens  Bank,  a  debenture  holder,  had  protested 
against  the  voting  of  debentures  held  within  the  Associated  System,  isn't  that 
right? 

A.  That  is  correct. 

Q.  And  the  ground  of  the  objection  was  stated  to  be  that  those  debentures 
were  being  held  for  the  benefit  of  Eastern  Utilities  Investing  Corporation,  isn't 
that  right? 

A.  Yes ;  within  the  meaning  as  defined  in  the  indenture. 

Q.  And  the  question  involved  a  consideration  of  a  considerable  amount  of 
evidence  which  was  received  at  the  meeting,  isn't  that  right? 

A.  That  is  correct. 

Q.  And  who  made  the  decision  that  debentures  held  within  the  system  could 
be  voted? 

A.  The  inspectors  of  votes. 

Q.  Which  had  been  selected  by  The  New  York  Trust  Company? 

A.  That  is  correct. 

Q.  Did  the  inspectors  make  that  decision  entirely  as  a  result  of  their  own 
personal  consideration  of  the  evidence? 

A.  Plus  the  opinion  of  counsel.  ' 

Q.  The  opinion  of  what  counsel? 

A.  Mr.  Bailey  and  Mr.  Curran. 

Q.  Mr.  Curran  and  Mr.  Bailey  were  counsel  for  The  New  York  Trust 
Company? 

A.  That  is  correct. 

When  examined  as  to  his  own  personal  opinion  on  whether  these 
debentures  were  disqualified,  Mr.  Cooper,  one  of  the  inspectors  of 
votes,  testified :  ^^^ 

Q.  What  was  your  own  individual  opinion  at  that  time  as  to  whether  the 
Eastern  Utilities  Investing  Corporation  debentures  held  within  the  Associated 
System  were  held  for  the  benefit  of  Eastern  Utilities  Investing  Corporation? 

A.  Aside  from  interpretation  of  the  exact  wording  of  the  trust  indenture 
defining  what  should  be  excluded  and  voted  in  the  meeting,  it  seemed  that 
it  was  all  one  system,  more  or  less. 

The  Tradesmens  National  Bank  &  Trust  Company,  of  course,  did 
not  have  the  benefit  of  an  insider's  knowledge  of  the  affairs  and  records 
of  the  "System,"  nor  the  aid  of  the  trustee  in  developing  the  actual 
situation,  nor  the  benefit  of  an  examination  of  the  books  and  records 
of  Eastern  Utilities  Investing  Corporation  and  affiliated  companies 
to  trace  the  acquisition  of  these  bonds.'^-*    The  Tradesmens  National 

"5  Id.,  at  23880.     Mr.  Stix,  auditor  of  the  "System,"  testifying  in  a  tax  proceeding  in 
support  of  the  issuer's  position  that  it  should  not  be  taxed  for  any  profit  made  in  the  acqui- 
sition by  Eastern  Utilities  Investing  Corporation  of  these  debentures,  strongly  urged  that 
they  had  been  reacquired  from  the  public  by  "System"  companies  beginning  as  early  as 
June  1931,  for  the  purpose  of  retiring  debt  of  Eastern  Utilities  Investing  Corporation  and 
not  as  a  capital  investment.     (Op.  cit.  supra,  note  41,  at  336.) 
™  Op.  cit,  supra,  note  41,  at  23860-1. 
™  Id.,  at  23867. 
"8  Mr.  Cooper  testified  (id.,  at  23877)  : 

Q.  In  order  to  obtain  ample  evidence  to  determine  whether  or  not  the  debentures 
held  within  the  Associated  Gas  &  Electric  Sj'stem  were  held  for  the  benefit  of  Eastern 
Utilities  Investing  Corporation,  or  held  by  or  for  the  benefit  of  a  subsidiary  of  Eastern 
Utilities  Investing  Corporation,  it  would  have  been  necessary,  would  it  not,  to  examine 
various  books  of  account  and  other  records  of  system  companies?  And  to  examine 
witnesses  as  to  the  beneficial  ownership  of  certain  securities?  Isn't  that  right? 
A.  Yes,  sir. 
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Bank  &  Trust  Company  requested,  at  the  meeting,  certain  information 
with  respect  to  these  reacquired  bonds  from  the  attorney  representing- 
the  Associated  System.  Portions  of  these  requests  were  granted  by 
the  "System's"  attorney,  but  the  balance  of  these  requests  were  ruled 
by  the  trustee's  representative  to  be  irrelevant  and  therefore  unavail- 
able to  the  bank.'-9 

The  vote  of  85%  of  the  debentures  entitled  to  vote  was  needed  to 
effect  the  amendments  to  the  indenture  proposed  by  the  management. 
As  a  result  of  the  disqualification  of  the  debentures  held  by  Eastern 
Utilities  Investing  Corporation's  subsidiary,  only  85%  of  the  remain- 
ing $16,205,000  of  debentures  was  required  to  pass  these  amendments. 
Through  voting  of  debentures  held  by  Associated  Gas  and  Electric 
Company  and  its  subsidiary,  Eastern  TJtilities  Securities  Corporation,, 
the  amendments  were  carried  by  a  vote  of  a  fraction  above  85%.  Mr. 
Cooper  testified :  ^^° 

Q.  What  was  the  percentage  of  debentures  voting  for  the  amendment  as. 
compared  with  what  you  consider  the  debentures  entitled  to  vote? 

A.  May  I  give  an  approximation,  or  do  you  want  me  to  figure  it  out? 

Q.  If  you  can  give  a  close  approximation,  yes. 

A.  We  computed  that  $13,774,2.50  principal  amount  constituted  85%  of  those 
entitled  to  vote.  The  actual  vote  in  favor  of  the  resolution  was  $13,803,000 
principal  amount,  or  slightly  in  excess  of  85  percent. 

Q.  So  that  the  amendments  were  barely  carried? 

A.  That  is  true. 

Since  there  was  a  default  under  the  indenture,  the  trustee  w^as  in  a 
position  to  take  affirmative  action  for  the  protection  of  the  minority 
debenture  holders.  Prior  to  the  meeting,  the  trustee  had  the  right  to 
give  notice  of  default  and  proceed  to  enforce  the  indenture.  How- 
ever, the  trustee,  apparently  without  any  independent  investigation 
of  its  own,  chose  to  accept  the  opinion  of  the  bankers  and  of  the  man- 
agement that  the  debenture  holders  would  fare  better  if  their  rights 
were  not  pressed  and  the  compau}^  were  allowed  to  continue  in  busi- 
ness by  being  relieved  of  the  obligation  to  maintain  any  ratio  of 
assets  to  debt. 

Even  though  the  Eastern  Utilities  Investing  Corporation  had 
failed  to  pay  interest  on  its  debentures,  no  investigation  was  made 
by  the  trustee  as  to  the  composition  of  the  portfolio  '^^^  or  the  value 
of  its  assets  or  of  the  condition  of  the  company ;  nor  was  any  attempt 
made  to  place  the  company  into  receivership. 

As  earlj'  as  September  1931,  the  trustee  had  been  put  on  notice  by 
The  Fulton  County  National  Bank  and  Trust  Company  that  the 
Eastern  Utilities  Investing  Corporation  debentures  were  selling  as 
low  as  36."^  Blythe  &  Company,  Inc.,  an  investment  banking  house, 
in  a  letter  to  tlie  trustee  dated  September  30,  1931,  said  that  that  firm 
presumed  from  the  phraseology  of  the  indenture  ^^^  that  the  trustee 
Avould  notify  the  company  in  case  of  any  default  with  respect  to  the 
125%  asset  protection  requirement.    The  letter  specifically  stated  ;7^* 

'20  Id.,  Commission's  Exhibit  No.  3782,  Item  8. 

•'8»  Id.,  at  2.3884-5. 

'"  Id.,  at  23866. 

"2  Ir].,  at  23746. 

™=  Id.,  Commission's  Exliibit  No.  3771,  Part  I. 

'**  Id.,  Commi-ssion's  Exhibit  No.  3782,  Item  23. 
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*  *  *  in  order  to  do  this  [the  trustee]  must  necessarily  keep  informed  con- 
cerning the  current  value  of  the  assets  of  the  company. 

Counsel  for  the  trustee,  however,  held  a  different  view/^^  Again,  on 
December  15,  1931,  in  reply  to  an  inquiry  by  one  Mr.  Space,  the 
trustee  admitted  that  it  did  not  know  the  value  of  assets  of  Eastern 
Utilities  Investing  Corporation;  repeated  its  reference  to  the  com- 
pany's covenant  to  maintain  a  relationship  of  125%  of  total  assets  to 
indebtedness,  and  stated  that  the  trustee  had  referred  Mr.  Space's 
letter  to  the  issuing  company,  Eastern  Utilities  Investing  Corpora- 
tion, for  reply.  Mr,  Space  urged  that  since  the  debenture  holders 
looked  to  the*  trustee  for  protection,  it  would  be  preferable  for  the 
trustee  to  inform  itself  as  to  the  assets  of  the  company  instead  of 
relying  upon  the  certificate  of  the  company.^^*^  Mr.  Cooper 
testified :  ^" 

Q.  If  you  had  followed  the  suggestion  of  Mr.  Space  contained  in  his  letter 
of  December  15,  to  the  effect  that  you  inform  yourself  as  to  the  assets  of 
Eastern  Utilities  Investing  Corporation,  would  you  have  been  surprised  to  have 
found  that  Eastern  Utilities  Investing  Corporation  not  only  did  not  have 
125%  coverage,  but  had  less  than  100%  coverage  as  of  December  31,  1931? 

A.  On  the  basis  of  information  which  we  received  later.  I  would  not  have 
been  surprised. 

Moreover,  in  March  1932,  the  Spokane  Savings  Bank  of  Spokane, 
Washington,  had  requested  of  the  trustee  information  with  respect 
to  statements  contained  in  certificates  due  to  be  filed  with  the  trustee 
April  1,  1932,  because  that  bank  noticed  that  dividends  were  being 
paid  on  the  preferred  stock  of  Eastern  Utilities  Investing  Corpora- 
tion, and  questioned  whether  the  150%  asset  coverage  required  by  the 
indenture  existed. "^^ 

The  firm  of  Haskins  &  Sells  had,  in  the  middle  of  March  1933, 
audited  the  books  of  Eastern  Utilities  Investing  Corporation  for  the 
year  1932  and  had  promptly  submitted  a  report  on  the  result  of  its 
examination  to  the  company,^^^  in  the  form  of  a  proposed  audit 
report  accompanied  b}'^  a  qualified  certificate  pointing  to  the  default 
of  the  debentures.'^*" 

The  Haskins  &  Sells  audit  for  the  year  1932  disclosed :  '*"■ 

At  December  31,  1932,  the  ratio  of  the  company's  assets  to  the  liabilities  was 
less  than  the  minimum  of  125%  of  the  former  to  the  latter  as  required  under 
Section  14  of  Article  III  of  the  indenture  dated  as  of  March  15,  1929,  covering 
the  company's  5%  gold  debentures  due  March  15,  1954.  Failure  to  maintain 
the  prescribed  ratio  of  assets  to  liabilities  constituted  a  default  under  Section 
2  (c)  of  Article  VI  of  the  indenture. 

Because  of  the  probability  that  the  total  assets  of  the  company  were  less  than 
150%  of  the  company's  funded  debt  in  January,  1932,  the  declaration  of  divi- 
dends at  that  time  poss'-bly  violated  Section  13  of  Article  III  of  the  above- 
mentioned  indentui-e.     We  did  not  attempt  to  compute  a  fair  market  value  of 

•'ss  Td.,  at  23747,  2375-3. 

'^Id.,  at  23776-7. 

«7  Id.,  at  23780. 

■'^  Id.,  at  23791-2. 

'38  Id.,  at  25697  and  24289-91. 

'^  Id.,  Commission's  Exhibit  No.  8780-D. 

'"  Ibid. 
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the  securities  then  owned  by  the  company,  but  a  cursory  inspection  of  a  list 
of  !:<ecurities  owned,  as  shown  in  tlie  company's  report  of  January  31,  1932, 
indicates  that  the  total  assets,  including  securities  at  their  fair  market  value, 
were  less  than  150%  of  the  then  outstanding  funded  debt  of  the  company. 

Inclusion  of  these  vital  facts  in  the  auditor's  certificate  was  avoided 
as  the  result  of  the  managenient's  delaj^  in  approving  the  audit 
report  on  the  excuse  that  something  was  being  done  about  the  in- 
dentureJ*-  The  amendments  which  eliminated  the  protective  pro- 
A'isions  of  the  indenture,  were  A'oted,  as  has  been  indicated,  on  June  21, 
1933.  Nine  days  later,  or  three  months  after  the  time  of  its  audit, 
Haskins  &  Sells  issued  their  report. "^^  Thus,  the  audit  report  lay  on 
the  desk  of  the  ''System's''  auditors  from  around  March  or  the  early 
])art  of  April  1933  imtil  June  1933,  and  the  certified  report  of  the 
auditors  was  not  officially  submitted  to  the  management  of  the  com- 
pany until  June  30,  1933.  Moreover,  in  view  of  the  amendments  to 
the  indenture  effected  on  June  21,  1933,  the  accoimtants  chose  to 
include  the  statement  regarding  the  defaidts  and  violation  of  the 
indentiu'e  provision  in  their  letter  transmitting  their  audit  report  to 
the  company,  Mdiich  would  iiot  be  made  public,  rather  than  in  their 
certificate,^**  which  would  be  included  in  the  annual  report  to  security 
holders.     Mr.  Bowman,  partner  of  Haskins  &  Sells,  testified :  '*^ 

Q.  You  knew  when  you  submitted  that  certificate  along  with  your  letter  of 
transmittal,  that  the  letter  of  transmittal  would  not  be  included  in  the  company's 
published  annual  report,  didn't  you? 

A.  We  assumed  that ;  yes. 

A.  *  *  *  That  was  the  reason  we  didn't  put  in  the  certificate,  as  I  stated, 
before  the  default  had  been  cured. 

Q.  Was  a  statement  that  a  default  had  occurred  inserted  as  a  footnote  to  the 
balance  sheet? 

A.  No. 

The  company's  amuial  report  for  the  year  1932  was  issued  on  Septem- 
ber 9,  1933.  This  report,  of  course,  did  not  contain  the  auditor's 
letter  of  transmittal  to  the  company,  which  mentioned  the  default. 
The  annual  report,  however,  did  contain  the  auditor's  certificate  which 
did  not  mention  the  default.  As  a  result,  these  comments  of  the  ac- 
countants with  respect  to  the  default  did  not  appear  in  the  published 
certified  report  for  the  year  1932  and  never  were  transmitted  to  the 
stockholders.^^"  Mr.  BoAvman  claims  they  were  told  the  company 
would  mention  the  default  in  its  report,  but  actually  the  annual  report 
did  not  state  that  any  default  had  taken  place.  Mr.  Bowman 
testified :  '*' 


Q.  Mr.  Bowman,  when  Haskins  &  Sells  had  completed  their  report,  it  was 
<ustomary,  was  it  not,  to  have  a  discussion  with  Mr.  Stix  concerning  that  report 
before  the  final  report  was  submitted? 

A.  In  some  instances  it  was,  and  in  other  instances  a  draft  would  be  left  with 
him,  and  there  might  not  have  been  any  discussion. 


'*2  Id.,  at  24291  and  op.  cit.  supra,  note  46,  at  655. 

'<*  Op.  cit.  supra,  note  6,  at  25697,  and  Commission's  Exhibit  No.  3813. 

'"  Id.,  at  24291-4  and  Commission's  Exhibit  No.  3780-D. 

■'«Id..  at  24294. 

'«Id.,  at  24294-9. 

'"Op.  cit.  supra,  note  46,  at  655-8. 
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Q.  You  remember  the  report  for  the  year  1932  very  clearly,  do  you  not? 

A.  Yes. 

Q.  That  report  was  discussed  with  Mr.  Stix,  the  draft  report,  was  it  not? 

A.  I  doubt  whether  the  report  as  rendered  was  discussed  with  Mr.  Stix. 

Q.  Do  you  remember  with  whom  it  was  discussed? 

A.  I  do  not  iiuow  whether  it  was  discussed  with  anyone.  As  I  remember, 
we  held  the  report  for  some  time  and  then  finally  rendered  it  in  the  form  which 
you  have  there,  and  I  am  not  sure  that  it  was  discussed  with  anyone. 

Q.  Do  you  remember  why  that  report  was  held  up  after  it  was  completed? 

A.  To  the  best  of  my  recollection  there  was  a  question  pending  as  to  the  default 
in  the  indenture. 

Q.  And  do  you  remember  what  that  question  was? 

A.  The  company  had  not  the  coverage  required  in  the  indenture. 

Q.  And  why  would  that  cause  you  to  hold  up  the  report? 

A.  We  felt  that  it  was  necessary  to  say  something  about  it  in  the  report. 

Q.  Could  you  not  have  said  that  without  holding  up  the  report? 

A.  Do  you  mean  "said  it  in  the  report"? 

Q.  Yes. 

A.  It  was  our  custom  to  discuss  the  reports  or  show  the  reports  or  advise  them 
of  any  exceptions  that  we  were  taking  in  the  report. 

Q.  And  you  advised  them  that  you  were  going  to  mention  the  default  under 
the  indenture? 

A.  I  am  pretty  sure  we  gave  some  advice  that  it  would  be  necessary  to  make 
a  statement  about  the  default. 

Q.  And  they  asked  you  to  hold  it  up  after  you  mentioned  that? 

A.  I  believe  we  were  told  that  something  was  being  done  to  cure  the  default. 

Q.  Were  you  told  what  was  being  done? 

A.  No,  I  do  not  think  so.  We  were  told  later  on  that  the  indenture  had 
been  changed. 

Q.  Why  would  you  be  interested  in  holding  up  a  report  that  was  going  to 
mention  a  default  until  after  the  default  had  been  cured? 

A.  We  were  not  interested  in  holding  it  up,  but  ordinarily  we  kept  the 
reports  around  until  the  company  was  ready  to  publish  them  and  use  them. 
They  were  not  pressing  us  for  it  and  the  mutter  was  in  suspense  and  pending 
final  conferences,  and  they  were  just  left  there  until  they  asked  for  them. 

Q.  I  show  you  Government's  Exhibit  M-5,  which  was  the  report  for  the  year 
1932,  and  ask  you  why  you  did  not  mention  the  default  in  the  certificate? 

A.  We  felt  that  the  default  had  been  cured  at  that  time. 

Q.  You  mentioned  the  default  in  the  letter  of  transmittal? 

A.  Yes. 

Q.  You  knew  the  letter  of  transmittal  would  not  be  published,  did  you  not? 

A.  It  is  not  usual  to  publish  a  letter  of  transmittal,  although  it  is  usual 
for  them  to  submit  a  copy  of  the  report,  and  if  the  same  thing  was  mentioned 
in  the  copy  of  the  report,  it  would  not  necessarily  be  mentioned  in  the  copy 
of  the  certificate. 

Q.  Was  the  fact  that  there  had  been  a  default  mentioned  iji  the  report  or 
in  any  place  other  than  the  letter  of  transmittal? 

A.  In  our  report? 

Q.  In  your  report? 

A.  No. 

Q.  So  that  the  only  place  that  you  mentioned  the  default  was  in  the  letter 
of  transmittal  which  you  knew  it  was  not  customary  to  publish,  is  that  right? 

A.  I  knew  it  was  not  customary  to  publish,  but  I  believe  we  knew  that  they 
were  going  to  say  something  about  it  in  the  report. 
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As  has  been  indicated,  the  annual  report  did  not  mention  that  a 
default  had  occurred.  The  annual  letter  of  C.  A.  Dougherty,  then 
president  of  Eastern  Utilities  Investing  Corporation,^^**  which  did 
not  go  out  until  September  1933,  did,  however,  say :  ^^^ 

The  market  value  of  the  investments  was  estimated  to  be  $5,466,378.75  at 
December  31,  1932,  and  $2,881,442.88  at  August  31,  1933.  The  Indenture  under 
which  the  debentures  of  this  Corporation  were  issued  provided,  among  other 
things  that  so  long  as  any  of  the  debentures  are  outstanding,  the  total  assets 
(as  therein  defined,  including  the  fair  value  of  all  securities  owned)  shall  be 
equal  to  at  least  125%  of  the  aggregate  amount  of  all  its  indebtedness.  The 
unprecedented  decline  in  security  values  had  made  it  apparent  that  a  ma- 
terial upturn  in  quoted  values  would  be  necessary  to  avoid  a  default,  which 
would  not  have  been  in  the  best  interests  of  the  debenture  holders.'"" 

Mr.  Bowman  justified  the  action  of  Haskins  &  Sells  in  withholding 
the  report  for  an  appreciable  period  of  time  on  the  ground  that, 
since  the  firm  was  hired  by  the  management,  the  firm  could  not  sub- 
mit the  report  ofRciallj^  until  the  management  had  concurred  in  it.'^^ 
Mr.  Stix,  the  "System's"  auditor,  justified  his  delay  in  permitting 
the  submission  of  an  audit  report,  to  the  accuracy  of  which  he  did  not 
pretend  to  object,  on  the  ground  that  he  had  been  too  busy  "to 
get  around  to  it."  Mr.  Stix  denied  any  implication  that  the  report 
was  deliberatel}"  delayed  to  keep  the  stockholders  in  ignorance  of 
the  condition  of  the  debejitures  pending  the  efforts  of  the  company 
to  amend  the  indenture,  saying,  "I  think  it  was  held  up  because  I 
was  too  busy  to  look  at  it."  ' -^^    However,  Mr.  Bowman  testified :  ''^^ 

Q.  Did  you  submit  the  report  to  the  company  as  promptly  as  it  was  pre- 
pared ? 

A.  We  submitted  a  rough  draft  promptly. 

Q.  Was  the  delay  from  the  submission  of  the  rough  draft  until  the  submis- 
sion of  the  final  certified  audit,  due  to  the  failure  or  refusal  of  the  company's 
management  to  approve  of  the  audit  you  had  siibmitted? 

A.  I  think  it  was  due  to  the  fact  that  they  said  they  were  going  to  do  some- 
thing about  the  indenture. 

Q.  Did  the  amendment  of  the  indenture  lead  Ha.^kins  &  Sells  to  make  any 
change  in  its  certificate  or  its  letter  of  trausmittalV 

A.  If  they  had  not  cured  the  default  we  would  have  mentioned  it  in  the 
certificate. 

The  letter  of  the  president  of  Eastern  Utilities  Investing  Corpora- 
tion and  the  annual  report  for  the  year  1932  ''"^  were  not  transmitted 

'"^  C.  A.  Dougherty,  an  emi)loyee,  was  made  president  to  succeed  H.  C.  Hopson,  at  the 
time  when  Eastern  TUilities  Investing  Corporation  was  definitely  becoming  involved  in 
financial  difficulties  and  in  a  precarious  financial  condition. 

""  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  .3771,  Tart  I. 

'^^  Reference  to  the  other  provisions  eliminated  was  merely  by  paragraph  number  which 
meant  nothing  to  most  debenture  holders  because  they  had  no  copy  of  the  indenture.  The 
trustee,  who  had  only  one  or  two  cojnes  of  the  indenture,  when  i-eijuested  by  debenture 
holders  to  furnish  them  with  copies,  informed  these  holders  that  the  indenture  could  be 
examined  at  its  office  or  would  refer  tliem  to  the  issuing  company. 

'^M)i>.  cit.  supra,  note  6.  at  242N9-90. 

'f>^  Id.,  at  2.5218-9. 

■'S'Id.,  at  24291. 

'^i  Id.,  Commission's  Exhibit  No.  -3771,  Part  I,  annual  i-eport  of  Eastern  Utilities  Invest- 
ing Corporation  for  the  year  1932  containing  letter  of  the  president  of  that  corporation  to 
the  security  holders  dated  September  9,  1933. 
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to  the  security  holders  until  September  9,  1933.  This  letter  created 
the  inference  that  the  amendment  to  the  indenture  was  an  achieve- 
ment entirely  to  the  advantage  of  the  debenture  holder.  The  state- 
ment by  the  president  that  85%  of  the  outstanding  debentures  were 
represented  and  that  only  $25,000  principal  amount  was  voted  against 
the  adoption  of  the  amendment,  although  true,  was  evidently  designed 
to  lull  the  debenture  holders  into  the  belief  that  the  amendment  must 
have  been  approved  by  many  public  holders  and  therefore  must  have 
been  for  the  best  interests  of  all  debenture  holders.'^-'^ 

Moreover,  after  the  indenture  had  been  amended  so  as  to  eliminate 
all  the  j^rotective  provisions,  the  management  of  Eastern  Utilities  In- 
vesting Corporation,  commencing  with  the  year  1933  and  contiiiuing 
thereafter  until  the  company  went  into  reorganization  under^  Section 
T7B  of  the  Bankruptcy  Act  in  October  1936,  failed  to  furnish  their 
security  holders  with  any  balance  sheet,  profit-and-loss  account,  or 
portfolio  list,  despite  the  fact  that  Haskins  &  Sells,  the  company's 
auditors,  had  supplied  audits  to  the  management  for  these  years.'^^*' 

The  advantages  to  the  debenture  holders,  had  their  rights  been  en- 
forced in  Ssptember  1931,  when  an  investigation  would  probably  have 
disclosed  a  default,  or  in  January  1932,  when  a  default  existed,  accord- 
ing to  Haskins  &  S3lls,  are,  of  course,  conjectural.  However,  the  fact 
is  that  the  provisions  which  apparently  were  desigiied  to  protect  the 
debenture  holder  b}'^  giving  him  a  substantial  margin  of  safety  in  a 
declining  market,  were  never  invoked  and  the  Eastern  Utilities  invest- 
ing Corporation  wound  up  in  reorganization  proceedings  under  Sec- 
tion 77B  of  the  Bankruptcy  Act  in  October  1936.  Had  the  trustee 
taken  affirmative  action  on  the  basis  of  the  information  and  Avarnings 
it  received  on  many  occasions  prior  to  April  1933,  or  had  it  ascertained 
the  nature  and  value  of  the  company's  portfolio,  the  interests  of  the 
debenture  holders  might  have  been  protected.  The  margin  of  safety 
of  the  150%  asset  coverage  and  125%  asset  coverage  provisions  might 
not  have  been  so  far  reduced  and  the  position  of  the  debenture  holders 
might  not  have  been  so  hopeless. 

Although  this  77B  proceeding  was  technically  instituted  for  the  reor- 
ganization of  the  company,  in  reality  the  plan  contemplated  liquida- 
tion of  the  company  by  means  of  an  offer  to  remaining  minority 
security  holders  to  exchange  their  securities  for  securities  of  Associated 
Gas  and  Electric  Company.'" 

Illustrative  of  the  helplessness  of  the  small  debenture  holders  was  the 
case  of  a  woman  holder  of  a  $1,000  debenture  of  the  Eastern  Utilities 
Investing  Corporation  who  was  in  complete  ignorance  as  to  the  sig- 
nificance of  all  the  proceedings  for  amendment  of  the  indenture,  and 
yet  who  indicated  that  she  had  a  very  definite  feeling  that  something 
was  amiss.     She  resolved  her  confusion  by  refraining  from  voting.^^^ 

In  contrast,  The  Tradesmens  National  Bank  &  Trust  Company,  of 
Philadelphia,  mindful  of  its  rights  and  refusing  to  accede  without 
vigorous  protest  to  the  actions  of  the  control  interests  at  the  meeting 
of  the  debenture  holders,  during  the  same  year  received  from  Eastern 
Utilities    Investing    Corporation    (or    associates)    $20,000    principal 

^^5  The  proxy  of  Associated  Gas  and  Electric  Company  also  voted  $17,000  principal 
amount  of  debentures  in  the  name  of  six  holders. 

''^  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3771,  Part  IV,  Item  25. 

'^"  Id.,  Commission's  Exhibit  No.  3783. 

'68  Id.,  Commission's  Exhibit  No.  3782,  Item  8. 
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amount  of  Rochester  Gas  &  Electric  Corporation  general  mortgage  5% 
gold  bonds  due  March  1,  1962,  Series  E,  which  were  selling  at  about 
$920  per  $1,000,'''''  in  payment  for  the  bank's  holdings  of  $25,000  of 
debentures  of  Eastern  Utilities  Investhig  Corporation^^"  Based  on 
market  quotations,  The  Tradesmens  National  Bank  &  Trust  Company 
received  a  feond  selling  at  92  when  the  debentures  were  quoted  at 
12i/^-14i/4J''^  At  that  time,  the  exchange  offer  being  made  to  the 
general  public  holders  of  Eastern  Utilities  Investing  Corporation 
debentures  was  of  debentures  of  Associated,  which  sold  three 
months  later,  at  the  year  end,  at  $11  or  $12  for  each  $100  of  principal 
amountJ^^ 

J.  Reacquisition  of  Preferred  and  Other  Stocks  of  Eastern 
Utilities  Investing  Corporation 

Simultaneously  with  its  program  of  acquisition  of  the  Eastern 
Utilities  Investing  Corporation  debentures,  the  Associated  Gas  & 
Electric  System  had  pressed  with  equal  vigor  an  exchange  program 
for  the  capital  stock  securities  of  Eastern  Utilities  Investing  Corpo- 
ration held  by  the  public.  Both  these  programs,  designed  to  elimi- 
nate any  public  interest  in  both  the  debentures  and  the  capital  stock 
of  Eastern  Utilities  Investing  Corporation,  were  not  discontinued 
even  after  Eastern  Utilities  Investing  Corporation  went  into  reor- 
ganization proceedings  under  Section  T7B  of  the  Bankruptcv  Act  in 
October  1936. 

The  techniques  employed  by  the  Associated  Gas  &  Electric  System 
to  induce  hoklers  of  the  securities  of  Eastern  Utilities  Investing  Cor- 
poration to  make  exchanges  is  apparent  from  the  various  circulars 
issued  by  subsidiary  companies,  xllthough  the  protective  features  of 
the  indenture  underlying  the  Eastern  Utilities  Investing  Corporation 
debenture  issue  were  not  enforced  and  were  ultimatel}'  eliminated  by 
amendment,  the  existence  of  these  features  was  utilized  by  the  "Sys- 
tem" to  persuade  the  Eastern  Utilities  Investing  Corporation  capital 
stock  holdei-s  to  switch  these  securities  for  securities  of  other  com- 
panies in  the  "System." 

On  the  one  hand,  the  protective  provisions  contained  in  the  inden- 
ture underlying  the  debentures  were  emphasized  in  the  solicitation  of 
exchanges  of  the  capital  stock  of  Eastern  Utilities  Investing  Corpo- 
ration for  other  securities  of  the  "System."  It  was  stressed  that 
dividend  payments  could  not  be  made  on  these  stocks  because  of  the 
debenture  protective  features  and  their  exchange  for  the  other  securi- 
ties was  urged  on  this  ground.  On  the  other  hand,  the  debenture 
holders  were  urged  to  ehminate  tliese  protective  features  in  order  to 
obviate  liquidation  of  the  company  at  a  time  when  a  market  upturn 
was  ostensibly  anticipated  by  the  management."*^^  As  early  as  No- 
vember 12,  1931,  Associated  Gas  and  Electric  Securities  Company, 

'^  This  was  the  last  sale  price  on  November  18,  1033. 

'*^0p.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3841. 

"^Id.,  Commission's  Exhibit  No.  3824. 

""^Id.,  Commi.ssion's  E.Khibit  No.  377:i.  Items  19  and  38.  See  :ilso  NUl)r!i  and  Commerdti} 
rf  Financial  Chronicle  and  National  Bond  SKinmarii. 

'«3Id.,  Commission's  Exhibit  No.  3772,  Item  39  (letter  dated  May  12,  1933,  to  debenture 
holders). 
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Inc.,  a  subsidiarv  of  Associated  Gas  and  Electric  Company,  in  a  cir- 
cular letter  which  explained  the  protective  provisions  of  the  inden- 
ture securing  the  debenture  issue,  implied  that  the  demoralization  of 
security  markets  imperiled  even  the  debentures :  '  ^* 

Should  the  value  of  the  assets  go  below  125%  of  the  amount  of  the  Deben- 
tures outstanding  an  event  of  default  would  occur  and  the  principal  of  all  the 
Debentures  then  outstanding,  together  with  accrued  and  unpaid  Interest  thereon, 
may  by  the  Trustee  be  declared  to  be  forthwith  due  and  payable. 

When  the  5%  debentures  of  the  Company  were  first  issued,  no  such  depres- 
sion in  the  market  value  of  securities  as  now  exists  was  anticipated  by  anyone 
and  inserting  these  protective  clauses  in  the  Indenture  materially  improved  the 
price  at  which  they  could  be  sold:  at  the  present  time  their  presence  in  the 
Indenture  makes  it  unlikely,  unless  there  is  a  radical  improvement  in  security 
values,  that  further  cash  dividends  can  be  declared  for  some  time. 

In  view  of  the  complete  demoralization  of  security  markets,  we  consider  this 
an  undesirable  situation  and  urge  that  holders  of  preferred  stock  of  Eastern 
Utilities  Investing  Corporation  give  serious  consideration  to  the  offers  made 
below. 

It  has,  therefore,  been  decided  to  offer  the  holders  of  Prior  Preferred  stock  of 
Eastern  Utilities  Investing  Corporation,  the  privilege  of  exchange  their  holdings 
and  for  each  share  received,  either — 

(a)  $100  principal  amount  of  Associated  Gas  and  Electric  Company  5%  con- 
vertible Certificates  (convertible  at  the  option  of  the  Company  into  one  share 
of  its  $5  Dividend  Preferred  Stock),  or 

(b)  $50  principal  amount  of  Gold  Debenture  Bonds,  Consolidated  Refunding 
41/^%  Series  due  1058,  of  Associated  Gas  and  Electric  Company  and  $50  principal 
amount  of  its  5%  Convertible  Certificates. 

On  May  31,  1932,  the  holders  of  prior  preferred  stock  of  Eastern 
Utilities  Investinc;  Corporation  were  offered  for  each  share  of  this 
stock  either  (a)  $100  principal  amount  Associated  Gas  and  Electric 
Company  5%  convertible  obligations  of  1932;  or  (b)  one  share  of 
Associated  Gas  and  Electric  Company  $5  Dividend  Series  preferred 
stock  into  which  the  5%  convertible  obligations  of  1932  were  con- 
vertible at  the  option  of  the  company.'*'® 

The  General  Finance  Corporation  on  September  26,  1932,  offered 
$100  principal  amount  of  Associated  Gas  and  Electric  Company  5% 
convertible  obligations  Series  A  for  each  share  of  the  Eastern  Util- 
ities Investing  Corporation  $5  prior  preferred  stock.  The  letter  con- 
taining this  oftVr  stated :  ''^^ 

At  the  present  time  interest  on  the  Associated  Gas  and  Electric  Company  5% 
convertible  obligations,  Series  A,  is  being  paid  in  cash. 

The  letter  then  proceeded  to  point  out  that  cash  dividends  on  Eastern 
Utilities  Investing  Corporation  $5  preferred  stock  had  been  discon- 
tinued; and  that  by  reason  of  the  protective  provisions  of  the  inden- 
ture underlying  the  debentures,  little  likelihood  existed  that  dividends 
could  be  resumed  for  a  considerable  period  of  time. 

The  efficacy  of  the  provisions  in  the  indenture  was  assumed  and 
emphasized  in  order  to  induce  exchanges  of  the  securities  which  were 
junior  to  the  debentures;  while  these  same  provisions  in  the  indenture 

'«■*  Id.,  Commission's  Exhibit  No.  3772,  Item  40. 
'«=  Ibid. 
'«« Ibid. 
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never  were  giA^en  their  intended  effect  and  ultimately  were  completely 
eliminated  by  Associated  Gas  and  Electric  Company  through  amend- 
ment to  the  indenture. 

On  December  9,  1932,  The  General  Finance  Corporation  announced 
the  proximity  of  the  termination  date  of  its  offers  to  the  holders  of 
preferred  and  preference  stocks  of  Eastern  Utilities  Investing  Cor- 
poration, stating :  ^"^ 

The  desirability  of  excliaiiging  a  stock  such  as  that  now  held  by  you,  upon 
which  dividends  are  not  being  paid  currently  and  cannot  be  paid  by  reason  of 
indenture  restrictions,  until  there  has  been  a  complete  change  upwards  of  the 
marliet  value  of  all  securities,  for  a  security  upon  which  interest  is  still  being 
regularly  paid  (although  its  continuity  cannot  of  course  be  unqualifiedly  guar- 
anteed in  view  of  the  present  state  of  business),  would  appear  to  be  obvious. 

The  exchange  which  has  been  offered  is,  we  believe,  a  fair  one,  and  the  period 
of  time  in  which  it  has  been  open  has  given  all  stockholders  ample  opportunity 
to  take  advantage  of  it.  Those  who  still  intend  to  accept  the  ofEer  should  do  so 
immediately,  as  the  remaining  time  is  short. 

On  June  23,  1933,  two  days  after  the  vote  amending  the  indenture, 
The  General  Finance  Corporation,  in  offering  New  England  Gas  and 
Electric  Association  $5.50  dividend  Series  Preferred  Shares  in  ex- 
change for  the  prior  preferred  stock  of  Eastern  Utilities  Investing 
Corporation  on  a  share-for-share  basis,  depicted  the  financial  condition 
of  Eastern  Utilities  Investing  Corporation  in  the  following  lan- 
guage :  ^'^^ 

As  you  undoubtedly  know.  Eastern  Utilities  Investing  Corporation  did  not  meet 
the  interest  payment  due  March  15,  1933,  on  its  5%  Gold  Debentures  due  1954. 
It  is  over  a  year  since  dividends  have  been  paid  on  its  Prior  Preferred  Stock. 
In  view  of  the  existing  default  under  the  Indenture  securing  the  debentures  of 
Eastern  Utilities  Investing  Corporation,  there  is  a  possibility  of  a  foreclosure  and 
liquidation  of  the  Company,  which  we  believe  would  not  prove  to  be  advan- 
tageous to  the  interests  of  its  security  holders. 

This  offer  disclosed  the  debentures  were  in  default,  although  Has- 
kins  &  Sells  justified  their  omission  of  reference  to  a  default  from 
their  certificates  on  the  ground  the  default  had  been  cured.'*'^  The 
amendment  had  prevented  enforcement  of  the  default  under  the  asset 
coverage  provisions.  That  default  had  existed  during  1932,  the  year 
to  which  the  audit  applied.  But  though  the  audit  report  for  1932 
was  not  finally  submitted  until  June  30,  1933,  and  the  annual  report 
of  the  company  was  not  published  until  September  9,  1933,  neither 
mentioned  the  fact  that  the  de])entures  were  in  default  for  nonpayment 
of  interest  on  Marcli  15.  1933,"'*^  except  that  the  president's  letter  of 
September  9,  accomj)anying  the  annual  report  referred  to  nonpayment 
of  interest  in  the  following  words :  "^ 

The  discontinuance  of  cash  interest  on  the  Associated  Gas  and  Electric  Com- 
pany Convertible  Obligations  held  by  the  Corporation  was  the  principal  cause  of 
the  failure  to  provide  for  the  payment  of  interest  due  March  15,  19:!3,  on  the 
debentures  of  this  Corporation. 


'""  Ibid. 
'^s  Ibid. 
"^s  Op.  cit.  supra,  note  46,  at  6.55-8. 


""Op.  cit.  supra,  note  6,  Commission's  Exhibits  No.  3771,  Part  I,  and  No.  3780-D. 
"^  Id.,  Commission's  Exhibit  No.  3771,  Part  I. 
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Resumption  of  dividends  was  held  out  by  The  General  Finance 
Corporation  as  an  inducement  to  accept  the  exchange :  ^' - 

The  exchange  of  shares  tendered  will  be  effected  without  adjustment  of 
dividends  so  that  those  making  the  exchange  will  be  entitled  to  the  accrued 
dividends  on  the  New  England  Gas  and  Electric  Association  Preferred  Shares, 
without  charge. 

By  July  25,  1933,"3  "less  than  1/2  of  1%  of  the  total  amount  of  the 
$5  Prior  Preferred  Stock  of  Eastern  Utilities  Investing  Corporation 
originally  issued"  was  still  outstanding  in  the  hands  of  the  general 
public  and  The  General  Finance  Corporation  again  extended  the 
time  for  acceptance  of  its  original  offer. 

On  May  31,  1934,  that  same  offer  was  further  extended  to  June  20, 
1934,  when  it  was  to  expire.  However,  on  July  27,  1934,  The  General 
Finance  Corporation  stated :  "* 

Less  than  2/lOths  of  1%  of  the  original  amount  of  the  $5  Prior  Preferred  Stock 
of  Eastern  Utilities  Investing  Corporation,  owned  by  only  26  holders,  is  stiU 
outstanding  in  the  hands  of  the  general  public  *  *  *.  In  liquidation  of  the 
Corporation,  your  stock  would  undoubtedly  be  of  no  value. 

Again  pointing  out  that  New  England  Gas  and  Electric  Associa- 
tion $5.50  Dividend  Series  Preferred  Shares  have  regularly  paid 
their  dividends  in  cash.  The  General  Finance  Corporation  stated: 

We  hope  you  will  appreciate  that  in  again  bringing  this  offer  to  your  atten- 
tion we  are  actuated  more  by  the  desire  that  the  small  remaining  holders  who 
have  not  yet  acted  shall  not  be  discriminated  against  as  compared  with  the 
great  number  who  have,  than  we  are  by  anj'  desire  on  our  part  to  acquire  their 
stock.  The  few  remaining  shares  outstanding  have  little  or  no  value,  even 
from  a  nuisance  standpoint.  Liquidation  of  the  corporation  is  undoubtedly  de- 
sirable and  entirely  practicable  regardless  of  whether  or  not  the  remaining  shares 
of  its  stock  are  exchanged. 

On  August  21,  1934,  the  public  held  only  small  interests  in  each 
of  the  classes  of  securities  issued  by  Eastern  Utilities  Investing 
Corporation :  "^ 

Percent  in  the 

hands  of  the 

Security :  general  public 

.$7    preferred 0.9 

$6   preferred 0. 1 

$5  prior  preferred 0. 1 

Participating   preference 0. 1 

5%  debentures  due  1954 3.9 

Class  A  common  stock 6.  7 

The  General  Finance  Corporation,  in  an  attempt  to  clean  up  these 
small  outside  holdings,  in  a  letter  dated  August  21,  1934,  stated  to 
the  holders  of  prior  preferred  stock  of  Eastern  Utilities  Investing 
Corporation :  ^^® 

772  Id.,  Commissiou's  Exhibit  No.  3772.  Item  40. 

™  Ibid. 

"*  Ibid. 

"5  Ibid,  (and  also  Item  44). 

"« Ibid. 
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There  is  no  question  but  that  the  stock  offered  to  you  in  exchange  has  a 
value  and  a  good  marl^et  and  the  offer  is,  therefore,  entirely  out  of  line  as 
compared  to  your  security,  yet  we  hesitate  to  definitely  cut  off  the  opportunity 
for  you  to  make  this  advantageous  exchange,  namely  Nev\^  England  Gas  and 
Electric  Association  $5.50  Dividend  Series  Preferred  Shares  on  a  share-for-share 
basis,  until  we  are  sure  that  the  few  remaining  holders  are  thoroughly  familiar 
with  the  situation. 

In  the  same  letter,  The  General  Finance  Corporation  blamed  the 
drop  in  the  asset  value  coverage  of  the  debentures  from  about  $2^200 
to  $70  entirely  on  the  depression  and  other  conditions,  saying : 

When  Eastern  Utilities  Investing  Corporation  sold  its  5%  Debentures  due 
1954,  a  few  months  before  the  break  in  the  market  in  1929,  the  prospects  for  the 
future  of  investment  companies  were  very  favorable.  This  was  especially  true 
of  investment  companies  whose  portfolios  were  concentrated  in  public-utility 
equity  securities  which  were  so  popular  at  that  time.  What  has  happened  since 
then  to  all  investments  is  familiar  to  you.  The  unprecedented  decline  in  all 
security  values  has  been  due  to  a  world-wide  depression  which  could  not  be 
foreseen  and  which  has  drastically  curtailed  earnings  applicable  to  equity 
securities.  In  addition  to  these  universal  conditions,  the  public-utility  industry 
in   the 'United    States   has   faced   increased    taxes,    governmental    competition, 

decreased  rates,  and  more  recently  higher  operating  costs,  due  to  N.  R.  A. 
^  *****  * 

The  result  of  the  adverse  business  and  economic  forces,  briefly  referred  to 
above,  has  brought  about  a  decline  in  the  value  of  the  securities  now  owned 
by  the  Corporation  so  that  its  debentures  now  have  an  asset  value  of  scarcely 
$70  per  $1,000  debenture. 

The  General  Finance  Corporation  then  emphasized  the  fact  that 
there  was  no  equity  left  for  the  preferred,  preference,  and  common 
stocks  of  the  Eastern  Utilities  Investing  Corporation,  and  stated :  "^ 

You  might  well  ask  why  we  are  willing  to  give  you  a  much  better  security  in 
exchange  for  the  one  which  you  hold.  The  answer  is  that  the  amount  already 
invested  in  this  situation  by  afliliated  interests  is  now  so  large  that  there  is  no 
alternative  left  for  them  but  to  remain  with  it  in  order  to  work  out  the  liquida- 
tion of  the  corporation.  They  hope  the  cost  of  voluntary  liquidation  in  this 
manner  will  be  less  than  forced  liquidation  through  court  procedure,  and,  of 
course,  the  liquidation  of  this  corporation  will  materially  assist  in  simplifying  the 
remaining  complexity  in  the  Associated  System. 

There  is,  of  course,  some  possibility  that  the  portfolio  of  the  Corporation  may 
again  become  of  value.  This,  however,  is  not  only  dependent  upon  the  general 
course  of  business,  but  what  we  think  is  even  more  important,  a  reversal  of 
business  sentiment  toward  the  utility  industry  and  also  the  ability  of  Associated 
Gas  and  Electric  Company  (whose  junior  securities  constitute  a  principal  part  of 
the  portfolio)  to  withstand  the  effect  of  these  disadvantageous  influences  pending 
a  general  change  in  the  political  attitude  toward  the  industry.  Obviously,  the 
value  of  the  securities  in  the  investment  portfolio  of  Eastern  Utilities  Investing 
Corporation  is  such  a  small  portion  of  the  face  amount  of  its  debentures  that  its 
junior  securities  *  *  *  have  no  present  value,  and  the  only  value  which  wo 
might  proi>erly  assign  to  them  is  the  amount  which  may  result  from  the  saving 
of  large  expenses  which  perhaps  otherwise  may  have  to  be  incurred  in  connection 
with  the  liquidation  of  the  Corporation. 

^  Ibid. 
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K.  Institution  of  77B  Proceedings  in  Bankruptcy 

Eastern  Utilities  Investing  Corporation,  on  October  14,  1936,  filed 
with  the  Federal  Court  in  Delaware  a  voluntary  petition  in  bankruptcy 
under  Section  77B  of  the  Bankruptcy  Act.  Attached  to  this  petition 
was  a  plan  of  reorganization  already  accepted  by  Associated  Gas  and 
Electric  Company  and  one  of  its  subsidiaries  as  the  holders  of  a  major- 
ity of  each  class  of  securities  issued  by  the  petitioning  debtor.  Eastern 
Utilities  Investing  Corporation.  All  of  the  voting  stock  of  Eastern 
Utilities  Investing  Corporation  was  held  by  Associated  Gas  and  Elec- 
tric Company.  Briefly,  the  plan  of  reorganization  and  the  amended 
plan  which  was  later  confirmed  provided  for  the  transfer  of  all  the 
debtors'  assets  to  Associated  Gas  and  Electric  Company  and  in  consid- 
eration therefor  the  issuance  of  Associated  Gas  and  Electric  Company 
securities  to  the  security  holders  of  Eastern  Utilities  Investing  Cor- 
poration, the  debtor.'^" 

Mr.  Stix,  general  auditor  for  the  Associated  System  and  formerly 
comptroller  of  Eastern  Utilities  Investing  Corporation,  claimed  that 
Eastern  Utilities  Investing  Corporation  was  put  into  77B  proceedings 
in  order  to  compel  its  remaining  public  security  holders  to  es^change 
their  securities  for  Associated  Gas  and  Electric  Company  securities  as 
most  of  the  others  had  done  pursuant  to  the  program  of  exchange  offers 
sponsored  by  Associated  Gas  and  Electric  Company.^^^ 

At  the  time  of  the  filing  of  the  petition  the  officers  and  directors  of 
Eastern  Utilities  Investing  Corporation  consisted  of  three  individuals 
employed  in  routine  capacities  by  the  Associated  System  and  who  re- 
ported to  the  head  of  Associated's  general  office  in  Wilmington,  Dela- 
ware. These  individuals  continued  to  perform  their  usual  duties  for 
the  Associated  System  and,  as  S.  C.  Stackhouse,  the  individual  who 
was  designated  president  and  a  director,  expressed  it,  were  only  "to 
sit  on  the  assets"  ^^°  of  Eastern  Utilities  Investing  Corporation.  Mr. 
Stackhouse,  who  had  been  designated  a  director  on  January  2,  1936, 
and  president  on  March  13,  1936,  was  not  familiar  with  the  history 
of  the  company's  investments.^®^  However,  he  did  nothing  more 
than  to  ascertain  that  Eastern  Utilities  Investing  Corporation  was 
inactive  and  in  process  of  liquidation  and  to  ask  Mr.  Stix  for  in- 
structions with  respect  to  the  company ."^^  Mr.  Stix  suggested  that 
he  consult  with  Mr.  Lepine,  of  the  law  firm  of  Travis,  Brown- 
back  &  Paxson,'^^^  whom  the  president  of  Eastern  Utilities  In- 
vesting Corporation  knew  to  be  counsel  for  the  Associated  Gas  & 
Electric  System.'^^*  The  president  did  not  in  anywise  participate  in 
the  formulation  of  the  plan  of  reorganization  except  to  check  the 
printer's  proofs  thereof  for  typographical  errors  and  to  return  them 
either  to  Mr.  Lepine  or  to  the  Associated's  NeAv  York  office,  where  he 
assumed  that  the  plan  had  been  drafted.  He  did  not  know  who 
worked  out  the  plan.     He  stated  that  he  was  not  experienced  in  finan- 

"s  Id.,  at  26274  and  Commission's  Exhibits  Nos.  3783  and  3784. 

'''"'Op.  cit.  supra,  note  41,  at  403. 

■'soOp.  cit.  supra,  note  46.  at  235. 

^M-  Id.,  at  223,  225-6. 

'82  Id.,  at  235,  261. 

fss  Id.,  at  247. 

■'s*  Ibid. 
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cial  affairs  or  corporate  reoroanizatioiis,  but  he  was  familiar  with 
securities  of  the  Associated  System,  liaving  been  "next  door  to  the 
accounting  department  for  thirteen  or  fourteen  years."  ^^-^ 

The  plan  was  approved  by  the  board  of  directors  of  Eastern  Utili- 
ties Investing  Corporation,  entirely  composed  of  these  three  employees 
of  the  Associated  S3"stem,  and  was  recommended  to  the  security 
holders. 

The  New  York  Trust  Company,  the  trustee,  was  not  permitted  to 
participate  in  the  77B  proceedings.  In  October  1936,  Messrs.  Miller, 
Owen,  Otis  &  Bailly  had  resigned  as  counsel  for  the  New  York  Trust 
Company,  trustee,  because  of  the  possible  conflict  arising  out  of  their 
representation,  as  co-counsel,  subsequent  to  1933,  of  the  Associated 
Gas  and  Electric  Company  in  reorganization  proceedings  under  Sec- 
tion 77B  of  the  Bankruptcy  Act.'^^*^  On  the  advice  of  its  new  counsel, 
Messrs.  Humes,  Buck,  Smith,  and  Stowell,  the  trustee  endeavored  to 
obtain  permission  of  the  Court  to  intervene  in  the  77B  proceedings  of 
Eastern  Utilities  Investing  Corporation  and  to  file  objections  and 
comments  on  the  plan  of  reorganization  submitted  by  the  manage- 
ment.    However,  the  permission  in  each  case  was  denied  by  the  Court. 

The  counsel  who  appeared  for  Eastern  Utilities  Investing  Corpo- 
ration in  the  bankruptcy  proceedings,  as  well  as  at  the  public 
examination  before  this  Commission,  were  the  usual  counsel  of  the 
Associated  Gas  &  Electric  System,'^^^  The  plan  provided  for  the 
payment  of  counsel  fees  by  Associated  Gas  and  Electric  Company, 
although  the  president  of  Eastern  Utilities  Investing  Corporation  did 
not  know  who  inserted  that  provision  in  the  plan.'^®^  When  the  De- 
partment of  Justice  of  the  United  States  Government,  on  behalf  of 
the  Internal  Revenue  Bureau,  requested  the  Court  to  appoint  a 
trustee  for  Eastern  Utilities  Investing  Corporation  on  the  ground 
that  the  Associated  management  had  depleted  the  assets  of  Eastern 
Utilities  Investing  Corporation  and  that  an  independent  trustee 
would  vigorously  investigate  this  depletion,  the  counsel  for  Eastern 
Utilities  Investing  Corporation,  who  were  also  counsel  for  the  Asso- 
ciated System,  denied  that  there  had  Ijeen  such  abuses  and  objected  to 
the  appoinment  of  a  trust ee.^*^  The  president  of  Eastern  Utilities 
Investing  Corporation  was  present  at  the  hearing  when  these  charges 
and  denials  were  made.  But,  although  he  did  not  know  whether  they 
were  true  or  false,  he  accepted  the  advice  of  the  aforementioned 
counsel  and  permitted  them  to  oppose  the  appointment  of  the  trustee. 
He  stated  that  "he  did  not  recall  how  it  came  about"  that  they  op- 
posed the  appointment  of  a  trustee. ■^''*°  He  knew  that  counsel  for  the 
company  of  which  he  was  president  also  represented  the  Associated 
System  and  that  the  charges  of  misfeasance  were  being  made  against 
the  Associated  System.  Mr.  Burroughs  and  Mr.  Stix  were  two  of 
the  individuals  in  the  Associated  management  who  had  been  charged 
with  particii)ation  in  the  perpetration  of  the  abuses.  How^ever,  the 
y)resident  accepted  the  advice  of  these  individuals  and  that  of  counsel 

■'85  Id.,  at  297. 

^Id.,  Commission's  Exhibit  3782,  Item  106. 

wid.,  at  247. 

'**  Op.  cit.  supra,  note  6,  Commi.ssion's  Exhibit  No.  378.S. 

'*»  Op.  cit.  supra,  note  46,  at  245. 

'»«Id.,  at  241. 
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who  acted  for  the  Associated  Gas  &  Electric  System  as  well  as  for 
Eastern  Utilities  Investing  Corporation,  and  stated  that  there  seemed 
to  be  no  need  to  investigate  the  truth  of  the  charges. ''^^  The  president 
admitted  that  he  was  personally  too  mifamiliar  with  the  financial 
history  of  Eastern  Utilities  Investing  Corporation  to  have  an  opinion 
as  to  the  validity  or  falsity  of  the  chargesJ^^ 

R.  T.  Webster,  secretary,  treasurer,  and  one  of  the  three  directors 
of  Eastern  Utilities  Investing  Corporation,  stated  that  although  he 
had  known  for  many  months  of  the  charges  made  in  the  Government's 
petition,  he  approved  the  opposition  to  an  investigation  of  these 
charges.    Mr.  Webster  testified :  ^^^ 

Q.  You  have  been  in  favor  of  opposing  any  investigation  into  the  charges  made 
by  the  Government  in  its  petition  of  January  10,  1988 ;  is  that  right? 
A.  That  is  right. 

Mr.  Webster  did  not  know  whether  the  Govermnent's  charges  were 
baseless  and  made  no  examination  of  the  company's  books  to  ascertain 
their  accuracy.  He  did  not  know  whether  he  ever  discussed  the 
charges  with  Mr.  Stackhouse,  the  president,  or  with  any  other  per- 
son,'^^*  but  he  opposed  the  investigation  because  of  his  contact  with 
Mr.  Stackhouse,  who  had  "consulted  with  counsel"  (Messrs.  Travis;- 
Brownback  &  Paxson).  Mr.  Stix,  and  other  members  of  the  Associated 
organizations.^^^  Mr.  Webster  stated  he  was  not  interested  in  having 
the  company  enforce  any  cause  of  action  which  might  be  contained 
in  the  Government's  petition.^^^  He  knew  that  the  debtor's  counsel 
were  also  counsel  for  the  Associated  System,  but  he  did  not  think  that 
there  was  any  conflict  of  interest  between  the  debtor  and  the  Asso- 
ciated Gas  &  Electric  System.'^^^ 

Nevertheless,  despite  this  opposition,  the  United  States  District 
Court  for  the  District  of  Delaware  appointed  a  trustee  for  Eastern 
Utilities  Investing  Corporation  and  later,  upon  petition  of  the  United 
States  Attorney  for  the  District  of  Delaware,  alleging — 

*  *  *  that  an  investigation  *  *  *  reveals  what  are  believed  to  be  valid 
claims  and  causes  of  action  which,  if  successfully  prosecuted,  would  result  in 
the  recovery  of  additional  assets  of  substantial  value  for  the  estate  of  [Eastern 
Utilities  Investing  Corporation], 

ordered  an — 

examination  pursuant  to  Section  21  (a)  of  the  Bankruptcy  Act,  as  amended, 
concerning  the  acts,  conduct,  or  property  of  the  debtor    *     *     *.■"* 

Such  examinations  were  held  ''^^  and  were  still  pending  in  July  1939, 
when  the  Associated  Gas  &  Electric  System  agreed  to  settle  the  con- 
troversy over  its  federal  income  taxes,  including  those  of  East-ern 

•'w  Id.,  at  271  and  273. 

™a  Id.,  at  272. 

''ss  Id.,  at  409. 

■"•^  Id.,  at  413. 

^9=  Id.,  at  410,  413. 

'»« Id.,  at  414. 

■""  Id.,  at  385. 

™s  Eastern  Utilities  Investing  Corporation,  Appellants,  v.  United  States  of  America, 
Appellees,  United  States  Circuit  Court  of  Appeals  for  the  Third  Circuit,  March  term,  1938 
(transcript  of  record  on  appeal  from  the  District  Court  of  the  United  States  for  the 
District  of  Delaware). 

■^3  See  note  46,  supra. 
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Utilities  Investing  Corporation.    A  stipulation  was  signed  withdraw- 
ing the  tax  claims.*"'^ 

And  on  August  3, 1939,  Judge  John  P.  Shields  signed  a  final  decree 
in  the  aforementioned  proceedings  under  Section  77B  of  the  Bank- 
ruptcy Act,  directing  the  consummation  of  the  amended  plan  of 
i-eorganization.  The  amended  plan  provides  that  the  various  securi- 
ties of  Eastern  Utilities  Investing  Corporation  be  exchanged  for  secu- 
rities of  Associated  Gas  and  Electric  Company  and  that  legal  and 
trustee  fees  be  paid.*°^  In  view  of  the  closing  of  the  estate,  the  ex- 
aminations under  Section  21A  of  the  Bankruptcy  Act,  into  the  conduct 
(if  those  in  control  of  Eastern  Utilities  luA^esting  Corporation,  closed. 


L.  Investors'  Experience 

The  debentures  of  Eastern  Utilities  Investing  Corporation  in  the 
principal  amount  of  $35,000,000  were  offered  to  the  public  at  a  price  of 
■98  in  March  1929.  On  this  basis  the  public  invested  $33,385,660  of 
cash  in  the  $34,067,000  principal  amount  of  debentures  which  had  been 
reacquired  by  the  Associated  Gas  &  Electric  System  as  at  December 
31,  1935.^°^  In  return  for  these  debentures  which  the  public  relin- 
quished, the  "System"  gave  cash  of  $987,362  and  securities  having  a 
market  value  of  $8,281,093  as  at  December  31, 1935,  or  a  total  consider- 
ation of  $9,268,455  ^^^  based  on  market  prices  at  that  date.     Conse- 

^^  In  the  matter  of  Eastern  Utilities  Investing  Corporation,  debtor,  No.  1247,  in  Bank- 
ruptcy, in  the  United  States  District  Court  for  tlie  District  of  Delaware.  (Op.  cit.  supra, 
note  46.)  One  tax  claim,  that  for  the  year  1926,  was  secured  by  a  cash  deposit  pending 
disposition.  (Ibid.,  and  Wall  Street  Journal,  August  4,  1939.)  Under  the  decree,  Thomas 
F.  Bayard,  Trustee  in  the  Bankruptcy  Proceedings,  is  to  receive  a  fee  of  $10,000;  Joseph 
M.  Hartfleld,  counsel  for  said  trustee,  is  to  receive  $25,000 ;  and  $15,000  is  to  be  paid 
Richardson,  Layton  &  Finger,  local  attorneys  who  appeared  for  EaS|tern  Utilities  Investing 
Corporation  in  the  proceedings. 

*oi  On  January  10,  1940,  within  6  months  of  the  decree  directing  consummation  of  the 
plan  of  reorganization  whereby  the  security  holder  of  the  investment  company  received 
securities  of  Associated  Gas  and  Electric  Company  in  exchange,  the  latter  company  in 
turn  filed  a  petition  in  bankruptcy  in  the  United  S,tates  District  Court  for  the  Northern 
District  of  New  York. 

*«*  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  19.  These  figures  include 
$131,000  principal  amount  reacquired  directly  by  Eastern  Utilities  Investing  Corporation 
in  exchange  for  portfolio  securities. 

'^  Securities  and  cash  received  in  exchange  : 


As  at  Dec.  31, 1935 

Principal 
amount 

Market 
price 

Market 
value 

Cash  ..- - ... 

$987, 362 

Associated  Gas  &  Electric  Co.  4i^'s  of  1949 

$16,  716, 000 

9, 143, 100 

4, 924. 000 

10, 000 

530,  000 

114,000 

20,000 

20, 000 

16,000 

27!^ 
28 
20 
28 
5 
61 
76 

105^4 
26 

4,  596, 900 

Associated  Gas  &  Electric  Co.  iy/s  of  1958 

2,  560, 068 

Associated  Gas  &  Electric  Co.  4's  of  1983       

984, 800 

Associated  Gas  &  Electric  Co.  4!.'/s  of  1948... . 

2,800 

Associated  Gas  &  Electric  Co.  5%conv.  obligations 

26,500 

Utilities  Power  &  Light  Corporation  5%  debentures  due  1969. .  - 
New  England  Gas  &  Electric  Association  5's  1947  .          ..     

69,  540 
15,200 

Rochester  Gas  &  Electric  Corporation  5's  1962 

21, 125 

Associated  Gas  &  Electric  4%  inc.  deb.  1983  . 

4,160 

Total 

9, 268,  465 

Source:  Op.  cit.  supra,  note  6,  Commission's  Exhibit  No.  3772,  Item  19;  market  prices  from  The 
New  York  Times,  Commercial  &  Financial  Chronicle,  and  National  Bond  Summary. 
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quently  the  public  investors  in  Eastern  Utilities  Investing  Corpora- 
tion debentures,  who  exchanged  them  pursuant  to  offers  made  by  the 
"System,"  had  by  the  end  of  1935  suffered  a  loss  of  $24,117,205,  or  over 
72%  of  their  original  investment  in  the  debentures. 

At  the  end  of  1935,  $933,000  principal  amount  of  Eastern  Utilities 
Investing  Corporation  debentures  were  still  in  the  hands  of  the 
public.  On  the  basis  of  the  public  offering  price  of  98,  the  sum  of 
$914,340  in  cash  had  been  paid  by  the  public  for  these  debentures 
which  had  a  value  of  $345,210  based  on  a  bid  price  of  37  at  the  end 
of  1935.^°*  Thus  the  investors  who  kept  their  Eastern  Utilities  In- 
vesting Corporation  debentures  lost  $569,130,  or  62%  of  their  original 
investment,  exclusive  of  their  loss  of  interest  subsequent  to  October 
15,  1932. 

To  show  the  effect  of  the  dealings  between  Eastern  Utilities  In- 
vesting Corporation  and  the  "System,"  it  is  significant  to  note  that 
when  the  debentures  were  sold  in  March  1929,  the  assets  were  claimed 
to  be  more  than  $2,200  per  $1,000  debenture,«°^  and  that  on  May  12, 
1933,  the  assets  were  indicated  to  be  only  $85  per  $1,000  debenture,' 
a  drop  of  96%  in  four  years. 

80*  Bid  price  as  of  January  24,  1936,  quoted  in  National  Corporation  Bond  Summary. 
8<»  Commission's  Exhibit  No.  3771,  Part  1. 
SO"  Commission's  Exliibit  No.  3772,  Item  39. 
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Appendix  A 

REFERENCES    TO    NEWSPAPER    EDITORIALS    CONCERNING    INVEST- 
MENT TRUSTS  AND  INVESTMENT  COMPANIES 

The  following-  are  references  to  some  of  the  editorials  concerning^ 
investment  trusts  and  investment  companies  published  in  newspapers 
in  various  sections  of  the  country  during  the  course  of  the  study  and 
investigation  by  the  Commission.  -References  to  news  items  have  not 
been  included. 


California 

Fresno : 

Bee,  August  13,  1936. 

Bee,  November  25,  1936. 
Sacramento : 

Bee,  July  31,  1936. 

Bee,  August  18,  1936. 
San  Francisco:  News,  January  7,  1937. 

Colorado 

Colorado  Springs:  Gazette,  August  18. 
1936. 

Connecticut 

Danbury : 

News,  August  19,  1986. 
News-Times,  August  7,  1936. 
Hartford :  Courant,  August  18,  1936. 

District  of  Columbia 

News,  November  9,  1935. 
News,  September  19,  1936. 
News,  October  20,  1936. 
News,  December  29,  1936. 
News,  April  3,  1937. 
News,  April  20,  1937. 
Post,  August  2,  1936. 
Post,  December  19,  1936. 
Post,  June  9,  1938. 
Post,  September  25,  1938. 

Florida 
Miami:   Herald,  October  14,   1938. 

Idaho 
Lewiston  :  Tribune,  August  20,  1936. 

Indiana 

Indianapolis:  Star,  August  5,  1936. 
South  Bend :  Tribune,  August  19,  1936. 

Iowa 

Sioux  City  :  Tribune,  November  19,  1936. 


Kentucky 

Louisville:    Courier   Journal,    July   31. 
1936. 

Louisiana 
Shreveport:  Times,  August  19,  1936. 

Maryland 

Baltimore:    Evening    Sun,    August   13^ 

1936. 
Hagerstown:  Mail,  October  26,  1936. 

Massachusetts 

Boston  :  Christian  Science  Monitor,  Julv 
30,  1936. 

Michigan 

Kalamazoo :  Gazette,  August  14,  1936. 
Saginaw :  News,  August  12,  1936. 

Missouri 
St.  Louis: 

Post-Dispatch,  August  8,  1936. 
Post-Dispatch,  August  13,  1936. 
Post-Dispatch,  August  21,  1936. 
Post-Dispatch,  January  4,  1937. 
Times,  September  8,  1936. 

Montana 

Great  Falls: 

Tribune,  August  7,  1936. 

Tribune,  August  9,  1936. 

Tribune,  June  5,  1938. 
Helena : 

Independent,  August  15,  1936. 

Independent,  November  5,  1936. 

New  Jersey 

Camden  :  Courier,  November  12,  1936. 
Newark : 

News,  July  22,  1936. 

News,  November  13,  1936. 
Trenton  :  Gazette.  December  4,  1936. 
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New  Mexico  Ohio 

Albuquerque:  Journal,  August  10,  1936,    Columbus:  Citizen.  September  19,  1936. 

Dayton :  News,  June  3,  1938. 


Ueio  York 


Oregon 


Buffalo : 

Courier  Express,  July  28,  1936.  Portland :  Oregonian,  August  15,  1936. 

Courier  Express,  August  18,  1936. 
Elmira :     Star-Gazette,    November    13,  Pennsylvania 

1936. 

New  York  •  Altooua :  June  4,  1938. 

Evening  Post,  January  23,  1936.  Chester :  Times,  August  20,  1936. 

Evening  Post,  November  12,  1936.  Easton:  Express,  August  21,  1936. 

Evening  Post,  November  13,  1936.  Philadelphia: 

Journal  of  Commerce,  January  22,  Bulletin,  January  11,  1937. 

293g  Inquirer,  November  26,  1936. 

Journal  of  Commerce,  July  28,  1936.  Record,  January  27,  1936. 

Journal   of   Commerce,   October   1, 

293g  South  Carolina 

Journal  of  Commerce,  December  26,    Qj-eenville ' 

Jomjal    of    Commerce,    June    10,  ^J^JJ  '^Zl^f,' ^%q^ 

Journal  of  Commerce,  February  2,  Texas 

Times,  July  30,  1938.  bi  Paso :  Times,  December  6,  1936. 

Times,  September  23,  1938.  p^j^.^  Worth : 

Wall  Street  Journal,  September  18,  press,  November  9,  1935. 

1936.  Star  Telegram,  July  30,  1936. 
Wall   Street  Journal,   January  11,  g^^r  Telegram,  August  19,  1936. 

1937.  Houston:  Press.  October  20,  1936. 
Wall   Street   Journal,    October   22, 

1938.  Washington 
Wall  Street  Journal,  September  23, 

1938.  Spokane :     Spokesman-Review,    August 

World-Telegram.  November  11, 1935.       19,  1936. 

Syracuse :  Post-Standard,  July  29,  1936.  Wis-consin 

Troy :  Times  Record,  July  24,  1936.  ^  ^         ^  ^       ^^      *         ^  .« 

Green  Bay:  Press  Gazette,  August  15, 

North  Carolina  1936. 

Milwaukee : 
Raleigh :   News   and   Observer,   August  Journal.  November  25,  1936. 

17.  1936.  Journal,  December  1,  1936. 
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Appendix  C 

LIST  OF  PREFERRED  SUBSCRIBERS  TO  STOCK  OF  PETROLEUM  COR- 
PORATION OF  AMERICA  AT  LESS  THAN  THE  OFFERING  PRICE 


Name  of  purchaser 

Principal  business  association 
of  purchaser  * 

Relation  to 

Petroleum 

Corporation 

Number 

of 
shares 

George  Armsby 

Blair  &  Co.,  Inc_  __       

Director 

5  000 

Jules  Bache 

J.  S.  Bache  &  Co 

do 

5  000 

R.  K.  Ballard 

Director,  Blair  &  Co.,  Inc 

None 

600 

Georges  Benard_  _ 

do 

do. 

1,  000 

Harry  Bronner 

W.  Frank  Carter 

Blair  &  Co.,  Inc_ 

Director 

5  000 

Carter,  Jones  &  Turney 

do 

1,000 

T.  L.  Chadbourne 

Chadbourne,     Stanchfield     & 
Levy. 

do 

5,000 

E.  H.  Clark,  Jr 

Vice   president,    Blair  &  Co., 

Inc. 
Chairman,   Pittsburgh   Screw 

None 

500 

Wm.  G.  Costin 

Director 

15,  000 

&  Bolt  Co. 

Ruloff  E.  Cutten. 

E.  F.  Hutton  &  Co 

.      .do. 

5,  000 

A.  H.  Diebold 

President,  Drug,  Inc 

do 

5,  000 

Garretson  Dulin    _    __ 

Hunter,  Dulin  &  Co 

do 

2,  000 

Fred  Ecker. 

Vice  president,   Metropolitan 
Life  Insurance   Co. 

5  000 

Henry  W.  Farnum 

Farnum,  Winter  &  Co 

Director 

5,000 

F.  F.  Florence 

Vice  president,  Republic  Na- 
tional Bank,  Dallas,  Tex. 

do 

5,000 

J.  Grant  Forbes 

Director,  Blair  &  Co.,  Inc 

None 

1,000 

P.  A.  S.  Franklin 

President,  International  Mer- 
cantile Marine  Co. 

Director 

5,000 

Halstead  G.  Freeman. 

President,     Chase    Securities 
Corporation. 

do 

5,000 

T.  M.  Girdler 

President,  Jones  &  Laughlin 
Steel  Corporation. 

do 

1,000 

P.  G.  Gossler 

President,    Columbia   Gas    & 
Electric  Corporation. 

do 

5,000 

Joshua  Green 

Chairman,    Peoples    Bank    & 
Trust  Co.,  Seattle,  Wash. 

do 

5,000 

John  C.  Grier,  Jr 

President,    Guardian    Detroit 

Co. 
Vice    president.    Fort    Worth 

do 

5,000 

R.  E.  Harding 

do 

1,  .500 

National  Bank. 

F.  T.  Haskell 

Director,    Illinois    Merchants 
Trust  Co. 

do 

1,000 

E.  F.  Hayes 

Director,  Blair  &  Co.,  Inc 

None 

1,000 

Louis  W.  Hill 

Chairman,     Great     Northern 
Ry.  Co. 

Director 

5,000 

E.  F.  Hutton 

Chairman,  Postum  Co.,  Inc.. 

do 

5,000 

W.  R.  Johnston 

Vice  president,   Blair  &  Co., 
Inc. 

None 

500 

"jAt  time  of  purchase. 
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LIST  OF  PREFERRED  SUBSCRIBERS  TO  STOCK  OF  PETROLEUM  COR- 
PORATION OF  AMERICA  AT  LESS  THAN  THE  OFFERING  PRICE— 
Continued 


Name  of  purchaser 


Jones    &    Laughlin. 

Steel  Corporation. 
G.  Lewis 

G.  N.  Lindsay 

Auther  W.  Loasby 

Henry  Lockhart,  Jr... 
John  G.  Lonsdale 

Walter  S.  McLucas.. 

J.  H.  Markham,  Jr 

Hunter  S.  Marston 

Jean  Mennet 

Chas.  A.  Munroe 


Jansen  Noyes 

Henry  C.  Olcott,  Jr. 

P.  H.  O'Neil 

E.  S.  H.  Pendergrast. 
T.  W.  Phillips,  Jr-_. 

E.  A.  Pierce 

Alonzo  Potter 

Geo.  F.  Rand 


Earl  H.  Reynolds. 
H.  H.  Rogers 


L.  P.  Sheldon. 
T.  G.  Smith.  _ 


Arnold  G.  StifeL 
C.  I.  Stralem__. 
E.  R.  Tinker.  __ 
Geo.  W.  Treat-. 
Nion  R.  Tucker. 
Elisha  Walker.. 
Geo.  Walker 


James  O.  Willson. 


Principal  business  association 
of  purchaser 


Director,  Blair  &  Co.,  Inc 

do 

President,     Equitable     Trust 

Co.,  New  York. 

Director,  Blair  &  Co. ,  Inc 

President,   National  Bank  of 

Commerce,  St.  Louis. 
Chairman,    Commerce    Trust 

Co.,  Kansas  City,  Mo. 
Capitalist 


Blair  &  Co.,  Inc 

Director,  Blair  &  Co.,  Inc 

President,   Northern  Utilities 
Co. 

Hamphill,  Noyes  Co 

Director,  Blair  &  Co.,  Inc 

Capitalist,  Los  Angeles 

Director,  Blair  &  Co.,  Inc 

Capitalist 

E.  A.  Pierce  &  Co 

Director,  Blair  &  Co.,  Inc 

President,   Marine  Trust  Co. 

of  Buffalo. 
President,    Peoples    Trust    & 

Savings  Bank  of  Chicago. 
President,  Exchange  National 
Bank,  Tulsa,  Okla. 

Director,  Blair  &  Co.,  Inc 

Vice  president,  Central  Union 
Trust  Co.,  New  York. 

Stifel,  Nicolaus  &  Co.,  Inc 

Hallgarten  &  Co 

Capitalist,  New  York 

E.  H.  Rollins  &  Sons 

Bond  &  Goodwin  &  Tucker 

President,  Blair  &  Co.,  Inc 

Chairman,     Executive    Com- 
mittee,   Citizens    National 
Trust  &  Savings  Bank,  Los 
Angeles. 
James  C.  Willson  &  Co 


Relation  to 

Petroleum 

Corporation 


None. 


do.. 

do__ 

Director. 

None 

Director. 


do 

President  and 
director. 

Director 

None 

Director 


do.. 

None 

Director . 

None 

Director. 
do.. 


None 

Director. 


do 


do 


None 

Director. 


.do. 
.do. 


.do- 


.do_ 
.do. 
.do. 
.do. 


.do. 


Number 

of 
shares 


5,000 

5,000 

500 

5,  000 

5,000 
3,000 

5,  000 

5,000 

3,000 

500 

5,000 

5,000 
500 

5,  000 
500 

5,000 

2,000 
500 

5,  000 

5,000 

5,000 

1,000 
5,000 

5,000 
5,000 
5,  000 
1,000 
5,000 
5,  000 
2,000 


5,000 


Appendix  D 

DISTRIBUTION  OF  PROFITS  TO  THE  PARTICIPANTS  IN  THE  PRAIRIE 

SYNDICATE 


A.  M.  Andrews 

Bancamerica-Blair  Corporation 

Chase  Securities  Corporation 

Continental  National  Corporation 

Arthur  W.  Cutten 

Equitable  Trust  Co.  of  New  York 

Famoth  Corporation 

Haygart  Corporation 

Haystone  Corporation 

L.  W.  Hill 

C.  O.  Kalman 

Arthur  Reynolds 

Shermar  Corporation 

Harry  F.  Sinclair 

The  Tray  win  Corporation 


Participa- 
tion in  group 
(percent) 


1 
21.75 
14.  50 
4 
21.  75 
2 

1.75 
.50 
.50 

.  50 

1 

7.25 

21.75 

1.75 


Amount  re- 
ceived 


$57,  500.  00 

1,  250,  625.  00 

833,  750.  00 

230,  000.  00 

1,  250,  625.  00 

115,000.00 

100,  625.  00 

28,  750.  00 

28,  750.  00 

28,  750.  00 

57,  500.  00 

416,  875.  00 

1,  250,  625.  00 

100,  625.  00 


785 


Appendix  E 

INTERLOCKING  DIRECTORS:  BANCAMERICA-BLAIR  CORPORATION, 
SINCLAIR  CONSOLIDATED  OIL  CORPORATION  AND  PETROLEUM 
CORPORATION  OF  AMERICA 

Elisha  Walker Bancamerica-Blair President,  1929. 

Chairman,  1930,  1931. 

Petroleum  Corporation Chairman  of  Board,  1929,  1930, 

1931,  1932. 
Board  of  Directors,   1929,   1930. 
1931,  1932. 
Sinclair  Consolidated  Oil.  Board  of  Directors,   1929,   1930, 

1931,  1932. 

Prairie  Oil  &  Gas Board  of  Directors,  1931. 

Hunter  Marston Bancamerica-Blair Vice  president,  1929,  1930. 

President,  1930,  1931. 
Board  of  Directors,   1929,   1930, 
1931. 

Petroleum  Corporation Board  of  Directors,   1929,  1930, 

1931,  1932. 

Sinclair Board  of  Directors,  1932,   1933. 

Prairie  Oil  &  Gas Board  of  Directors,  1931. 

George    Armsby Bancamerica-Blair President,  1932. 

Vice  president,  1929,  1930,  1931. 
Board  of  Directors,  1929,  1930, 
1931. 

Petroleum  Corporation Board  of   Directors,  1929,   1930, 

1931,  1932,  1933. 
E.  R.  Tinker Bancamerica-Blair Chairman    of    Executive    Com- 
mittee, 1930,  1931. 
Board  of  Directors,  1930,  1931. 

Petroleum  Corporation Board  of  Directors,   1929,   1930, 

1931,  1932,  1933. 

Sinclair Board  of  Directors,   1929,   1930, 

1931,  1932,  1933. 

Prairie  Pipe Board  of  Directors,  1931. 

Harry  Bronner Bancamerica-Blair Board  of  Directors,   1930,   1931. 

Petroleum  Corporation Board  of  Directors,   1929,   1930, 

1931,  1932. 

A.  W.  Cutten Petroleum  Corporation Board  of  Directors,   1929,   1930, 

1931. 

Sinclair Board  of  Directors,   1929,   1930, 

1931,  1932. 

E,  W.  Sinclair Petroleum  Corporation Board  of  Directors,  1933. 

Sinclair President,  1929,  1930,  1931. 

Chairman    of     Financial     Com- 
mittee, 1932,  1933. 
Board  of  Directors,   1929,   1930, 
1931,  1932,  1933. 
786 
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INTERLOCKING  DIRECTORS:  BANCAMERICA-BLAIR  CORPORATION, 
SINCLAIR  CONSOLIDATED  OIL  CORPORATION  AND  PETROLEUM 
CORPORATION  OF  AMERICA— Continued 

John  Markhaxn Petroleum  Corporation. ._  President,  1929,  1930,  1931,  1932, 

1933. 
Board  of  Directors,   1929,   1930, 
1931,  1932,  1933. 

Sinclair Board  of  Directors,  1932. 

Prairie  Oil  &  Gas Board  of  Directors,  1931. 

Prairie  Pipe Board  of  Directors,   1930,   1931. 

Henry     Lockhart,     Bancamerica-Blair Board  of  Directors,   1930,   1931. 

Jr. 

Prairie  Pipe. Board  of  Directors,  1931. 

H.H.Rogers Petroleum  Corporation...  Board  of  Directors,   1929,   1930, 

1931,  1932,  1933. 

Sinclair.. Board  of  Directors,   1929,   1930, 

1931,  1932,  1933. 

R.  E.  Cutten Petroleum  Corporation.. _   Board  of  Directors,   1929,   1930, 

1931,  1932,  1933. 
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Appendix  G 

BRIEF  DESCRIPTION  OF  ORGANIZATION  AND  CONTROL 
OF  THE  ASSOCIATED  GAS  &  ELECTRIC  SYSTEM 

ORGANIZATION  AND  CONTROL  OF  ASSOCIATED  GAS  AND  ELECTRIC 

COMPANY 

Associated  Gas  and  Electric  Company  was  incorporated  under  the 
laws  of  the  State  of  New  York  on  March  19,  1906,  with  three  sub- 
scribers to  its  capital  stock,  Messrs.  Treman,  Summers,  and  Morris, 
all  of  Ithaca,  New  York.  These  individuals  transferred  to  the  Asso- 
ciated Gas  and  Electric  Company  control  of  certain  gas  and  electric 
companies  located  chiefly  in  the  central  part  of  New  York  State  in 
consideration  for  the  issuance  to  these  individuals  of  $1,200,000  of  the 
capital  securities  of  Associated  Gas  and  Electric  Company.^ 

Associated  Gas  and  Electric  Company  was  controlled  until  March 
1922  by  J.  G.  White  &  Company,  Inc.,  and  Montgomery  Clothier  & 
Tyler  (later  Montgomery  &  Company),  Philadelphia  bankers,  the 
majority  of  the  control  stock  being  held  by  J.  G.  White  &  Company, 
Inc.^ 

J.  I.  Mange,  who  was  an  electrical  engineer  employed  by  Mr.  White, 
president  of  J.  G.  White  &  Company,  Inc.,  became  vice  president  of 
J.  G.  White  Management  Corporation ;  ^  and  in  1912  Mr.  Mange 
became  vice  president  and  general  manager  of  Associated  Gas  and 
Electric  Company.*  H.  C.  Hopson,  who  had  had  experience  with 
regulatory  agencies  in  Washington,  D.  C,  and  Wisconsin,  was  head 
of  the  Capitalization  Division  of  the  New  York  Public  Service  Com- 
mission in  1913  when  he  met  Mr.  Mange.  The  New  York  Public 
Service  Commission  had  jurisdiction  over  the  utility  companies  which 
Mr.  Mange  was  then  operating;  and,  as  Mr.  Mange  described  it,  "I 
had  to  go  before  him  (Mr.  Hopson)  for  a  lot  of  things  that  I 
needed."  ^ 

Mr.  Hopson,  who  was  an  accountant  and  lawyer  with  what  Mr, 
Mange  describes  as  "special  qualifications  in  the  field  of  finance,"  left 
the  employ  of  New  York  Public  Service  Commission  in  1915  or  1916 
and  opened  an  office  to  handle  "Commission  matters,"  "rate  matters," 
"tax  matters,  and  so  on."  Mr.  Mange  promptly  employed  Mr.  Hop- 
son's  services.^ 

^Report  of  the  Federal  Trade  Commission  Report  on  Utility  Corporations,  1932  (Senate 
Doc.  No.  92,  70th  Cong.),  Part  45,  pp.  992-4. 

2  Id.,  at  995. 

s  In  the  Matter  of  Associated  Oas  and  Electric  Corporation  File  2-3024-5,  an  Investiga- 
tion under  Section  8  (e)  of  the  Securities  Act  of  1933,  before  the  Securities  and  Exchange 
Commission,  pp.  329-367. 

*  Id.,  at  330-1. 

6  Id.,  at  363-71,  407. 

« Id.,  at  363-71. 
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ACQUISITION   OF    CONTROL   OF   ASSOCIATED    GAS   AND    ELECTRIC 
COMPANY  BY  HOPSON  AND  MANGE 

111  March  1922,  J.  I.  Mange  and  H.  C.  Hopson,  "on  a  fifty-fifty 
basis,"  bought  control  of  Associated  Gas  and  Electric  Company  ^  with 
funds  which  they  borrowed  from  New  York  banks  without  any  col- 
lateral. Hopson  and  Mange  repaid  these  loans  several  years  later. 
Hopson  and  Mange  became  directors  of  Associated  Gas  and  Electric 
Company  on  March  14,  1922.  Mr.  Mange  also  became  president  of 
the  company  and  continued  to  direct  its  operations,  although  for  a 
number  of  years  he  retained  his  vice  presidency  of  J.  G.  White 
Management  Corporation.  Mr.  Hopson  also  became  treasurer  of  the 
Associated  Gas  and  Electric  Company  and  continued  to  supervise  all 
the  company's  financial,  rate,  legal,  and  tax  matters  as  he  had  pre- 
viously done.® 

Mr.  Mange  testified  as  follows  concerning  Mr.  Hopson's  duties  after 
he  became  treasurer :  ® 

Q.  What  did  he  do? 

******* 

A.  Well,  he  didn't  do  anything  that  lie  wasn't  doing  already.  He  was  handling 
the  financial  end  of  the  Associated  at  that  time,  and  the  rate  end. 

Q.  He  was  already  handling  it? 

A.  We  had  the  same  kind  of  an  arrangement  with  him  that  we  have  now,  and 
he  has  been  for  years  working  with  me  on  it. 

Q.  You  mean  that  he  is  still  today  acting  as  financial 

A.  Exactly  as  he  was  then, 

Q.  Financial  consultant  on  the  Associated  Gas  and  Electric? 

A.  And  tax  consultant. 

Q.  Accounting  and  financial  and  taxes? 

A.  Yes,  sir. 

******* 

Q.  And  you  continued  to  direct  the  operating  and  management  affairs  of  the 
company? 

A.  Yes,  sir. 

Q.  And  Mr.  Hopson,  his  duties  were  what? 

A.  He  become  the  treasurer,  and  handled  all  financial  matters,  and  rate  and 
legal  matters,  and  tax  matters. 

Q.  And  he  continued  as  an  officer  of  the  company,  up  through  to  when? 

A.  He  continued  as  treasurer,  and  then  he  became  vice  president  and  treasurer, 
about  five  years  ago  he  resigned  as  an  officer  of  the  company,  and  a  director. 

Q.  What  position  does  he  occupy  now,  in  relation  to  the  Associated  Gas  and 
Electric  Company? 

A.  He  doesn't  occupy  any  except  as  an  employee. 

Q.  As  an  employee? 

A.  He  still  controls  or  still  does  the  tax  matters  and  the  rate  matters,  and  such 
other  matters  concerning  those  things. 


'  Id.,  at  995-6,  and  Hearings  before  the  Committee  on  Interstate  and  Foreign  Commerce, 
House  of  Representatives,  In  re :  Public  Utility  Holding  Companies  (H.  R.  5423,  74th 
Cong.).  Part  2,  pp.  1473-6. 

*Ibid.,  and  Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  Part  45, 
p.  996. 

^  In  the  matter  of  Associated  Gas  and  Electric  Corporation  before  the  Securities  and 
Exchange  Commission,  op.  cit.  supra,  note  3.  at  367-8,  371. 
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Q.  He  is  an  employee  of  the  Associated  Gas  and  Electric  Company? 
A.  Of  all  of  the  companies ;  of  the  System. 

Q.  And  essentially  he  performs  the  same  duties  that  he  has  in  the  past? 
A.  Always  the  same. 

COST  AND  METHOD  OF  ACQUIRING  CONTROL 

Although  Associated  Gas  and  Electric  Company  had  total  assets  at 
the  time  of  approximately  $4,600,000,  Messrs.  Hopson  and  Mange  were 
able  to  purchase  control  of  the  company  with  $298,318.19  of  borrowed 
money.^°  Mr.  Hopson  and  Mr.  Mange  used  two  companies  which  they 
organized.  Associated  Utilities  Corporation  and  Public  Utility  Invest- 
ing Corporation,  to  effect  the  transaction  of  acquiring  control  of  As- 
sociated Gas  and  Electric  Company.  Associated  Utilities  Corpora- 
tion in  March  1922  acquired,  principally  from  J.  G.  White  &  Company, 
Inc.,  of  New  York  and  Montgomery  &  Company  of  Philadelphia,  5,979 
shares  of  the  $100  par  common  stock  of  Associated  Gas  and  Electric 
Company  (the  company's  only  voting  stock)  for  $292,060  or  about  $48 
a  share.  As  part  of  the  transaction,  Associated  Utilities  Corporation 
apparently  borrowed  at  least  $71,748  from  Public  Utility  Investing 
Corporation,  which  apparently  had  borrowed  these  funds  from  banks. 
This  transaction  gave  Hopson  and  Mange  control  of  Associated  Gas 
and  Electric  Company. ^^  Subsequently  they  acquired,  through  a  third 
company  which  they  organized  (Associated  Securities  Corporation) 
the  remaining  21  shares  of  outstanding  common  stock  for  $6,258.19  in- 
cluding expenses.^- 

However,  for  some  reason,  Messrs.  Hopson  and  Mange  did  not  con- 
tinue to  hold  their  control  of  Associated  Gas  and  Electric  Company 
through  Associated  Utilities  Corporation  but  had  the  control  stock 
transferred  to  Associated  Securities  Corporation  which  they  formed 
in  November  1922.  Messrs.  Hopson  and  Mange  paid  into  Associated 
Securities  Corporation  $1,000  in  cash  and  received  therefor  ten  shares 
of  the  capital  stock  of  that  corporation.  In  addition,  they  turned  over 
to  Associated  Securities  Corporation  an  option  to  buy  from  Asso- 
ciated Utilities  Corporation  its  holdings  of  5,979  shares  of  common 
stock  of  Associated  Gas  and  Electric  Company  at  $12.50  per  share. 
For  this  option.  Associated  Securities  Corporation  issued  to  Mr.  Hop- 
son  and  Mr.  Mange  990  shares  of  no-par  common  stock  with  a  stated 
value  of  $99,000.  The  option  was  set  up  as  an  asset  on  the  books  of 
Associated  Securities  Corporation  at  $99,000  as  part  of  the  cost  of  the 
Associated  Gas  and  Electric  Company  common  stock  which  it  subse- 

^"  utility  Hearings  before  the  Committee  on  Interstate  and  Foreign  Commerce,  op.  cit. 
supra,  note  7,  pp.  1473  and  1475.  See  also  Report  of  tlie  Federal  Trade  Commission  on 
Utility  Corporations,  Part  45,  p.  1458.  But  compare  7>!  the  Matter  of  Associated  Gas  and 
Electric  Corporation,  before  the  Securities  and  Exchange  Commission,  op.  cit.  supra,  note  3, 
at  437,  where  in  1937  Mr.  Mange  testified  : 

******* 

Q.  How  much  of  that  amount  did  you  put  up,  out  of  your  own  pocket,  aad  how 
much  did  you  borrow? 

A.  I  couldn't  tell  you  that  now. 
"  Utility  Hearings  before  the  Committee  on  Interstate  and  Foreign  Commerce,   op.   cit. 
supra,  note  7,  p.  1474. 

"  Ibid.  See  also  Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  Part  45, 
p.  1000. 
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qiiently  acquired  through  the  exercise  of  the  option.  Associated 
Securities  Corporation  had  borrowed  $71,748  from  Public  Utilit}^ 
Investing  Corporation  for  the  purpose  of  exercising  the  option.  As 
has  been  indicated,  Associated  Securities  Corporation  also  acquired 
the  remaining  outstanding  21  shares  of  Associated  Gas  and  Electric 
Company  common  stock,  paying  therefor  $6,258.19,  including 
expenses. 

CONTROL  HELD  THROUGH  TRUSTS 

In  this  manner,  Messrs.  Hopson  and  Mange  placed  the  control  of 
Associated  Gas  and  Electric  Company  ^^  in  Associated  Securities 
Corporatioii.  Control  of  Associated  Securities  Corporation  in  turn 
was  then  placed  in  Associated  Gas  &  Electric  Properties  " — a  Massa- 
chusetts trust — which  Hopson  and  Mange  had  formed  June  1,  1924, 
under  the  name  of  Associated  Gas  and  Electric  Companies.  The  sum 
of  $10,000  and  the  entire  1,000  shares  of  common  stock  of  Associated 
Securities  Corporation  were  transferred  to  Associated  Gas  &  Electric 
Properties  which  carried  these  1,000  shares  of  Associated  Securities 
Corporation  common  stock  on  its  iDOoks  at  $90,000.  The  total  capitali- 
zation of  Associated  Gas  &  Electric  Properties  was  therefore  $100,000, 
for  which  two  equal  shares  of  beneficial  interest  in  the  Trust  were 
issued — one  to  Hopson  and  one  to  Mange. ^^  As  a  consequence,  Messrs. 
Hopson  and  Mange,  with  an  investment  of  $298,318.19,  controlled 
Associated  Gas  &  Electric  Properties,  which  controlled  Associated 
Securities  Corporation,  which  in  turn  controlled  the  entire  Associated 
Gas  &  Electric  System,  with  total  assets  at  that  time  of  approxi- 
mately $4,600,000.  The  return  which  Associated  Gas  &  Electric  Prop- 
erties received  on  this  investment  was  comparatively  large  and  was 
sufficient  to  pay  back  within  several  years  the  entire  amount  of  the 
initial  investment. ^"^ 

The  beneficial  ownership  of  Mr.  Mange's  share  of  the  Massachu- 
setts trust.  Associated  Gas  &  Electric  Properties,  was  placed  in  his 
and  his  wife's  personal  holding  company.  Managing  and  Investing, 
Incorporated,  all  the  stock  of  which  has  been  held  and  owned  by  his 
wife  and  children.^^ 


13  After  June  1925,  Associated  Gas  and  Electric  Company  controlled  Eastern  Utilities 
Investing  Corporation.  See  Report  of  Federal  Trade  Commission  on  Utility  Corporations, 
Part  45,  and  Public  Examination,  Eastern  Utilities  Investing  Corporation,  at  23279. 

"  Public  Examination,  Eastern  Utilities  Investing  Corporation,  at  23279,  23321. 

1^  Utility  Hearings  before  the  Committee  on  Interstate  and  Foreign  Commerce,  op.  cit. 
supra,  note  7,  pp.  1474—5.  See  also  Report  of  tbe  Federal  Trade  Commission  on  Utility 
Corporations,  Part  45,  pp.  995-1005. 

"Id.,  at  1475. 

"  See  infra,  and  In  the  Matter  of  Associated  Oas  and  Electric  Corporation  before  the 
Securities  and  Exchange  Commission,  op.  cit.  supra,  note  3,  at  372-6  (Mr.  Mange  on  the 
witness  stand)  : 

Mr.  Travis  (Counsel  for  Associated  Gas  and  Electric  Corporation.  I  will  read 
this  statement,  Mr.  Mange,  which  was  prepared  in  my  office,  and  then  you  can 
state  whether  or  not  it  is  correct  [reading]  :  "Managing  and  Investing,  Incor- 
porated, is  a  Delaware  corporation  which  owns  various  securities  of  other  corpora- 
tions. Prior  to  February  10,  1934,  all  of  the  stock  of  Managing  and  Investing. 
Incorporated,  was  owned  by  Lydia  P.  Mange,  who  died  on  that  date,  a  resident  of 
Nassau  County,  New  York.  The  decedent.  Lydia  P.  Mange,  left  a  will  bequeathing 
her  entire  residuary  estate  to  John  I.  Mange.  By  an  instrument  in  writing  duly 
executed,  filed,  and  recorded.  John  I.  Mange  renounced  the  residuary  legacy  unaer  the 
decedent's  will.  There  resulted  an  intestacy  as  to  the  residuary  estate  of  the  decedent, 
and  this  was  distributable,  under  the  laws  of  the  State  of  New  York,  one-third  to 
John   I.  Mange  as  surviving  spouse,  and  two-thirds  to  the  surviving  children  of  the 
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So,  too,  the  beneficial  interest  in  Mr.  Hopson's  sliare  of  Associated 
Gas  &  Electric  Properties  has  been  placed  in  his  family.^^ 

However,  Daniel  H.  Starch,  Hopson's  brother-in-law,  stated  that 
the  purpose  of  Associated  Gas  &  Electric  Properties  was  to  have  the 

decedent.  There  were  four  children  so  surviving,  Winthrop  B.,  Emerson  W.,  John  P., 
and  Lydia.  John  I.  Mange  assigned  to  Oak  Ridge  Farms,  Inc.,  his  one-third  distribu- 
tive share  of  the  residuary  estate  in  payment  of  an  antecedent  indebtedness.  This 
assignment  vs^as  made  by  an  instrument  in  writing  duly  filed  and  recorded.  After 
debts  and  taxes  of  the  estate  were  paid,  the  estate  was  distributed. 

"Each  of  the  four  children  received  328  shares  of  stock  of  Managing  and  Investing, 
Incorporated,  and  the  outstanding  balance  of  58  shares,  together  with  various  other 
assets  of  the  estate,  were  received  by  Oak  Kidge  Farms,  Inc.,  the  assignee  of  John  I. 
Mange.  Oak  Ridge  Farms,  Inc..  transferred  the  58  shares  of  Managing  and  Invest- 
ing, Incorporated,  together  with  various  other  property,  to  Managing  and  Investing, 
Incorporated,  in  payment  on  account  of  indebtedness  owing  to  the  latter.  All  of  the 
outstanding  stock  of  Managing  and  Investing,  Incorporated,  was  thereupon  owned 
by  the  four  surviving  children  of  Lydia  P.  Mange,  deceased. 

■  "By  deed  of  trust  dated  October  31,  1936,  Winthrop  E.  Mange,  Emerson  W.  Mange, 
John  P.  Mange,  and  Lydia  Mange  Parent,  the  surviving  children,  transferred  their 
stock  of  Managing  and  Investing,  Incorporated,  to  Winthrop  E.  Mange,  as  trustee  ; 
and  Winthrop  E.  Mange,  as  trustee,  is  now  and  has  been,  ever  since  the  making  of 
the  trust,  the  sole  stockholder  of  Managing  and  Investing,  Incorporated.  Helen 
Deniston  Mange  is  the  life  beneficiary  of  the  trust,  and  on  her  death  the  trust  estate 

"The  one-half  beneficial  interest  in  Trustees  Under  Declaration  of  Trust  Dated  June 
1,  1924,  [formerly  known  as  Associated  Gas  &  Electric  Properties]  continues  to  Ije  one 
of  the  assets  of  Managing  and  Investing,  Incorporated." 

By  Mr.  Beookhakt  : 

Q.   Do  you  understand  the  facts  in  the  statement  as  read  to  be  true? 
A.  Yes,  sir. 

N.  B.  Apparently  the  aforementioned  Managing  and  Investing.  Incorporated,  is  a  different 
company  from  Managing  and  Investing,  Inc.,  which  prior  to  July  1927  was  an  investing 
company  owned  by  Mr.  Mange  and  his  family,  but  from  July  1927  to  the  spring  of  1928 
was  a  subsidiary  of  Associated  Gas  and  Electric  Company,  with  assets  consisting  almost 
solely  of  contracts  to  service  subsidiaries  of  Associated  Gas  and  Electric  Company.  (See 
Sec.  XI,  D,  9,  c,  supra,  Investment  in  Managing  and  Investing,  Inc.) 

'^^  In  the  Matter  of  Utilities  Employees  Securities  Company,  before  the  Securities  and 
Exchange  Commission,  Docket  No.  31-419-1,  Volume  2,  Exhibit  84  reads  with  respect  to 
the  ownership  of  this  trust  on  October  18,  1938,  as  follows :  "There  are  two  certificates  of 
beneficial  interest  in  Trustees  Under  Declaration  of  Trust  dated  June  1,  1924.  One  is 
owned  by  Managing  and  Investing,  Incorporated,  and  is  registered  in  the  n/o  J.  I.  Mange 
as  nominee  *  *  *.  The  stock  of  Managing  and  Investing,  Incorporated,  is  held  in  a 
Trust  created  pursuant  to  Deed  of  Trust  dated  October  31,  1936,  of  which  Helen  D.  Mange 
[the  wife  of  J.  I.  Mange]   is  beneficiary. 

The  other  certificate  is  owned  by  Trustees  Under  Declaration  of  Trust  dated  July  27,  193,5, 
and  is  registei-ed  in  the  n/o  H.  C.  Hopson.  as  nominee.  The  beneficial  and  record  owner  of 
the  stock  of  Trustees  Under  Declaration  of  Trust  dated  July  27,  1935,  is  Tarleton  Securities 
Company.  The  nonvoting  stock  of  Tarleton  Securities  Company  is  owned  by  A.  H.  Starch, 
N.  H.  Jones,  and  P.  M.  Hopson  [all  sisters  of  H.  C.  Hopson].  The  voting  stock  of  Tarleton 
Securities  Company  is  owned  by  T.  W.  Moffat  and  Percy  H.  Wilson,  Trustees  for  Claire  and 
Malcolm  Jones  [evidently  niece  and  nephew  of  H.  C.  Hopson]." 

See  also  In  the  Matter  of  Associated  Qas  and  Electric  Corporation  before  the  Securities 
and  Exchange  Commission,  op.  cit.  supra,  note  3,  at  377—80  and  testimony  of  Daniel  H. 
Starch,  a  brother-in-law  of  H.  C.  Hopson  (see  id.,  at  439-40)  who  testified  as  follows 
(id.,  at  377-80  and  506-7)  : 

Q.  And  who  were  those  shares  issued  to? 

A.  They  were  issued  to,  at  that  time,  to  Mrs.  Starch  and  to  her  two  sisters. 

Q.  Who  are  her  sisters,  the  names  please,  for  the  record? 

A.  Mrs.  Norma  H.  Jones,  and  the  other  one  is  Miss  Pearl  Hopson. 

Q.  Were  those  all  of  the  shares  that  were  issued,  three  shares? 

A.  I  think  so. 

Q.  If  I  understand  it  correctly,  this  trust  was  formed  some  time  in  1935  and  three 
shares  were  issued  under  it,  namely,  to  Amy  H.  Starch — that  is  your  wife — and 
Norma  H.  Jones,  and  Pearl  Hopson,  is  that  right? 

A.  Yes,  sir. 

Q.  And  these  three  beneficiaries  are  all  sisters  of  Mr.  Hopson,  who  has  been  the 
previous  owner  of  the  beneficial  one-half  interest  of  June  1,  1924,  trust,  which  have 
been  transferred  to  this  trust  of  some  time  in  1935,  is  that  correct? 

A.   Whether  it  was  held  continuously  prior  to  that  time,  I  don't  know. 

He  further  testified  (id.,  at  511)  : 

Q.  What  was  the  purpose  for  forming  this  trust? 

A.  Why,  I  presume  simply  to  hold  the  interest,  the  half  interest  in  the  1924  trust, 
for  the  three  sisters  of  Mr.  Hopson. 
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shares  in  the  Associated  Gas  and  Electric  Company  "held  together  so 
that  neither  interest  could  be  sold  without  the  consent  of  the  other."  ^^ 
Mr.  Mange  testified  in  May  1937  that  he  still  had  his  own  share  and 
that  he  had  not  given  Mr.  Hopson  permission  to  dispose  of  his  share. 
As  of  October  18,  1938,  the  two  certificates  were  still  controlled  and 
owned  by  Mr.  Hopson,  Mr.  Mange,  and  their  families.^*^ 

CONTROL  OF  SERVICE  COMPANIES 

Aside  from  operating  and  construction  services  which  were  ren- 
dered to  the  "System"  by  subsidiaries  of  Associated  Gas  and  Electric 
Company,  other  services  such  as  legal,  tax,  accounting  and  financial 
services  were  rendered  to  the  "System,"  at  first  by  H.  C.  Hopson 
personally  and  later  by  H.  C.  Hopson  and  Company  and  other  com- 
panies which  he  organized  and  controUed.^^ 

From  1925  to  1932  all  tax,  accounting,  and  financial  services  were 
performed  by  H.  C.  Hopson  and  Company,  a  partnership.  Although 
some  of  the  tax  services  may  still  be  performed  by  H.  C.  Hopson  and 
Company ,^^  most  of  the  personnel  and  business  activities  of  H.  C. 
Hopson  and  Company  were  taken  over  about  the  beginning  of  1932 
by  the  following  organizations : 

(a)  Utilitij  and  Financial  Accountants,  Inc.,  organized  under  the  laws  of 
Delaware  about  January  1,  1932.^  This  corporation  was  succeeded  by  Utilities 
and  Financial  Accountants,  a  New  Jersey  common-law  trust  formed  in  1936,** 
except  that  certain  employees  of  Utility  and  Financial  Accountants,  Inc.,^^  who 
were  engaged  in  keeping  corporate  records,  were  transferred  to  Corporate  Rec- 
ords and  Secretarial  Assistants,  a  New  Jersey  common-law  trust  organized 
about  September  1935  ^°  to  carry  on  such  work. 

(b)  Financial  and  Securities  Assistants,^''  a  New  Jersey  common-law  trust 
organized  in  1932,^  which  in  turn  was  succeeded  by  Finance  and  Securities 
Assistants,  a  New  Jersey  trust  organized  about  the  beginning  of  1937.^ 

(c)  Transfer  and  Coupon  Pa/ying  Agency,  an  organization  created  in  1931  or 
1932,^"  largely  to  take  care  of  transfers  of  securities,  paying  interest  coupons 
and  keeping  records.^'  This  agency  succeeded  to  the  work  formerly  done  by 
H.  C.  Hopson  and  Company  through  the  medium  of  F.  E.  Taylor  and  W.  L. 
Freund,  employees  who  acted  as  transfer  agents,**  in  turn  being  succeeded  by 


1"  Id.,  at  577. 

'^  In  tJie  Matter  of  Associated  Oas  and  Electric  Corporation  before  the  Securities  and 
Exchange  Commission,  op.  cit.  supra,  note  3,  pp.  377-80 ;  see  stipulation  quoted  in  note 
18,  supra. 

-^  In  tlie  Matter  of  Associated  Oas  and  Electric  Corporation  before  the  Securities  and 

Exchange  Commission,  op.  cit.  supra,  note  3,  pp.  596  and  603.     J.  H.  Shinn,  who  acted  as 

director,  trustee,  or  executive  officer  of  Hopson  service  companies,  testified  (id.,  at  589)  : 

Q.  Was  it  generally  understood  that  Mr.  Hopson  was  the  boss  of  the  organization 

at  the  time  that  you  became  first  associated  with  H.  C.  Hopson  and  Company? 

A.  Yes  ;  I  think  that  that  is  true. 

-  Id.,  at  600-1. 
^  Id.,  at  591. 
2*  Id.,  at  590-1. 
25  Id.,  at  595. 
-«Id.,  at  594. 
^  Id.,  at  601. 
=*  Id.,  at  603. 
^  Id.,  at  602. 
3"  Id.,  at  605. 
31  Id.,  at  606. 
■^  Id.,  at  607. 
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Transfer  and  Paying  Agency,  a  New  Jersey  Trust,  organized  about  the  beginning 
of  1937."" 

(d)  Utiliities  Accountants  and  Tax  Consultants,  a  New  Jersey  trust  organized 
in  1931,**  which  held  the  contracts  to  perform  services  for  various  companies 
in  the  Associated  Gas  &  Electric  System.'''  These  services,  however,  have  been 
actually  performed  by  Utilities  and  Financial  Accountants,  and  its  predecessor, 
Utility  and  Financial  Accountants,  Inc.'"  Utilities  Accountants  and  Tax  Con- 
sultants, apparently,  has  not  been  succeeded  by  any  company  of  similar  name 
but  an  organization  has  been  formed  under  the  name  of  Utility  Accountants  and 
Tax  Consultants"'  and  some  of  the  service  employees  who  formerly  received 
salaries  from  Utilities  Accountants  and  Tax  Consultants  now  receive  them  from 
Public  Utility  Investing  Corporation.^ 

GROWTH  OF  ASSOCIATED  GAS  AND  ELECTRIC  COMPANY 

Associated  Gas  and  Electric  Company  did  not  experience  any  unus- 
ual increase  in  size  in  the  period  between  the  time  of  its  organization 
and  the  time  when  H.  C.  Hopson  and  J.  I.  Mange  acquired  control  16 
years  later.  In  those  first  16  years,  1906-1921,  the  consolidated  total 
assets  of  the  Associated  Gas  and  Electric  Company  and  its  sub- 
sidiaries increased  from  about  $1,200,000  ^^  to  $6,942,570  as  at  Decem- 
ber 31,  1921.*°  In  the  next  four  years,  however,  or  during  the  early 
control  period  of  Mr.  Hopson  and  Mr.  Mange,  the  consolidated  total 
assets  increased  to  $209,601,178  as  of  December  31,  1925,*^  the  end  of 
the  year  during  which  Pennsylvania  Electric  Corporation  (subse- 
quently named  Eastern  Utilities  Investing  Corporation)  was  acquired 
By  the  end  of  1931,  the  consolidated  total  assets  of  Associated  Gas 
and  Electric  Company  had,  according  to  its  books,  increased  to 
$941,238,518.32.^2  By  December  31,  1937,  Associated  Gas  and  Elec- 
tric Company  reported  its  consolidated  total  assets  at  $1,037,832,- 
677.21.*^  This  rapid  growth  was  accelerated  chiefly  through  the 
issuance  and  sale  or  exchange  of  large  amounts  of  additional  se- 
curities.** 


33  Id.,  at  606. 
s*Id.,  at  608. 
35  Id.,  at  609-10. 
s«Id.,  at  611-12. 

3T  Id.,  at  619-20  ;  see  also  Mr.  Stix's  testimony,  op.  cit.  supra,  note  14.  at  27020. 
3s  See  Mr.  Stix's  testimony,  op.  cit.  supra,  note  14,  at  27022. 

33  Federal  Trade  Commission  Report  on  Utility  Corporations,   Part  45.  p.  1456. 
*o  Id.,  at  1464. 
*i  See  note  42  following. 

«  Op.  cit.  supra,  note  14,  Commission's  Exhibit  No.  3775  also  sets  forth  on  a  comparative' 
basis  Associated  Gas  and  Electric  Company's  total  assets  ^t  year-ends,  as  follows  : 


1930 $922,008,793.55 

1931 941,238,518.32 

1932 867, 722,  379.  82 

1933 959,277,378.83 

1934 844,  743,  778.  22 

1935 1,  016,  705,  070.  89 


1923 $16, 884,  669.  54 

1924 62, 257,  097.  01 

1925 209,  601, 177.  87 

1926 255,161,569.64 

1927 312,701,682.17 

1928 318, 514,  494.  26 

1929 900,491,542.90 

The  figures  for  the  years  1927,  1928,  1929,  and  1930  do  not  include  General  Gas  & 
Electric  Corporation  nor  Eastern  Utilities  Investing  Corporation. 

^3  Securities  and  Exchange  Commission  File  No.  30-127,  Exhibit  D  (Registration  State- 
ment of  Associated  Gas  and  Electric  Company  under  the  Public  Utility  Holding  Company 
Act  of  1935). 

«  Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  Part  45.  pp.  1466-7. 
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SIGNIFICANCE  OF  ACQUISITION  OF  EASTERN  UTILITIES  INVESTING 

CORPORATION  *" 

Until  1922,  or  prior  to  the  time  that  Messrs.  Hopson  and  Mange 
became  the  dominating  personalities  in  the  Associated  Gas  and  Elec- 
tric Comj^any,  that  company  had  acquired  the  control  of  only  one 
additional  utility  operating  company,  namely,  Kentucky  Public  Serv- 
ice Company.  However,  soon  after  Messrs.  Hopson  and  Mange 
came  into  control,  the  program  of  expanding  the  Associated  Gas  & 
Electric  System  by  acquiring  other  companies  was  undertaken.  In 
1923  certain  properties  in  New  England  were  acquired;  in  1924 
control  of  Staten  Island  Edison  Corporation  and  other  operating 
companies  in  the  State  of  New  York  was  obtained;  and  in  1925 
Manila  Electric  Company  and  Long  Island  Water  Corporation  were 
acquired.*^^  Thus,  up  to  the  middle  of  1925,  the  company,  under  the 
dominance  of  Messrs.  Hopson  and  Mange,  controlled  subsidiaries 
operating  in  New  England,  New  York,  Ohio,  Kentucky,  and  the 
Philippine  Islands. 

In  September  1925  Associated  Gas  and  Electric  Company  acquired 
control  of  Pennsylvania  Electric  Corporation  (subsequently  Eastern 
Utilities  Investing  Corporation).  The  purchase  of  control  of  Eastern 
Utilities  Investing  Corporation  added  to  the  "System"  certain  gas  and 
electric  operating  properties  located  in  the  western  part  of  Penn- 
sylvania and  the  northwestern  part  of  Maryland. 

The  magnitude  and  importance  of  this  acquisition  to  Associated 
Gas  and  Electric  Company  is  indicated  by  the  fact  that  the  approxi- 
mately $126,000,000  of  total  consolidated  assets  of  Associated  Gas  and 
Electric  Company  were  increased  by  at  least  72%  through  the  acquisi- 
tion of  the  Eastern  Utilities  Investing  Corporation,  whose  consoli- 
dated assets  as  at  December  31,  1925,  were  reported  to  be  $91,160,676.*^ 
Similarly,  the  consolidated  income  statements  *^  indicate  that  the 
gross  revenues  of  Associated  Gas  and  Electric  Company  on  a  con- 
solidated basis  were  more  than  doubled  by  its  acquisition  of  the 
Eastern  Utilities  Investing  Corporation. 

*"  Id.,  at  993-6. 

"IfL,  at  1017. 

*''  op.  cit.  supra,  note  14,  Commission's  Exhibit  No.  .3815,  annual  report  of  Pennsylvania 
Electric  Corporation  for  the  year  1925.  The  total  consolidated  assets  of  Associated  Gas 
and  Electric  Company  as  at  December  31,  1925,  according  to  the  annual  report  for  that 
year,  excluding  the  total  as.sets  of  Eastern  Utilities  Investing  Corporation  (then  called 
Pennsylvania  Electric  Corporation),  amounted  to  .$126,227,756,  which  included  the  total 
assets  of  Manila  Electric  Company  and  Long  Island  Water  Corporation  acquired  during 
that  year.  Consequently,  with  the  acquisition  of  Eastern  Utilities  Investing  Corporation, 
Associated  Gas  and  Electric  Company's  total  consolidated  assets  were  increased  by  more 
than  72%. 

"  Annual  report  of  Associated  Gas  and  Electric  Company  for  the  year  1925  as  reproduced 
in  the  Report  of  the  Federal  Trade  Commission  on  Utility  Corporations,  Part  45,  p.  1586  and 
annual  report  of  Pennsylvania  Electric  Corporation  for  the  year  ending  December  31, 
1925,  op.  cit.  supra,  note  14,  Commission's  Exhibit  No.  3815. 
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Appendix  H 


SCHEDULE  OF  OWNERSHIP  OF  VOTING  STOCK  OF  EASTERN  UTILI- 
TIES INVESTING  CORPORATION  FROM  JUNE  1925  TO  SEPTEMBER 
1935 

(This  schedule  is  reproduced  from  Item  5  of  Commission's  Exhibit 
No.  3772  in  the  Public  Examination  of  Eastern  Utilities  Investing 
Corporation,  as  prepared  by  Associated  Gas  &  Electric  System  and 
verified  by  counsel  for  that  System  and  for  Eastern  Utilities  In- 
vesting Corporation.  Indentations  in  the  names  of  companies  indi- 
cate that  the  company  whose  name  is  indented  is  a  100%  subsidiary 
of  the  company  whose  name  appears  immediately  above  it.) 


Shares 


June  19S5: 

Associated  Gas  &  Electric  Properties. 
Associated  Securities  Corporation. 
Associated  Gas  &  Electric  Co. 
Date  acquired  June  1925 


December  1926: 

Associated  Gas  &  Electric  Properties. 
Associated  Securities  Corporation. 
Associated  Public  Utilities  Securities  Corporation. 
Date  accLuired  December  1926 


July  1927: 

Associated  Gas  &  Electric  Properties. 
Associated  Securities  Corporation. 
Associated  Gas  &  Electric  Co. 
Associated  Gas  &  Electric  Securities  Co.,  Inc. 
Date  acquired,  July  1927 


114,610.68  common 
stock. 


171,754.48  common 
stock. 


November  1927  (as  of  August  1927): 

Associated  Gas  &  Electric  Properties. 
Eastern  Utilities  Investing  Trust. 
Date  acquired  August  1927 


March  1932: 

Associated  Gas  &  Electric  Properties. 
Associated  Securities  Corporation. 
Associated  Gas  &  Electric  Co. 
Associated  Gas  &  Electric  Corporation. 
Date  acquired,  March  1932 


October  1932: 

Associated  Gas  &  Electric  Properties. 
Associated  Securities  Corporation. 
Associated  Gas  &  Electric  Co. 
Eastern  Utilities  Securities  Corporation. 
Date  acquired,  October  1932 


September  i9S5: 

♦♦Associated  Gas  &  Electric  Properties  (name  changed  8/9/34  to 
Trustees  Under  Declaration  of  Trust  dated  June  1, 1924). 
**Voting  Trustees  under  Voting  Trust  Agreement  dated  Mar. 
27,  1933,  for  stock  of  Associated  Gas  &  Electric  Co. 
Associated  Gas  &  Electric  Co. 
Date  acquired,  September  1935 


100,000  (class  B) 


100,000- 


Cost 


$11,461,068.00 


17,  633, 387. 73 


500,000..- 


500,000 


100, 000. 00 


100,  000. 00 


2. 100,  000.  00 


2, 100, 000.  00 


50,000. 


25, 000.  OO 


In  October  1936  Eastern  Utilities  Investing  Corporation  filed  a  petition  in  the  U.  S.  District  Court  for  the 
District  of  Delaware,  under  Section  77B  of  the  Bankruptcy  Act  as  amended. 

♦♦Reference  is  made  to  registration  statement  of  Metropolitan  Edison  Co.  for  data  as  to  the  voting  power 
held  by  the  trustees  (registration  statement  No.  2-1747). 
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